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TAXATION

I.  Federal Income Tax: Code and Regulations

A. Code: Statues Enacted by Congress.

B. Regulations: Promulgated by the Treasury.

C. Internal Revenue Code (IRC) (“The Code”)

a. Title 26 U.S.C.

1. Subtitles: A-E represent the different kinds of taxes; F represents the procedure and administration.

(A) Income

(B) Estate and Gifts

(C) Employment

(D) Misc. Excise Taxes

(E) Alcohol, Tobacco, and Other Excise Taxes

(F) Procedure and Administration

· SC: Must be precise for the system to be regulated.

· Rules are in the Code, Regulations, and Administrative  

      & Review Procedures.

· Tax Controversies: Taxpayer has choice of Tax Court,   

      Claims Court, or Fed. District Ct. in which the taxpayer   

      resides.  IRS can agree or disagree with the Circ. Ct.  

      decision, but must adhere to SC decisions.

2. SUBTITLE A – Income taxes; Chapter 1 – Normal taxes; Subchapters follow.

(A) Determination of Tax Liability

· imposes liability on taxable income

· sets the tax rates: for individuals (§ 1) and corporations (§ 11) (max tax rate is slightly lower for corps than the top rate for individuals)

· provides credits (credits reduce liability, deductions reduce taxable income); credits > liability = refund; credits < liability = owe taxes…ex. credit from taxes withheld from paycheck.

(B) Computation of Taxable Income

· Gross Income § 61
· Adjusted Gross Income § 62
· Taxable Income

FOR THOSE WHO ITEMIZE DEDUCTIONS:

§ 63(a)…(Gross Income) – (Itemized Deductions)  

= Taxable Income. 

FOR THOSE WHO DO NOT ITEMIZE  

DEDUCTIONS: 

§ 63(b)…(Adjusted Gross Income) – (Standard Deduction & Personal Exemption Deductions) = Taxable Income.

· To get the lowest taxable income: 

AGI – (personal exemptions + [greater of standard deduction or itemized deductions])

(C) C Corps – Corp. taxed on income it receives (profits/revenue taxed) and on income to the individual (dividends taxed)…Double Tax.

(D) 401K

(S) S Corps


* C-T: Different Entities and Computations.


II.  Tax Theories and Concepts


A.  The Haig–Simons Definition of Income

      Income = Taxpayer’s personal expenditures (+) (-) the increase or decrease in 

the taxpayer’s wealth.

* taxed on wealth (savings + consumption).  Note: Some see savings being taxed as a penalty or disincentive to save money---socially beneficial activity is being discouraged.

Glenshaw Glass: Income is everything you have (exercise dominion and control over).

B. Old: Income is gain from capital, labor, or both.

C. Two camps/pressures in Congress trying to define the Code:

1. Theorists/Purists: Everything you value or have is income. (H-S/Glenshaw Glass).

2. Pragmatists: Must take a practical approach to defining taxable income.  People must believe in the tax system.

* tax on income (narrow  and hem in).

D. Form v. Substance

Ex. § 119(b)(1): Provisions of Employment K or State Statute are not determinative.  Regulation gives std. of review, facts, circumstances, etc.

Form = K or statute

Substance = IRS: “We call it like we see it”

E. Rule of PUNG: Probably Usually Normally Generally – For Code definitions,  

IRS/Tax Lawyers use, define, and manipulate words. 


F.  Progressive Tax

G. Continuum of Free Choice

Absolute restraint                                                Maximum freedom



Excluded                                                              Included

Ex. For “convenience of employer” for meals/lodging: Excluded b/c reward for employee inconvenience.

H. Defintion makes all the difference.


I.  Equality and Democracy



The Tax Code is not just to raise revenue…

· Device for social planning.

· Demonstrates qualities and values of society…who and what is important.  Ex. non-discriminatory provisions.

III.  Gross Income §61

A. §61(a) provides the general definition and items included in gross income.

(2) Gross income derived from business

      (3) Gains derived from dealings in property – net of unrecovered  

            investment (purchase price) in property.

* Taxable when “realized” (prop sold or exchanged)

* Adjusted basis = unrecovered investment – depreciation adjustment

* Realized gain = Amt realized – Adjusted Basis

* Realized loss = Adjusted Basis – Amt realized

* For a realized gain to be included in gross income, the gain must be  

   “recognized”…a “like-kind exchange”.

* Nonrecognition Rule: For transactions in which the taxpayer has  

   exchanged property but has continued her investment in another  

   form, the tax on gain is deferred until taxpayer sells the prop 

   received in the nonrecognition transaction.

IV.  Credits v. Deductions/Exemptions & Individual v. Corporate Income Tax

A. Credits v. Deductions/Exemptions

1. Examples:

*Clinton’s State of the Union Address:  $500 max tax credit for  children of stay-at-home parents (raised from $250 max) (Avg. Benefit $78).

*§ 25A Tuition – Tax credit for 2 years of higher education ($1000 + 50% of expenses that exceed the $1000 for each taxable year).

2. Implications:

For the above examples, the credit amounts max at $500 and $2000, respectively.  These credits are minimal and can be a bad deal for individuals.  Q: Why are such low credits accepted instead of tax deductions and exemptions?

· There is a feeling that the government is working for you.  Refunds are desirable.  Psychological effect: Power of the Refund, even though it is really their money that the government has been holding.

· Tax-cuts are popular.

· Higher Impact Benefit: You see tax credits, not the lower tax rates that deductions bring about.

· GOV’T:  Uses credit as a “Signaling Device” – Gov’t. shows concern, but when it comes down to budgeting, etc., the gov't. is not giving up much.  Promises can be made and kept with minimal impact in terms of lost revenue to the budget.

B. Individual v. Corporate Income Tax

1. Income Tax Revenue = $ 1 Trillion per year

$800 Billion Personal

$200 Billion Corporate

2. Corporation = entity

Double Tax: Corporation cannot deduct dividends, so $ is being taxed twice.

$        Corporation       Shareholder Dividends

   Tax 1                  Tax 2

Ways corporations pay for taxes or avoid them:

· Legal fiction that corporations pay taxes.  Really a triple tax b/c corporations pass tax costs on to consumers through higher prices.

· Avoid paying taxes by leaving the corporate tax system:

1. Limited Liability Corporation

2. Partnership

3. S corp

4. Off shore Account

5. Illegal: Cheat

·  Employee salary raised so as to maximize deductions.

· Lower rung employee salary lowered b/c these deductions are not as significant.

· Corporations look for cheaper goods & Ks for supplies.  PRESSURE EFFECT OF CORPORATE TAX.

Why do we have a corporate tax?

· For the appearance of equality and fairness…if individuals are taxed, corporations must be taxed.

· Regulation without legislation: Industries they go into, how the company is structured, etc…gov’t imposes fines/penalties through taxes to keep corporations within certain bounds…tax credits for incentives.

· If corporate tax is eliminated, must raise personal income tax to get $200 billion (to recover lost revenue).

V.  Noncash Compensation: Fringe Benefits

A. In-kind (noncash) payments are included in gross income as a general rule (§ 61(a)(1)).  Payments other than cash as compensation are included at fair market value (FMV).  Ideally, should tax the benefit at the “shadow price” (value to taxpayer) of the good, but difficult to assess.

B.  Employer-Provided Meals and Lodging § 119

  
Meals

           * Employee, Spouses, & Dependents also covered.

           * “Meal furnished” does not mean cash meal allowance.

     * On “business premises”.

     * For the “convenience of the employer”.


Lodging
     * “Must accept such lodging as a condition of employment”.

      * On “business premises”.

      * For the “convenience of the employer”.

Kowalski (1977): Police officer received stipend for meals.  Must stay within beat.   SC took a Purist view that the stipend was not a “meal on the business premises”.  Officer must pay tax on the stipend. 

