Tax Outline 


Introduction to Tax Systems 
· Taxes provide for basic services 
· Types of tax: income, sales, real estate/property, VAT, inheritance, luxury, tariffs

· US needs $8,000/person/year to = $2.5 trillion to run country 

· 80-85% US tax is income tax (taxes different incomes at different rates)

Gross Income

· § 61: GI = any income that is not excluded from the rule 

· All wages and compensation, including bonuses 

· § 61(a)(1) – bonuses are “similar things” (McCann v. United States)

· Disability, workman’s compensation 

· Old Colony – when an employer offsets an employee’s tax liability (offering compensation in alternative ways), that compensation counts as additional income
· Medical care is not generally GI (could be considered an accession to wealth because value of services is a lot higher than insurance premium paid) – see § 105, § 104(a)(3)

Form of Receipt 

· You can receive income/compensation in a variety of ways 
· Tax withholding set up during WWII to ensure that IRS gets their money

· Federal income tax

· Social security 

· State income tax 

· Receipt of income/compensation can come in many forms (see § 61) – wages, bonuses, gifts from employer, reduced rates 
· Factors to consider when determining income:

· Was there an accession to wealth that was realized? (Glenshaw Glass)

· Was the transaction meant as compensation?

· Was it a finder’s keepers situation offered to the public/larger group? (Cessarini)
Meals and Lodging 

· Sometimes, benefits provided by an employer are not compensation (i.e. not taxed)
· § 119(a):  meals and lodging for an employee (and spouse + dependents) are excluded from compensation if (based on employer convenience):

· Meals are taken on employer premises

· Lodging is required as a condition of employment 

· § 119(b):  employee contract/option is not determinative of compensation, and an employer must deduct the employee-covered cost of required meals from employee’s compensation 

· § 119(d):  employees of educational institutions that live “on campus” – housing not included in compensation (see code for specifics of what qualifies as “on campus”)

Work Related Fringe Benefits 

Employers may also provide benefits for employees which are not compensation – employer provides the benefits in lieu of increased salary
· § 132(a): general benefits excluded from compensation include life and health insurance premiums, dependent care assistance, retirement plans

· § 132(h): benefits apply to employees, employee spouse and dependents, retired and disabled employees, the surviving spouse of a former employee

· § 132(j): benefits must be available to all employees, not just high-end employees 

· Types of benefit plans:

· § 132(b): No-Additional-Cost Services 

· Employer may provide employees with services available to customers as long as the employer does not incur substantial additional costs 

· Services must be part of employer’s trade, although reciprocal agreements are possible 

· Benefits cannot be something that is normally paid for (i.e. airline can offer employees stand-by tickets, but not reserved seats)

· § 132(c): Qualified Employee Discounts 

· Discounts must be set up so that employer still makes a profit 

· Limited to:

· 20% on services 

· Gross profit percentage on products 

· Annual sales – employer’s cost (i.e. $100,000 - $60,000 = $40,000 ( 40% limit on products)
· Discount must be on same goods and services available to customers 

· § 132(d): Working Condition Fringe Benefits 

· Employers may provide employees with benefits that assist their work, and that employee would be allowed to deduct under §§ 162 and 167.

· § 132(e): De Minimis Benefits 

· Employer may provide benefits that incur so little cost that administration is more trouble than it is worth

· Reg. § 1.132 -1(e): On-Site Gym Benefits
· Gym use is not considered to be compensation if the facility is for the exclusive use of employees and their families 
· § 132(f): Qualified Transportation Benefits
· Transportation stipends may be available for commuter vehicle programs, public transportation, or parking (see code for specifics)

· Limited to $100/month transportation, and $175/month parking 

· Can include cash reimbursement to employee 

Other Statutory Fringe Benefits 

Statutory provision that exclude benefits from compensation:
· § 106: employee contributions to insurance premiums

· § 105(b): payments for medical care are not GI (in general, § 105(a) states that payments for services are GI – see § 104(a)(3) also)

· § 123(d) – what is covered as medical care

· Cosmetic procedures are NOT medical, and thus NOT excluded from GI under § 105

· § 125: cafeteria plans are not compensation 
· § 223 creates a subsidy for people who are healthy and do not use medical care because costs of insurance and exclusion of medical care from GI creates rising costs (policy issue)
Gifts v. Compensation 

§ 102 provides an exclusion to GI for gifts (even though gifts should be GI under § 61 and Glenshaw)
· Whether something is a gift depends on the intent of the giver, and his “detached and disinterested” generosity (Duberstein)
· Was the person just being a nice human, or was he thanking you for something or wanting something?