C. Rental Value of Parsonages § 107
“Ministers of Gospel” may exclude the value of lodging provided or cash lodging allowance (portion used by minister to rent a home).

D. Reimbursement for Medical Expenses § 105 – Gov’t support for medical  

expenses.

§ 105(a) Default rule: All employer funded health/accident/insurance/general plan benefits are included in gross income.

* Concept: H-S (Consumption + Savings): To include everything in income, regardless of the source

§ 105(b) Exception: Employer reimbursement for medical expenses are not included.  Condition: No discrimination in favor of highly compensated employees.

* IRS pressure to push into default, pressure on employees to push in to  

   exception.

* Better than having 7.5% floor.

E. Contributions by Employers to Accident and Health Plans § 106
Employer-provided coverage of accident or health premiums are excluded from income.

Review: § 104(a)(3)

F.  Unreimbursed Medical Expenses § 213


     Floor = 7.5% of AGI

Ex.  If $100 bill and insurance covers $90, the $10 paid by employee is excluded so long as it is at least 7.5% of their AGI.


     Why the 7.5% floor?



To curb use…

· to reduce the impact on the budget

· for tax simplification (people were complaining of keeping receipts to make itemized deductions)

· to reserve the deduction for extraordinary medical expenses

· to curb benefits for the wealthy---core concept in Tax Code: Progressive taxation (wealthy have to pay more in order to take the deduction)

G.  Group-term Life Insurance Purchased for Employees § 79

-Life insurance for employees included (Employer buys for X and X can designate the beneficiary.  Premiums are included).

-Group life insurance excluded to the extent the cost does not exceed $50,000 in benefits (taxed on premiums for the benefit amounts that exceed $50,000).  Condition: No discrimination in favor if highly compensated employees.



WHY?

1. Anti-discriminatory policy: To ensure that benefits go to everyone, not just the wealthy.

2. Encourage collective bargaining – Union-based negotiations.

3. Want $ to go to the insurance company (This is why a 7.5% Floor for unreimbursed insurance and exclusion for amounts over it).

* Concept of “deadweight” loss (p.43)…tax induced reduction in the value of the total amount of goods and services.

* Tax knocked out for policy reasons.  Pragmatist: Bias in the Code to have the employers, not the employees provide health benefits b/c ideal for Universal Health Care.  Give tax benefits to employers to provide incentives to give employees health coverage.


H.  Exclusion for Miscellaneous Fringe Benefits




§ 132




1.  no additional cost service: reciprocal agreements among 



     similar businesses.

- “line of business” limitation to limit the loss of tax  

   revenue (to curb employers from paying w/ services and  

   not cash) and unfair advantages to conglomerates (Pizza  

   Hut. Pepsi, Marriott cannot get services from each other).





- POLICY: To avoid penalizing employee for something 




   that is no cost to the employer.





- example: SW and TWA employees: written agreement for 



  employee stand-bys (can exclude flight costs).





- Need:






a. ordinary course or line of business






b. no additional substantial cost




2.  qualified employee discounts: distinction between discounts 



     for services and discounts for property.

SERVICES: Exclude the value of the discount up tp 20% of what you’re charging customers in the ordinary course of business.  Beyond 20%, the discount value is included in income.






ex.  $100 service, get for $75, must include $5 as 





income.





PROPERTY: Discount cannot exceed gross profit 





percentage.  Any discount above this is included in income.





Aggregate sales price - cost [PROFIT] / Aggregate sales price 







              =







           Gross Profit Percentage






(What  % of product is profits?)

- Limited to goods and services sold in the line of business   

   in  which the employee is providing services.

- Conditioned upon compliance with the Nondiscrimination   

   Provision [Must be available to a wide cross section of  

   the employees...including non-highly compensated  

   employees  - § 414(q) defines “highly compensated  

   employees].




3.  working condition fringe benefit

Any property or services that could be deducted under §162 (trade or business expenses) or §167 (depreciation) if paid directly by the employee.

Ex.  If you subscribe to a professional journal that the employer provides, can deduct if you could do so under §162 or §167.



4.  de minimis fringe benefits
Good or service , the value of which is “so small as to make accounting for it unreasonable or impractical” (Regulation 1.132-6).  IRS narrows the rule to give themselves wiggle room to administer it.

Ex. occasional parties, dinners, donuts, soft drinks, etc.

Eating facility is de minimis if:

1. On or near the business premises.

2. Revenue from facility generally equals or exceeds the employer’s cost of the operating facility.   

Theory: It is not costing the employer anything out of pocket.

Regulations:

· “occasional” is at issue.

· cash is not a de minimis fringe benefit.

Ex. Partner gives you $50 to go get yourself a theater ticket…INCLUDED. 



5.  qualified transportation fringe benefits

Theory: Giving up freedom to go to a workplace that is far away or difficult to find parking for.  So, if employer is paying for it, it can be excluded.

· Qualified parking: Must be on or near business premises.

· Commuter highway vehicle: Must seat at least 6 adults (w/o driver) and at least 80% of the expected mileage of the vehicle must be incurred in transporting employees (at half-capacity or greater).

· Caps are indexed for inflation:

Parking: 1998: Exclude to the extent that it does not exceed $175/mo.

Passengers on Commuter highway vehicles:

1998: Exclude to the extent that it does not exceed $65/mo.

* Valuation is the key.

* Caps exist to limit exclusions to limit the  

   loss to tax revenue.




6.  qualified moving expense reimbursements
Can exclude the expenses if it can be excluded under §217 (moving expenses) if paid by the employee.




7.  other fringe benefits

§132(j): Special rules: Dept. store leases, Auto salesmen, Workout facilities, etc.

§132(j)(4)(B): On-premises athletic facilities: Must be employer-operated with substantially all use by employees, their spouses, and their dependent children.  

VI.  Imputed Income

A. No tax on wealth realized through non-market transaction.  Despite H-S: Income is anything consumed and wealth.

B. Problems with taxing it:

1. Valuation

2. Liquidity

3. Encourages people to provide services in the home rather than accept “formal” jobs outside the home.

4. * The political reality is that if gov’t. officials included imputed income, they would be voted out.

C. Examples:

· Work your dishwasher does would by taxed.

· House v. Apartment

· Normally taxed on apartment rent, but home mortgages are deductible.

· H-S: Pressure to tax on the rental value of the house b/c get value from it (Purist View)

· No such tax b/c gov’t. officials would get voted out…Theory v. Politics…officials sometimes include b/c need the $, but mostly excluded b/c do not want to get voted out.

VII.  Windfalls

A. Old: Eisner v. Macomber: Income is gain from capital or labor or both.

New: Glenshaw Glass: Definition of Income: “undeniable accessions to  

wealth, clearly realized, and over which the taxpayers have dominion or control”.

- Punitive damages are included.




- “Earned” is irrelevant…only whether it increased wealth or not.




- Must include: “treasure trove”…valuable things found.

B. Cesarini: $15 piano, later found to be worth $4500.  IRS, citing Glenshaw Glass, that the amount must be included in the year in which the taxpayer discovers it and reduces it to possession.

C.  A “realized gain” is included after the property is sold or exchanged.

VIII.  Gifts and Bequests

A. Glenshaw Glass and H-S: A gift is an increase in wealth for the donee, so the donee must include and the donor takes the corresponding deduction…§102 does not adopt this!

B. §102: Gifts: Included in the donor’s tax base, excluded in the donee’s tax base.

Why?  

1. Because most gifts are made to family members and it makes sense to treat a family as a single taxable unit.

2. It is easier to administer tax to the donor (in the case of giving to bums, etc.)

3. Donor is generally in a higher tax bracket.

4. Political concerns: Getting voted out for taxing gifts.



§102(b)(1): If give stocks as gift, the dividends earned are included in 



        income.



§102(b)(2): Income from poperty given as a gift is included in income.

C. §1015(a): Appreciated or Depreciated Property



Rules:

1. Gain: If one transfers porperty with a FMV higher than the original basis, the donee takes the original basis of the donor.  Donor is not taxed on any pre-gift appreciation and the donee will realize the inherent gain only at the time he sells or exchanges the gift.

2. Loss: Donee takes the FMV as the basis at the time of transfer.  When donee sells or exchanges, she realizes no loss because the basis is at the loss amount (FMV).



Underlying:  IRS is trying to caputure gain when they can, but they do not 


want people to take loss deductions when they did not make the 



investment or were not meant to suffer the loss.



Rules:



Basis is the baseline, but if at the time of transfer, FMV<Basis, 

1. If Amt > Basis, then Gain (amt realized/donor's basis)

2. If Amt < Basis, then Loss (FMV-Amt)


D.  §1014: Bequests



Stepped Up Tax-free Basis…




Basis = FMV on the date of the decedent's death.  Appreciation during the 


decedent's life will never be taxed (encourages decedent to sell loss 


property and retain appreciated property)…Loophole in the Tax Code.



From a H-S perspective:  Does death change the value of income?  No, but 

for political reasons, the stepped up basis rule is not removed.



Example of abuse that Congress and the IRS has put an end to: Client pays 

lawyer as bequest from will, so lawyer does not include payment in 


income.


E.  Commissioner v. Duberstein  US SC 1960



Definition of Gift: "Detached and disinterested generosity"…The focus is 


on the donor's state of mind.




1.  Giving the gift to someone and expecting nothing in return…

a. not payback for a favor

b. not compensation

c. not a "quid pro quo"






- raffle: H-S: fits the cosmic notion of income b/c it 





  has value.




 2.  Tips

a. Not a gift, but compensation.

b. Not "detached and disinterested" b/c expect better service.

c. Tips are excluded if "impulsive generosity".




 3.  Dealer Tokes - Included

a. Roberts (1949): CT said "impulsive generosity and superstition".

b. Superstition = not really "disinterested and detached" because still an expectation even though not a rational expectation.    




 4.  Exceptions

a. §102(c): Employer to employee transfer does not equal a gift (but de minimis or achievement award still excludable).  Concern: Fear of abuse; disguised form of compensation.

b. Dealer tokes - included.

IX.  Prizes and Awards


§74(a) - Included; Not a gift.



Why? H-S: Get a benefit…Also, fear of abuse: Employers pay employees 


in prizes and awards.



Mixed incentives in valuation: Companies that donate these prizes get 


deductions, so they value the prizes very high.  The winner often pays 


more in taxes than if they bought the prize on the market.  



Solution: Winner will sell the prive and have the FMV taxed, not the 


valuation.


§74(b): Exception: If you win a prize or award and want to give it to charity, no 


 tax, but…

1. Must not have entered the contest yourself.

2. Must not have recipient promise conditions.

3. Transfer must be pursuant to recipient designation.


§74(c): Exception: If it is an employee achievement award, may exclude as long 


 as you follow certain rules.



 Policy: To reward long-term commitment to a company. Ex. Gold Watch 


excluded.

X.  Qualified Scholarships


§117 - Excluded from income.

· "qualified" = amy amount received to the extent the individual uses it for "qualified tutition and related expenses".

· "qualified tutition and related expenses" = tutition + required fees + books (Tax Code limits taxes on things for which you have no choice), BUT not living expenses (room and board - more discretion/freedom of choice involved).








Why?  The reduction in tax rates 







during the 80s was accompanied by a 






expansion in the tax base (this is 







where "qualified scholarship" comes 







in…if compensation or rm and 







board, it is taxed)…disguised tax 







increase.

· §117(c): RA/TA work is included in income because services were provided.

· §117(d): "Qualified tuition reduction" to get around §117(c)…enables employees of the University to get tutition reductions to take courses.  Policy: to encourage employers to give employees incentives to further their education. 



§127  Educational Assistance Programs

· Employers give employees money to educate themselves.

· $5250 maximum exclusion for the employee.

· §127(d):  Void after May 31, 2000: Phase out provision…gov't. gets more revenue but then later decides whether to re-instate it or not.

XI. Life Insurance

H-S: Pay-outs should count as income.

§101: Life insurance money received is excluded from income.  The more the Tax Code favors life insurance, the more people will buy…Tax-free money to heirs makes people happy.

NOTE:  Premiums are not deductible.

A. Term Insurance - Purchased for a specific term. 

1. Gamble for the term: A 25 year old may purchase a $250,000 policy for $100, while a 65 year old may purchase the same policy for $10,000.

2. §101 - Beneficiary receives the insurance proceeds tax-free.  If the purchaser lives beyond the term, the loss from the cost of the policy is not deductible.

B. Whole Life Insurance

1. Annual premium does not increase with the age of the insured.

2. Insurance company earns interest on the premiums (which it invests) paid in the early years so that the amounts paid to the beneficiaries are always expected to exceed the premiums made…Since the pay-outs are tax free under §101, this is a TAX FAVORED FORM OF INVESTMENT.

3. Insurance company wins beyond a certain point because of the interest on the money.

C. Assigning Benefits of Life Insurance During Life

1. §101(g) - For medical expenses, etc. for "terminally" or "chronically" ill.

2. "Terminally" = doctor certifies not expected to live longer than 24 months.

3. "Chronically" = Unable to perform at least 2 daily activities; disabled; needs constant supervision.

4. "Death" can be defined as when viatical settlement providers go to terminally or chronically ill and but their insurance policies.  The ill's money is not taxed because they are considered dead for these purposes.

XII.  Social Transfer of Payments  
A. Welfare payments are excluded (Policy: Recipients are poor).

B. Unemployment benefits are included (Policy: Would have earned it if working).

C. Social Security §86: Depending on your level of income (if at or below $25,000), it is excluded.

- Exclusion is phased out the more money you make (for above  

  $25,000, include 50% of your SS benefits…include more as  

  you make more).

- Government says this is a return on investment, but it really is  

   not.  There are also wealth transfer/egalitarian concerns.

XIII.  Gambling Winnings and Losses

* §165(d)  Gains are included; wagering losses can be excluded only to the extent 

               that you have gain.

* Net gambling winnings are taxed, but net gambling losses are included because  

   conceptually, they are consumption (the price for enjoying gambling). H-S  

   wins.  Also, do not want to encourage gambling in the Tax Code.

XIV.  Personal Injury Recovery


* §104  - personal injury recover is excluded unless already excluded under §213.

· old law: all damages for all torts excluded.

· new law: Code limits the exclusion to damages from physical injury or sickness. 


* “Personal Injury” = physical injury or sickness {After 1996}.



Must be rooted in something physical…all excluded:

- medical expenses.




- lost wages.




- pain and suffering, loss of use (loss of enjoyment, etc.)

So, important for attorney structuring a settlement to characterize things in such a way that they will be excluded.


* Exclude damages from gross injury for physical injury or sickness.

- not for punitive damages (treated like a windfall; some argue that  

it should be tax-free to encourage people to file suit).  But it is not a compensation, but often to send a message through the tort system.




- can exclude damages received by spouse.




- for tort, not K claim (suit or settlement).

- wrongful death punitive damages are excluded if such damages 

  are allowed in the state.

- exclude emotional distress only if it the byproduct of physical 

injury or sickness (ex. can exclude medical costs for recovery from emotional distress that is a byproduct of physical injury or sickness)…If already deducted under §213, cannot deduct under §104.
- Interest earned on damages is TAXABLE (§61(a)(4)) unless 

   payments are received over a period of years (compensation for  

   delay in payment and incentive to pay award over time).