· Publicity is a benefit ( not a gift (i.e. Oprah gift shows)

· § 102(c) – bonuses paid to employees are NOT gifts ( taxable 

Treatment of Inherited Property 

In general, inherited property is treated as a gift – no tax under § 102
· Use Duberstein test to determine whether there was compensation 

· If a will specifies that someone will receive compensation for asking as the decedent’s representative, that is taxable compensation 

· However, if a number of people were given the same gift and one acted as the representative, that action is just additional – the money is a gift and is not taxed

· Some state laws limit how much compensation one can accept through a will – that portion taxed, the rest treated as a gift

Scholarships 

Technically, scholarships are income under § 61 and Duberstein 
· § 117 excludes scholarships from taxation 

· § 117(b)(2) – excluded compensation must be used for required expenses (i.e. books, tuition, lab fees, etc.)

· Food and lodging are only included if student cannot go to school if they are not

· Students receiving scholarships must do something for the money 

· Athletes, students, Miss America all okay 

· § 117(d) covers family members attending school where employee works – only applies to undergraduate education and must not be reserved for high level employees 
· § 127 exempts family scholarship from GI, but there are limits 
Capital Principles

In general, gain/loss is determined by an increase/decrease in realized property transactions.

Basis of Property 

Basics of property transactions:
· § 61(a)(3): GI includes gains realized from dealing in property 

· § 1001(a): Gain = AR – AB 

· § 1001(b): AR = money received + FMV of property 

· § 1001(c): except as stated elsewhere, the entire amount of the gain/loss will be realized in that taxable year

· § 1011: AB = B adjusted under § 1016

· § 1012: B = cost of property 

· § 1016: B can be adjusted in many ways, mostly be improvements to property or depreciation deductions taken
Inflation is not taken into account ( considered as gain and taxed
Basis of Appreciated Property Acquired by Gift 

· There is no GI incurred as a result of gifting property because there is no realization event
· The B of the donee becomes the B of the donor

· Donee will eventually have to pay tax on whole gain (Taft v. Bowers)

· Taxation is delayed, may be at a lower tax bracket

Basis in Inherited Property  

· § 1014:  B of heir = FMV of property at time of decedent’s death 
· B of decedent is irrelevant – gain is never taxed 

· § 1014(e) safeguards against abuse: if decedent acquired property within 1 year of his death, B of heir = AB of decedent directly before his death

· Prevents gifting of property to dying relatives 

· Decedent is never taxed (estate tax does not go into effect until 2010 - § 1022)

· From a policy standpoint, this is unfair – only effects the rich

· From an administration standpoint, this is the way it should be ( what are things worth?

Life Insurance 

There are two types of life insurance:
· Term: you pay a premium for a certain amount of time – if you die within that time, your family gets money 

· No tax on benefit after death 
· Cash value: investment in long-term life insurance that also yields interest (long term life insurance + tax-free savings account)

· Premium is invested to earn interest

· Death benefit = value of policy (i.e. $2 million) + premium (i.e. $500,000) + investment earned on premium (i.e. $50,000) ( total benefit = $2.55 million

· All tax-free if untouched until death 

· Policy problems with life insurance: cash value policies are essentially tax shelters for people who already have a lot of money, people who really need this type of benefit can’t afford it, insurance companies get tax-free profits because the yield on the premium investment is more than the guaranteed rate of return to the beneficiary
Individual Retirement Accounts 

There are two types of IRAs: Deductible and Non-deductible:
· Deductible:  you can deduct your contributions from your annual income

· During the years that the money is in the account, interest earnings are tax-free ( deferral of income
· When money is withdrawn, every dollar = income ( every dollar is taxed 
· Better solution for people who will have little money when they retire – tax rate on withdrawals lower than tax rate on contributions 

· Non-deductible:  contributions are part of taxed income 

· Interest earnings are tax free

· Withdrawals are tax free

· Better solution for young people who plan to make money 

Annuities 

Annuities are basically a way to pay a lump sum now and get a stream of money for a long time.  Generally, payments continue until the death of the beneficiary, and you can modify the terms.
There are three types:

· Classic Pension Annuity: retirement benefit that continues until the death of the retiree

· Pension Annuity: every payment received = income

· Deferred Annuity: single premium annuity generates a stream of monthly payments until the beneficiary’s death

· § 72(a):  annuity payments are income and taxed
· § 72(b)(1): sets out ratio for excluding some annuity proceeds from income ( investment in contract divided by total return under contract = percentage of annuity excluded from income

· § 72(c)(1): if investment = $100k and total payment is life expectancy times annual payment (20 years x $25k = $500k) ( $100k divided by $500k = 20%

· 20% of annuity payments can be excluded from income ( 80% annuity taxed 

· All annuities treated the same way
Loans: Legal and Illegal Activities
Loans are a compensation maneuver, but not included as income 
· § 61(a) and Glenshaw – there is no accession to wealth because payment is inevitable 

· There is income if loan does not have to be repaid in full

· § 117 excludes scholarships from income 

· § 61(a) also provides that there is income where debt is discharged 

· Income includes profits from illegal activities (James)
· No 5th amendment concern 