- Worker’s comp. recovery is excluded §104(a)(1) – physical and  

   nonphysical. [same philosophy as health/accident insurance  

  §104(a)(3) – excluded unless employer provided]. 




- Business injury:

· recovery for lost profits – taxed like ordinary income.

· Recovery for destruction of capital asset – capital gains treatment (ex. $10 basis, FMV = $100, the $90 gain is taxable).

* Rationale for excluding personal injury recoveries.
Involuntarily entered transactions giving rise to the damage awards; unlike property transactions…also, feel sorry for the injured victims (what about the victims that do not recover damages?).

1. Medical expenses recoveries: to put the injured person in the same financial position as they were before the injury.

2. Lost wages recoveries: Actually puts the injured person in a better position b/c wages are normally taxed.

3. Pain and Suffering recoveries: some argue that taxing would be like taxing “imputed income for good health”; others argue that taxing is ok b/c they are being compensated for their lack of physical well-being…not for anything financial. (H-S). 

XV.  Tax-Exempt Bonds

A. There is a lower interest rate than taxable bond, but the interest from them is excluded from income, so people invest in them.

B. §103 – may exclude interest from certain state, municipal, and other bonds.

Tax-exempt bond                       Taxable bond
$1000 bond.                                $1000 bond.

7% interest rate.                          10% interest rate.

$70 interest gained.                     $100 interest gained.




No tax.



    30% tax bracket = $30 tax.






End up with $70.

    End up with $70.


The $30 of pre-tax interest lost with the tax-exempt bond is called the putative tax.  If tax-exempt bind holder is in the 40% tax bracket, the putative tax is $30 also, but the actual tax is $40, not $30.

Criticism:  Insufficient form of federal subsidy to state and local governments.  The government gives $40 tax to transfer $30 to the state or local entity…the extra $10 goes to the taxpayer.

C. Note: Tax-exempt bonds to subsidize state projects, but private activity bonds will be taxed unless they are “qualified private activities” (§141 to §145 and so on)…tax-exemption is based on political subdivisions.

XVI.  Gain from the Sale of Personal Residence

A. §121 – can exclude up to $250,000 ($500,000 for joint return) in gain from sale or exchange of personal residence (on only 1 principal residence…you decide which one and IRS either agrees or disagrees).

· Must have owned and occupied for at least 2 of the 5 prior years.

· Can get exclusion only once every 2 years.

…If these cannot be met, take the reduction exclusion of §121(c)…  

if the move is for change of employment, health, or unforeseen circumstances (catch a break for unrestricted freedom)…


$250,000  x  # of mo. eligibility requirement satisfied








24 months








OR




    if used exclusion within the last 2 years…





$250,000  x  # of mo. since taxpayer excluded the gain








24 months




[* Must use the lesser of these 2*]


B.  Higher $500,000 threshold of exclusion if a joint return and §121(b)(2) met. 

Basically, at least 1 spouse must meet the ownership requirement and both must meet the use requirements…

Advantage: Wife moves into husband’s house by selling hers and takes deductions.  They then sell husband’s house.  Husband can take $250,000 deduction, but not $500,000 because the wife sold hers within the past 2 years….but can get the reduction exclusion.


C.  Policy/Incentives

· Higher threshold than the $125,000 deduction offered for capital improvements so that there is more room to make mistakes regarding the improvements calculations.

· With the rollover exclusion, had to buy a more expensive house to exclude (had to be upwardly mobile).  Senate wanted to make this easier, so made the limit $250,000/$500,000.  This is still hard today b/c home prices are appreciating.

XVII. Transfers Incident to Marriage and Divorce (Timing Problem Begins…)

A. §1041(a) If transfer is incident to divorce and made to spouse or former spouse, no gain or loss is recognized by either party.  

§1041(b) Transferee treats the transfer as a gift and assumes transferor’s adjusted basis in the property.

§1041(c) A transfer of property is incident to divorce if:

(1) occurs within 1 year after the date on which the marriage ceases, OR

(2) is related to the cessation of the marriage. {Regulations define this as pursuant to divorce or separation instrument AND within 6 years after the marriage ceases.

§1012 Basis = cost of property…conceptually: represents investment in the property.

§1011(a) and §1061(a) Things that affect the basis to make I adjusted basis.

§1041 overturned U.S. v. Davis US SC 1962: 

Transfer of appreciated property incident to a divorce is a realization event to transferor and is recognized and taxable.  Also applies to property transferred in anticipation of marriage.  This does not apply to community property (1 pie is split and is not recognized as income; just acknowledging that ownership that exists).

This also does not apply if there is a non-recognition rule:

1. Permanent wall of exclusion from gross income, OR

2. If the inclusion in gross income is postponed until a death or until the transaction does not fall within the non-recognition rule.

* This upsets the IRS b/c they want to tax all gain at least once…this is why exempt charity rules and non-recognition rules are renewed yearly and not permanently intact (even eliminated stepped-up basis rule at once time) * 

§1041 (no gain or loss recognized) passed so that people would not try to live in community property states.

§1040(d) (a) does not apply if the former spouse or spouse is a 

nonresident alien [ANTI-TAX DODGE RULE: IRS wants to keep spouses from transferring to nonresidents because since the transferor will not pay tax on the gain and neither can a nonresident, IRS is mad b/c no bite of the pie.]



Summary for Transfer of Property:

· TRANSFEROR: Non-recognition Rule: do not recognize the gain or loss.

· TRANSFEREE: Gift; not included in income – carry over.  Basis will be the adjusted basis of the transferor [§104(b)(2)].

B. Alimony

§71

1. Included in the income of the payee and deducted from the payor’s gross income (because more freedom; release from marriage).

2. Alimony =  (Language is the way the IRS limits the loss to tax revenue)

· cash or cash equivalents (§71; §1041 for noncash).

· written divorce or separate maintenance agreement or decree.

· payor and payee must live in separate households.

· cannot be for child support.

· payment obligation must not continue after the death of the payee. 

· no joint return.

· spouse or 3rd party on spouse’s behalf.

· must be substantially equal in the first 3 years in which payments are made.

§71(f): payments that are “front loaded” in the first 3 years are characterized as property settlements and are “recaptured” in this rule by forcing the payor to include the excessive alimony payments of years 1 and 2 in year 3.

3. “Income Shifting” Concept

If payor is in a higher tax bracket than payee, IRS gets less taxes on the same amount of money that has been shifted from the higher tax bracket to the lower tax bracket.

4. §262 (a) Default Rule: Except as otherwise provided, no deductions for personal, living, or family expenses.

The Code carves out an exception for alimony.

5. §215 – For Payor: Allows the deduction for alimony, etc. payments.

§71 – For Recipient: alimony payments are included in gross income.


POINT: Payor does not have to itemize to get the §215 deduction. 


POINT: No deduction if no inclusion…IRS wants a piece of the 

  pie.  

§215 has a “rat-out” provision (can take advantage of the tax benefit if you rat-out those abusing it):


§215(c):

(1) recipient must tell the payor their ID #.

(2) payor must include that ID # on their return for the year payments are made.

* Concern: Payor takes deduction and recipient does not include it 

    in their income.

6. §62(a)(10) – Adjusted gross income defines: Alimony deduction is considered for adjusted gross income.

7. Cannot designate as non-alimony. (to keep payor from deducting or recipient from having to include).



Summary for Alimony:




- nothing inherent in it that makes it deductible.

· deductible to payor.

· included in gross income of the recipient.

· “income shifting” because of lower tax brackets.

· definition of alimony (Code trumps state definition).

C.  Child Support

* Notion: Cannot take a deduction for child support that you would not get 

    if you were married and  supporting your children.