Cancellation of Indebtedness 

Loans are neither income nor deductions 
· § 108(d): cancellation of debt occurs when debt is repaid in full

· § 61(a)(12): sometimes the cancellation of debt results in income 

· If x money is borrowed, but y money is repaid, someone has income (either lender who received more money back then he put in, or borrower who was richer for not having to pay back full amount borrowed)

· § 108 – there is no insolvency exception to debt cancellation 

· § 108(a) provides situations where discharge does not equal income 

· § 1017 provides information on how cancellation changes B

· Any amount excluded from GI due to debt cancellation shall be applied to reduce the B of that property 
· Also see § 108(c)

· The settlement of a debt dispute is not a cancellation of debt – no income
· § 108(e)(5): where there is a Money Debt Reduction, there is no tax because the price changed, not the indebtedness 

· § 108(f): GI does not include student loan money

Damages: Business/Property 

· Raytheon: “In lieu of what where the damages awarded?” Tax award as you would tax the property replaced.
· Damages are intended to make an injured party whole – i.e. loss of profits, lost/damaged property, bodily injury 

· Under § 61, rent is income, so damages for temporary loss of property taxed as income

· Example:  loss of car taxed as a sale because it is money for property lost ( gain on AR – B will be taxed.  If there is no gain, there is no tax

Damages: Personal Injury 

§ 104 overrules Raytheon by excluding personal injury damages (NOT punitive damages) from income 
· § 104(a)(5): emotional distress = punitive damages ( taxed 

· § 104(a): 
· Bodily injury = injury damages ( excluded from GI

· Loss of income/workman’s compensation benefits ( result of injury ( excluded from GI

· This makes no sense under Raytheon, but this § overrules the case

· Property damages ( Look to Raytheon instead of § 104 because this is not bodily injury ( taxed 

· Juries are informed of various tax treatment so they do not overcompensate victims – idea is just to make the damaged whole, not to enrich them 
State and Local Bonds 
· § 103: interest earned on state and local bonds is excluded from GI

· State and local bonds usually offered at a rate 35% lower than federal bonds to make up for the fact that they are not taxed 

Social Security

SS = OASDHI: Welfare/retirees, survivors, disability, medicare 
· Age benefits – employee and employer put in 7.51% (up to $90,000 in 2005), and 85-90% of what goes in each year goes out that same year 
· § 86:  social security benefits are taxed at a rate depending on your income:

· Low income earners: no portion of SS benefit is taxed

· Moderate income earners: up to 50% of SS benefit is taxed

· High income earners: up to 85% of SS benefit is taxed 

· How this works to tax the fact that people get out more than they put in:
· § 86(b)(1) identifies who § 86 applies to

· If AGI + ½ SS benefit is more than SS base amount defined in §86(c), then § 86 applies 
· § 86(a)(1):  if § 86 applies, then taxpayer is taxed on (includes in GI), the lesser of:
· ½ the taxpayer’s social security benefit OR

· ½ the excess described in 1:  ½[(AGI + ½ SS) – Base Amount]

Property Transactions 

· A realization event triggers a transaction
· Realization and recognition ( sale/other disposition 

· § 83: Property transferred in connection with performance of a service 

· § 83(a): Exchange of property for services

· The person who performed the service has the income

· When is the property included in income? – property received and recognized

· How much income does the tax payer have? ( FMV property received 

· If tax payer received property at a discounted rate, income = FMV of the property – B in that property

· § 83(h) allows the taxpayer a deduction for the transfer if everything happens in the same year (see code for details)

Realization when Property is Transferred as Compensation 

Two events may happen in transfers:
· Employer transfers property directly to employee’s bank to pay off a loan for employee

· Employee still has income in exactly the same way that he does above 

(FMV – B = income)

· Taxed the same way

· Employer sets up a system under which the employee vests in the property.  This is a gamble.

· Employee may wait until she vests and then cash out the property, but must pay taxes on the full FMV of the property in that year minus her B ( may be quite a high tax consequence 

· Employee may, under § 83(b), elect to pay tax on vested property in the same year she performed the service.  She must pay taxes on the greater of:

· FMV of the property at time of transfer, OR

· The employer’s B in the property 

Property Settlements in Marital Dissolution 

· Prior situation:  Davis –because divorce transactions are arms-length transactions, the transfer of property between separates spouses = realization event ( spouse who receives the property is liable for the taxes on that property (B = FMV at time of transfer)
· Congress changed the law because this seemed unfair

· § 1041(a): applies if there is a (1) property transaction that occurs (2) within 1 year of divorce

· § 1041(b): divorce transactions are treated as gifts under § 102 (no tax)

· The type of transaction is irrelevant 

Like-Kind Exchanges 

· § 1031 allows like-kind transactions to occur tax-free
· Like-kind:  broadly interpreted to means transfers of property that are alike in character, not value (assets of the same asset class)

· Like-kind transactions are allowed tax free because:

· Administrative problems (hard to tax every transaction)

· Liquidity problems (what if people can’t get the cash)

· The investment is on-going (there should not be a tax until there is a RE)

· § 1031(a): there is no tax where transactions are solely like-kind

· § 1031(b): where there is a like-kind transaction that also includes another transaction, the amount of Gain (amount taxed) is the lesser of:

· The gain realized

· The FMV of non-like-kind property transferred 

· For each problem ask:

· How much gain was realized under § 1001?