Summary for Child Support:

· not deductible to payor.

· not included in income of recipient.

XVIII.  Cash or Accrual Method of Accounting

A. Cash – Individual not in business; no books kept; Actually or Constructively (received payment), then income.

· Include item of income in the year in which the item is actually or constructively (available, but actual receipt deferred) received.

B. Accrual – If not cash, accrual but must be able to justify using it; fixed rights to receive.

· Business with inventory must use it.

· Include item when:

1. all events that fix right to receive income have occurred.

2. amount determinable with reasonable accuracy.

· Deduct expense when:

1. all events that establish liability have occurred.

2. amount determinable w/ reasonable accuracy.

3. “economic performance” met §461(h).

XIX.  Retirement

A. One form of deferred income.

· Employer contribution is not income.

· Interest earned is not income.

· Catch: Not included until you get it!

B. IRA (Individual Retirement Account)  §219 and §408.

Deferring tax effects until later.

2K in interest free IRA that is deductible until distribution at a certain age, at which time the distribution is taxable.

· Estate tax: limits to that deductible…up to 2K or up to your compensation (lesser of the two).  Why?  Tying deductibility to actual taxes.

· For the working class: do not want to use it as a sponging gimmick for rich investors; intended for the hardworking poor who pay SS tax, etc. (help outside of SS benefits).

· Substantial penalties for withdrawals prior to retirement.

· Phase-out provision:

Phase-out if an employer maintained plan or if above a certain AGI amount.  Result: Narrow pool taking advantage of the plan.

§219(g)

30K to 40K for Individuals

50K to 60K for Married filing Jointly

0K to 10K for Married filing Separately  

* These are pretty low, so a lot of people are affected.  This is why there are Roth IRAs.

· The purpose of the IRA:

1. Tax mechanism to boost retirement savings…channeling people in certain direction.

2. Signaling: “Message We Care” (Bush)…allows deductions…People know psychologically that they get deductions, so high deductions are unnecessary. (The deductions have a minimal effect on tax revenue).

So, the 2K is not adjusted for inflation b/c it could have been any amount.  An amount is given to curb taking too much advantage of the deduction.

· What is consumption?

· Earned income.

· Wages, tips

· Alimony

* Does not include annuities, pension, deferred compensation, etc. *

· When is the end of the taxable year for IRA purposes?

§219 (f)(3) – can make the deduction up to April 15 for that taxable year.

· What is an employee maintained health plan?

Listed in §219(g)(5) as one of the things that triggers phase-outs.

If meet §401(a) as a qualified employer plan, then phase-out is triggered.

Message: If an employer plan that meets federal standards for exemptions (b/c already taking the tax benefits of interest being tax free) then basically in the phase-out provision.

C. Roth IRA

Not deductible amount, then interest is untaxed, then no tax on the distribution (so long as it is a “qualified distribution”).

· For yourself or your beneficiary.

· 2K limit on Roth IRA.

· Phase-out provisions:

95k to 110K for Individuals

150 to 160K for Married filing Jointly

0K to 10K for Married filing Separately.

· “Qualified distribution” = excluded from income.

“qualified distribution” §408A:

· Must have held the Roth IRA for at least 5 years.

· On or after age 59.5

· Made to beneficiary or estate after death. 

· The distribution enables the taxpayer to buy his first home.

· Can “ROLLOVER” an individual IRA into a Roth IRA (or Roth into Roth)---So including later to excluding later.

Requirements for Rollover:

1. Rollover if AGI is less than 100K (not including the amount of the rollover).

2. Cannot be Married filing Separately.

BUT if you do this, you must include amount of rollover in AGI.

PROBLEM: People do not do this.  Claim that they do not get any money in their pocket, so why  should they have to pay tax.

IRS: Must pay the toll to go from inclusion to exclusion…hit now for benefit later. 

D. Educational IRA

For middle class…

- $500 to beneficiary.

- Payout excluded.

- Cannot be using Hope or Lifetime Learning Credits.

- Limits: 95K for single; 150K for married.

E. Excise Taxes

Distribution must be by…

· No later than 70.5 birthday and must not be before 59.5 birthday.

· Included in income.

      Early distributions are ok and not subject to the 10% penalty if…

· Unemployed as per §72(T) – 12 weeks unemployment compensation. Etc.

· Higher education expenses.

· First time home buyer.

Message: “We care”; to further certain policies.

XX. Consumption Tax and Value Added Tax

* Most of the federal tax revenue is from income tax.

* States rely on consumption taxes b/c realize that the federal government 

   takes income tax.

A. Consumption Tax

1. Sales Tax  -  way of getting at income because you use it as consumption.

2. Cash Flow Consumption Tax – deduction for savings or investments.

3. Yield – do not deduct, but do not include when sell and get income.

B. Value Added Tax (VAT)

1. Subtract cost from sale at every turnover – capture gain at every level of consumption (Disguised Consumption Tax)---for corporations.

2. Factored into the price of the good by the company---consumer actually pays it, so it is disguised.

C. Flat Tax

1. Disguised Consumption Tax.

2. Mortgage and charity deductions.

3. Flat tax misconception: 60% comes from $7K to $100K and up and rest comes from VAT tax for corporations (businesses take deduction for wages though)---Really a flat and VAT tax. 

So, carve out wages and benefits and send it to wage earners themselves.

Businesses (no taxes on wages or benefits) and wage earners (think they are getting a fair flat tax---revenue generated from savings and investments are not taxed) are happy.

4. Notion: consumption tax = regressive.  Lower income people consume more than they save or invest, so the burden is more on the poor than the wealthy.  Plus the desire for credits and deductions…makes the flat tax hard to get voted in.

To make it atttractive: Lottories.

· Now, IRS owes you: 2 options: refund or credit.

· What if instead, entered $ into a lottery option (healthcare, SS, etc. lottery…$1/chance)?  Makes regressive taxes seem attractive.

5. If the income tax were one rate and most deductions and exclusions were eliminated, could be a way to have a flat tax.

XXI.  Personal Deductions

A. §67 – 2% (of AGI) floor on misc. itemized deductions.  The aggregate of the deductions must be over 2% of the AGI to take them…only the amount of the deductions that exceeds the 2% is deductible.

B. §68 – overall limitations on itemized deductions.

If income exceeds an applicable amount, then your itemized deductions are reduced even further:  §68(a)

(1) by 3% of the excess AGI over the applicable amount, OR

(2) by 80% of the amount of the itemized deductions otherwise allowable for such taxable year.

(LESSER OF THESE TWO).

C. Government prefers the standardized deduction b/c it does not cost them as much.  Individuals take it for simplicity’s sake.

D. Dependents (for Personal exemption).

1. Regulation 97-57: Individual personal exemption amount = $2700 (per taxpayer, spouse, and dependent).

2.   “Dependent” §151(c):
1. gross income of the dependent must be less than the personal exemption amount ($2700), OR

2. child less than 19 or student less than 24.

      “Dependent” §152: relationships (1) through (9).

Phase-out provision: The more money one makes, the less the deduction and eventually no deduction.  Why?  Code puts a greater burden on the rich (progressive) and to minimize the effects on tax revenue.

XXII.  Credits

A. More valuable than deductions (which have phase-outs and caps).

B. Refundable Credits

Ex. owe $400 (liability), have $1000 credit (refundable), get $600 back.

C. Nonrefundable Credits

Ex. owe $400, have $1000 nonrefundable credit…wipe out $400, but do not get anything back…TAKE CREDIT UP TO THE TAX LIABILITY.

[Note: If 2 credits, apply the nonrefundable first, then the refundable.]


Policies to encourage nonrefundable credits:

1. §24 – for children.

2. §22 – Elderly/Disabled Care.

3. §23 – Credit for portion of adoption expenses and phase-out amount.

4. §25 – First time homeowner interest credit…certain mortgages.

5. §25(a) – Hope Scholarship/Lifetime Learning Credits: Heavily conditioned…not with educational IRAs, etc.

D. Tax Withheld

· treated as a tax credit §31

Ex. liability = $500; tax withheld = $1000, get $500 back.

E. Excess SS Taken

Ex.  Two employers…one withholds SS even though other takes it out.  Excess is credited against your tax liability and you are given the difference.

F. Estimated Tax

· If payments (based on estimation) exceed tax liability, get refund OR keep with government as holding against next year’s tax liability.

G. Earned Income Credit

- Fraction of wages is a credit up to a threshold amount.


% is based on the # of kids.  “Kid” = qualified.




Alone                            7.65%




One Kid                        34.0%




More than one kid        40.0%



If married, must be filing jointly.


{%  x  earned income (up to the cap in Reg. 97-57)  =  refundable credit}


But phase-outs…

Kids

1998




0 credit
1 12,260
       …at these caps

26,473
    …at these

2 or more

12,260

 of income,

30,095
      incomes, 

0


  5,570
         credit gets lower…
10,030     credit = 0…

* Works nice for low income students with no children *

XXIII. Casualty Losses

§165

A. Casualty = theft, storm, etc… “a sudden unexpected and unusual event” causing casualty or “intervention of a sudden or destructive force”…fire, shipwreck…then get this itemized deduction.

Why deductible?  B/c the Code wants to compensate for losses…why pay taxes on something you no longer have or enjoy (have experienced a net decrease in wealth – H-S).

B. When does the loss count?

What is the triggering event?  Ex. finger cut and ring down the drain (not deductible); ring down the drain and disposal destroys it (deductible).

Policy concern: Insurance usually compensates you (not deductible), but if no insurance, government will compensate you under §165.  Why should the public bear the cost of “government insurance” to people who do not pay the premiums that they would have to with private insurance companies. 

C. Definition of Loss

§165(c)(3) – 

1. fire, storm, shipwreck (or other casualty), OR

2. from theft.

“casualty” – 

1. “sudden, unexpected, unusual”, AND

“sudden” = swift v. gradual

· termites = gradual, even if house suddenly collapses inward.

· Storm or earthquake: If nobody wants to buy your house b/c 2 neighbors’ houses wiped out by tornadoes, cannot take casualty loss b/c no direct damage.

· Drought: not deductible – gradual unless sudden damage to subsoil.

· Horses  - gradual, but if breaks leg and have to shoot, can take loss deduction.

                                 “unexpected” and “unusual”

· IRS: “Extraordinary and Nonrecurring”; “Does not normally occur in day to day activity”.

· “Foreseeable” – just b/c foreseeable, does not mean unexpected.

               Ex. House in LA; know will at some point be    

              affected by earthquake, but know it will not 

              happen everyday.  If happens on an unusual 

              day, deductible.

               Ex. Potholes are foreseeable and no          

              deduction.

2. “damage to property”

“sudden intervention of an external force” (ex. garbage disposal)

PRESSURE: IRS must limit word “casualty” b/c people try to push everything into the category.

· people trying to characterize stock losses as “casualty”…IRS: no damage to property here, but if you have secured paper representing the interest, then you have an argument.

D. How much can you deduct?


Requirements: taking the deduction is not easy…

1. For each loss, can deduct over $100.


Ex.  $5000 loss at FMV; $4900 deduction)

2.   For aggregate losses, must exceed 10% AGI (to limit deduction to “substantial” casualty loss)…certain losses are simply a part of life.



Ex. AGI = $10,000 and 10% = 1000.




If $2000 FMV loss, $1900 deductible, but only 



$900 is over 10% AGI.


So, the more you lose, the more you advantage you can take of the 
casualty loss deduction.

Notes:

· If insurance pays, cannot take the deduction…If insurance pays more than the loss, it is a capital gain.

· Foreseeable is not necessarily not unexpected or not unusual.

XXIV. Deduction for Medical Expenses

§213 – “Extraordinary Medical Expenses” b/c of 7.5% AGI floor.

A. What is a medical expense?

Remember: No deductions for personal expenses, but there are exceptions like §213.

Why not just take out insurance?  Why get this government subsidy of insurance? 

People have tried to get deductions for: vacations to relieve stress, voodoo treatments, aspirin, living expenses to be close to hospital for treatment…so what is a medical expense?

§213(d) – definitions…

§213(d)(1)(A) – “medical care” = amounts for diagnosis, cure, mitigation, treatment, or prevention of disease or for the purpose of affecting any structure or function of the body.

2nd part: IRS thinking about broken bones, etc., but language suggests tongue piercing, waxing, etc.

Weight loss programs – only if tied to a disease.

§213(d)(9) – Cosmetic Surgery not deductible unless…

(A) – ameliorates deformity, etc.  relating to disease or 

   damage to the body.

§213(d)(1)(B) – Transportation primarily for and essential to 

   medical care.

      (C) - Qualified long-term care services.

 

      (D) – Insurance.


§213(d)(2) – For certain lodging away from home.

· Must limit when to give the deduction…Regulation: “related to an illness or defect (physical or mental)”.

· Must be “proximate relationship between the kind of illness/defect and the thing that you are trying to cure.”

· What about prospective/preventive treatment?

Illness/defect must be “present or imminent”.

· General health, health club, etc. not deductible unless physical therapy necessary for a specific condition.

· no deduction for home improvements to make ill persons life more pleasant, etc.

· physical exam performed by a medical professional is deductible.

· No deduction for illegal treatments

· medical Marijuana

Calif. allows, but federal law trumps and no deduction.

· §213(b) – medicine and drugs; if prescribed drug or insulin, deduction (subject to the 7.5% floor!)

· Abortion/Vasectomy – deduct expense b/c affects structure/function of body.  The abortion cannot be illegal.

B. Transportation and Construction

1. Construction

Ex. ramp for wheelchair, raised electrical outlets, etc. different from spa for muscle relaxation, etc. b/c people cannot use the former for non-medical reasons.

RULE: Deductible to the extent that the cost of improvement exceeds the increase in the value of the property.


Q: Still subject to 7.5% floor?


        2.  Transportation

Must be “primarily for” traveling to a specific location.

Lodging: $50/night cap for deduction (if to be close to hospital or medical center)…Why?  To prevent abuse.

Q: Does this apply to family, spouse, etc. of the person getting medical treatment?

XXV. Charitable Organizations (Status and Contributions To)

A. Charitable Deduction §170
§170(c) – Defines charitable organizations

(1) To State or US government for public purposes.

(2) To corporation, trust, or community chest, fund, or foundation.

(3) To veterans organization.

(4) To fraternal society (if for religious, charitable, scientific, literary, or educational purposes, or for the prevention of cruelty to children or animals).

(5) To cemetery companies. 

· Why these?  B/c constituents put pressure to get exemptions for these areas.

- If you give $10 to a beggar, no deduction.  If you give $10 to a charity that in turn gives the money to a beggar, can take the deduction (even if the charity only gives $7 of the $10 to the beggar).

Why not through the beggar directly even though more efficient?

B/C no documentation of the donation (administrative), no legitimacy (w/o registry of beggars), and no control.

Beggar: receives a gift (donation), no tax; gets a job, tax on income.  So when is it a gift and when is it income? (selling papers, washing windshield, shining shoes, playing music, etc. --- people pay, but they do not really need it).

Conceptually, the jobs limit freedom, so should be able to take deduction; donations are in gift form, but the substance is really like consumption.

Definition of a charitable contribution: Transfer of $ or  property without consideration to an eligible donee.  




What is a transfer?

· Donor has to part with something.

· Donee has to receive something.

Tax exemption creates incentives for organizations to want to conform to government restrictions on the organizations. 

1. No deduction until you part with the money as a contribution (even if in a separate account labeled “to church”).

2. Promise to pay in future – no parting or receipt, so no deduction.

3. Once put in mail, can take deduction.

4. Credit card…deduct when you make the charge.

5. If you get royalties and immediately give them to charity, must include royalties in income and then take deduction.

6. §74(b)(3) – Nobel Prize ---excluded if meet certain conditions.

7. If you put conditions (condition precedent) on the gift, IRS will fly-speck to make sure it is not consideration.

· If extremely remote, take the deduction (but not until the condition precedent occurs unless the chance of it occurring is so certain --- RARE), OR

· Reduce the value of the charitable contribution by the benefit/consideration amount.  


If it is a condition on the use of a gift, IRS is concerned that the $ be used for the “exempt purposes of the recipient, so considers…

· Is it serving a public (v. private) interest?

· Does the organization have enough oversight/control to ensure that it is going to an exempt purpose?

Ex. Form v. Substance

$ to SLU for law school = exempt purpose; $ to pay 1 student’s tuition is not for exempt purposes.




What is money or property?
Stock, real estate, tangible personal property, K rights (health club membership, dance lessons, etc.), royalties, patents, etc. (donating blood, printing ad for charity?).

It is not services (cannot deduct the value of your time, but can deduct expenses incurred during it ---except child-care).



HOW MUCH CAN YOU DEDUCT?




Depends on…

1. Type of recipient.

2. Type of property.

3. Is it to the charity or for the use of the charity?

TYPE OF RECIPIENT:

50%  or “A” or “public” charities:

1. Traditional §170(b)(1)(A) – institutions; “brick and mortars”; churches, schools, hospitals, etc.

2. Publicly Supported (traditional also).

(1) Donative – more than 1/3 from general public through contributions and gifts or the government.

There is a limit on the how much can be counted as “public support” from individuals --- 2% from each individual.  Incentive to get their money from more traditional sources such as the government.  Why?  B/c gov’t. thinks that the org. can get more trust from the people if the $ comes from the gov’t., other charities, or fundraising.

This favors the large org. or the small one that is dependent upon the large org…creates incentives for this b/c think public interest is better represented, but this really creates distrust b/c it supports the elite.--- SYSTEM INCREASES DISTRUST b/c the small orgs. attach themselves to large ones that are not trusted.

Gov’t. starves the community foundations out b/c thinks that they threaten civic peace.  No charities that administer funds, so came up with community foundations…Gov’t. Board and bank that handles investments.  Gov’t. Board decides where the $ will go.  

Meta/Overarching Arguments: Who is the judge of which organizations are more socially valued and which should get bigger deductions to stomp out the rest that get smaller deductions?????

(2) Service Provider – must get at least 1/3 from contributions and exempt function revenue…§509(a)(2) or §509(a)(3).  Incentive to have fees, admission, etc. to be public charity.

(3) Supporting Organization

Organizations that benefit other public charities…§509(a)(1) and §509(a)(2).

(4) Organizations that test for Consumer Safety

Private Foundations

· Gift to private foundation – lower limits of deductibility.

· Private foundations are subject to strict regulation.  Mandatory 2% tax every year, give out 5% in dividends every year, prohibited transactions --- all sorts of rules and taxes even though tax-exempt.

· 2% limit can be counted as public from private donations – so, people give to large orgs. that can absorb the $ without the 2% being a problem --- money is not going to the charity of the people’s choice.

· Ideally, IRS wants $ to go to gov’t., so sets up hurdles to give $ to charity of private fund. 

CONTRIBUTIONS TO CHARITIES

· Cash

· Old: appreciated property – FMV, nonrecognition…10/100 = 90 (not recognized or taxed).

New: can claim the basis – no deduction for appreciation/gain that you did not pay for ($90 gain lost).

50% of contribution base (AGI) for gifts to public charities or operating foundations…

for: 

Money, ordinary income property (short term - not capital gain property), tangible personal property.

deduct: 





       Basis.

30% of contribution base (AGI) for gifts to public charities or operating foundations…

for:

Capital gain property (long term for a “holding period”)

deduct: 

FMV

30% of contribution base (AGI) for gifts to a private foundation or non-public (veterans, fraternity, cemetery)…



for:



Cash or ordinary income property.



deduct:



Basis

20% of contribution base (AGI) for gifts to a private foundation or non-public (veterans, fraternity, cemetery)…



for:



capital gain property



deduct:



Basis, unless “qualified appreciated stock”, then FMV.

· Incentives/Burdens to shift $ into certain types of organizations…Message: Shift appreciated property to public charities as basis deducted only.  This was, IRS will capture the gain later.

· Perverse effect: People give the deduction away without realizing it (do not realize what FMV is, etc.)

· Above these percents, get 5 years to carry over the deduction.

· See §170(b) and §170(d).

· Corporations: 10% of taxable income limit.

· Individual may elect to deduct basis instead of FMV for 30% limit on long term capital gain to public charity or operating foundation, getting the higher 50% limit.

· Statutes and Regulations address the issues of substantiation and valuation.

Substantiation: keep goods records…for above $250 in cash, need receipt, for above $500 in property, must prove with records.

Valuation of property: Must have appraised and certify that correct.

B. Tax-exempt 

· Tax exempt organization list is much longer, so if you give money to them, you cannot necessarily take a deduction.

1. Public Benefit – b/c contributions subsidize public activities that are better performed by private individuals than by the government---to enable organizations to thrive, DEDUCTION AND EXEMPTION.

2. Mutual Benefit – to promote the industry as a whole.  Different businesses pool resources together, so no need to tax – LIMITED EXEMPTION BUT NO DEDUCTION.

Public benefit = charities.

Mutual benefit = organizations that benefit their members. (Prof. Orgs., Bus. Leagues, Unions, etc.)

Even if an organization is “nonprofit” under state law, still need special “determination letter” from IRS that it is exempt from taxes.



§501(c)(3) – To be an exempt organization

· Must follow charitable purpose = religious, scientific, charitable (in a narrower sense), etc.

· No private inurement = cannot have a personal interest or share a risk in the company…

IRS will fly-speck to look for excessive 

wages, etc.

With public charities, IRS will look for “excessive benefit transactions” between public charities and employees.

CEO – IRS may simply fine (“intermediate sanctions”) the people involved so that the organization does not lose its tax-exempt status.

· No substantial private benefit = must have a primarily public rather than private purpose.

· No substantial lobbying = “substantial definition of unclear, but have bright-line $ amount.

· No political campaign activity.

§501(c)(4) – To overcome substantial lobbying and political campaign prohibition, become a “social welfare” organization that has more liberal rules/restrictions ---can do lobbying and campaigning so long as it is not substantial.

CAVEAT: These contributions are not deductible as charitable contributions, so it is hard to channel contributions into these social welfare organizations.  Regulations set up special rules to attempt to do so.

XXVI. Alternative Minimum Tax

§55 -§59
· If the Alternative Minimum Tax (AMT) is higher than regular tax and deductions, must pay the higher AMT. 

Why?  To keep people from avoiding paying taxes through loopholes that credits and deductions provide (ex. 15 kids for deductions, but will probably pay the AMT).

1. Regular Tax: take advantage of everything you can…deductions, credits, depreciation, tax preference items, etc.

2. AMT: limits advantages…

· adjustments

·  add in “tax preference items”

·  subtract “exclusion amount”

·  multiply by appropriate AMT rate (26% or 28%)…  

Does not only apply to the rich b/c the exemption amounts are low…

Exemption amount = $45,000 (joint return); $33,750 (non-joint return)---MUST EXCEED THESE AMOUNTS FOR AMT TO APPLY TO YOU.




§55(a) – Pay the higher of Regular tax or AMT.

§55(d)(3) – Exemption amount is phased out once you reach a certain peak…there is no amount that is not taxed at the AMT rate.

In AMT…

§56(b)(1)(A)(i) – no deductions for misc. itemized deducitons.

§56(b)(1)(A)(ii) – no deductions for taxes in §164(a).

§56(b)(1)(B)  - medical expenses have a 10% , not 7.5% floor.

§56(b)(1)(C) – interest has special deductions.

§56(b)(1)(E) – standard deductions and personal exemptions are not allowed…they are added back in!

§56(b)(1)(F) - §68 does not apply.

§57 – items of “tax preference”.

§58 – denial of certain losses – tax shelters – definitions to disallow them (to discourage the abuse of tax shelters). 

XXVII.  Personal Interest

A. 1986: Tax Code got flatter (eliminating deductions) and simpler.

· Eliminated the deduction for personal interest except for “qualified residence interest”  §163.
· Deductions for special kinds of interest §163…

1. Business interests.

2. Investment interests.

3. Qualified residence interests (as opposed to credit card interest which is not deductible).

Note: If you itemize, you can take a deduction for interest on loans from the bank. 

B. Qualified Residence Interest

- Interest is secured by a house.

§163(h)(3) – Definition – The principal residence and 1 other residence of 

 




      the taxpayer selected by the taxpayer.




Kinds of indebtedness and their effects:

1. Acquisition Indebtedness

a. What is it?

§163(h)(3)(B):      1.   Incurred in acquiring, constructing, or 

substantially improving any qualified residence of the taxpayer (OR refinance indebtedness), AND

2. Is secured by such residence.

Note: If refinancing, it counts as acquisition indebtedness, but only up to the amount of the refinanced indebtedness. [flush language]

Example: Have acquisition indebtedness and loan rate of 20%.  Later interest rates fall and decide to refinance loan at 6%. 

b. How much?

Limit = $1,000,000 [for Married filing Jointly] of acquisition indebtedness.

Limit = $500,000 [for Married filing Separately] of acquisition indebtedness.

3. Home Equity Indebtedness

a. What is it?

Indebtedness other than acquisition indebtedness secured by the residence.

POLICY: Incentive if you have an unsecured debt to but a home so you can take the deduction (simply by borrowing against the equity in the residence).

b. How much?

Cannot exceed:

· For each residence: [FMV of residence - Acquisition indebtedness].

· Overall in the aggregate: $100,000 limit on home equity indebtedness…$50,000 for Married filing Separately.

C. Ways to Limit in the Code

1. Income of taxpayer.

2. Amount if interest.

3. Amount of loan

* Amount of loan for qualified residence *

XXVIII.  Taxes


§164(a) – If you itemize, you can deduct…

(1) State and local and foreign real property taxes.

(2) State and local personal property taxes.

(3) State and local and foreign income, war profits, & excess profits taxes.

(4) GST tax on income distributions.

(5) The environmental tax imposed by §59A.

[RIP]

· No deduction for SS taxes (FICA), Business taxes, etc.

· No deductions for State Sales Taxes.

· Deductions for state and local taxes in general except for state sales tax.

§275 – In general, cannot deduct federal income tax and several other federal 

taxes. 

XXIX. Trade or Business v. Hobby  §162 and §183
A. §262 – Except as otherwise provided, no deduction for personal expense deduction is not allowed, but a business expense is deductible.

H-S/GG:  Consumption + Savings: A personal expense is not deductible, but a business expense is deductible.

B. §162 – Trade or Business Expense

+ §62(a)…Take GI and deduct “trade or business expenses” (profit) to 

      reduce GI to AGI.

Note:   An employee cannot take “trade or business deductions”…can take standard deduction or itemize deductions subject to the 2% AGI floor.

Trade or Business Expense: Key: Is the asset being used to generate profit?

What type of expense? §162 and §212

· ordinary and necessary

ex. $1 million for a wrench, IRS says usually costs $17.99, so deduction allowed for $17.99 only.

ex. hitchhiker makes you travel more on way to business…no deduction.

C. §183 – If the activity by an individual or S corp. is not engaged in for profit, no deduction.

…unless otherwise provided.

· otherwise provided in the Code.

· limited deductibility for certain expenses.

Note: “nonprofit” refers only to the distribution of profits to those in control (corporation concept).  Different from “not for profit” which is no generation of profits.

D. Trade or Business v. Hobby

Trade or business: 7 years: Joe lawyer and wannabe novelist.  Makes lots of money as a lawyer and spends a lot of money doing research for novel.  If he could spend all the money he makes on his novel and then deduct the expense, he avoids paying taxes on his income…Known as Offsetting Income.


T/B - +, $, gain.


Hobby – net loss


….People try to take the loss to offset the gain.

* IRS wants to keep you from using hobbies to reduce your tax liability. *




IRS looks at motivation:




Regulation 1.183-2…

· Is it aimed at producing a net profit?

· Facts and circumstances – 9 standards in the book and Regulation…p.363

· “Rebuttal Presumption Test” – If you have profit for 3/5 consecutive years, there is a rebuttal presumption that you are engaged in a trade or business (even if loss in 1 year)…But if IRS still looks at facts and circumstances, could still be not for profit (incidental/accidental minimal profits allowed)…

· even if 3 years not met, can net out (gross income – expenses) for years 2 and 4.

· §183(b)(1) - Can take income tax deductions allowed by the Code regardless of whether T/B or hobby.

· §183(b)(2) – Pretend it is a T/B and take deductions for that year up to the amount of GI remaining after you subtract expenses (related expenses/other deductions).  

XXX.  Misc. Business-Related Expenses

A. What is a trade or business expense?

1. Ordinary and necessary (if you pay yourself or your employee more than they are worth, not ordinary and necessary).

2. Travel – oversees v/ domestic.

3. Hotel room.

4. Meals with Clients.

5. Meals alone.

6. Entertainment with Clients.

B. Are the expenses deductible?

Much room for IRS fly-specking….

· Travel – overnight stay threshold?

· Hotel Room  - principal residence?

· Meals with clients and alone – 

· Up to 50% of reasonable cost is deductible

· Caps on amounts for tickets, etc.

· Must include a “substantial and bona fide” business conversation.

· Home Office

· Principal place of business test

· What do you do in it?

· Who goes into the room?

· How long?

· Personal or business activity?

· Does employer require you to have the home office?

· Do you do administrative activities there?

Cannot deduct listed property (computers, phones, etc.) b/c personal in nature unless employer requires you to have it at home.

· Personal/ Business §280A and §280F
· Business Clothes – Only if particular to that employment – cannot wear elsewhere.

C. Capital Assets

§1221 – All property except…

· inventory

· depreciable property and real property used in a T/B

· copyrights

· accounts receivable

· government papers/publications

…unless there is some other provision making these a capital asset.

XXXI. Mystery Villain

A. Language System – Ordinary Talk into Lawyer Talk.

B. Language is deceptive…

IRS can make it look like one group is suffering, but really that group is getting away with the most---THE MIDDLE CLASS).

Average Tax Rates…Middle Class has to scale a huge tax rate peak to get back down to a reasonable tax bracket…so, people do the math and figure out that it is not worth it to work hard to pay more taxes, so they stay where they are…

Opting out of the tax system- massive redistribution of the wealth because of these penalties and disincentives.  The tax system is reinforcing the status that middle class stay where they are.  The middle class is basically subsidizing themselves to stay where they are b/c they keep voting in politicians who give them more and more benefits (scam b/c “poor middle class”).

Mystery villain = middle class.

Solution: Harder for the people at top, but the middle class will be able to move up.

XXXII. Exam – Define Income.


 Trexler – 977-3066. 