· Did the exchange involve like-kind property?

· How much property was received that was not like-kind?

· How much gain realized should be recognized (taxed)?

· What is the B?
· B in new property (AB) = (original B + Gain) – money received 
· Check for errors
· Does gain realized – gain recognized = gain preserved?

For arms length transactions, you can assume that the properties transferred have equal value

Involuntary Conversions 

§ 1033 allows tax payers to avoid taxes where paying would be an undue hardship
There are 2 options:

· § 1033(a)(1): property is directly converted into similar property 

· Nonrecognition is mandatory

· § 1033(b)(1): B in new property = B in old property, increased or decreased by any gain/loss

· § 1033(a)(2): property is converted in cash, and then cash is converted into similar property

· Taxpayer can elect nonrecognition 

· § 1033(b)(2): B in new property = amount paid for new property – unrecognized gain from conversion 

· Gain is deferred 

· IC: chemical contamination, fire, storm, shipwreck, seizure by government 

· Conversion must be into a “qualified property” ( maintain the character of the investment 
· Must be (1) purchased, (2) after the involuntary conversion 

· § 1033(a)(2)(B) deals with time limits

· § 1033(a)(2): conversion may be partial if money received exceeds value of replacement property 

· § 1033(g): corporations may convert property into anything for business 
Transactions Involving Residential Property 

§ 121 allows a tax payer to exclude from GI gain on the sale of her principle residence
· § 121(a): during the 5-year period prior to sale, tax payer must have owned and used the property as her principle residence for periods aggregating 2+ years

· § 121(b): maximum exclusion is $250,000 for single filer, $500,000 for joint return (both spouses must satisfy use requirement of (a))

· This can be used every 2 years 

· AB in property = B + any improvements 

· § 121 encourages home ownership 
Business Expenses ( Deductions 
§ 162(a) allows businesses to deduct the “ordinary and necessary” costs of doing business
· Ordinary: something that people in your field would reasonably do in the same situation (Welch)

· Necessary: appropriate and helpful (Welch)

· Trade or Business: continuity and regularity, primary purpose is profit (Groetizinger)
Reasonable Compensation 

· Salaries paid by a business can be deducted if they are reasonable (ask questions)
· § 162(a)(1): deductible salaries must be paid to an actual person who renders actual services

· § 162(c)(1): you cannot deduct bribes, even where bribery is legal
Capital Expenditures 

· § 263: a business may NOT deduct the costs of capital expenditures (they are depreciated instead)
· Regs. § 1.263(a)-2 gives examples of capital expenditures – things that have a useful life substantially beyond the tax year 
· For example, building an office building is a CE, but incidental repairs are deductible

· Licensing fees are deductible because they have to be renewed each year (US Freightways)
Repairs v. Improvements 

Regs. § 1-162.4: 
· Repairs: something that keep the business in good condition (RBD = deduction)

· Improvements: repairs that substantially appreciate the property (CE = depreciation) (anything involving an asset = CE)
Expenses for a New Business

In general, expenditures to set up a new business are RBD, not CE
· The expansion of a business (same field) = RBD

· The creation of a new business (start-ups) (different field) = CE

· Natural expansions (keep up with technology) = RBD
Depreciation and Accelerated Costs of Recovery 

Depreciation is the method under which tax payers can deduct business assets over time (things get sort of used up over time, so they depreciate)
How to depreciate:

· How much is the asset worth?

· How long is the expected life of the asset?

· What is the salvage value of the asset?

2 options for depreciation:

· Straight line: cost of asset is divided by its useful life, and that portion is deductible every year

· § 168(b)(3):  applies for residential and non-residential real property

· Double Declining Balance Depreciation: different deduction is taken each year, creating a tax shelter ( see chart on p. 338 for DDBD allowances each year

Depreciation Policy:

· § 162: business deductions are authorized

· § 168: provides information on recovery periods:

· § 168(c): 3 year property = 3 year recovery period 

· § 168(e): 4 or less years life = 3 year class life; 5-7 year property = 5 year class life
· § 168(b)(4) – the salvage value of an asset at the end of its useful life = 0

· § 168(d)(1) – businesses are assumed to acquire an asset halfway through the year 

Basis of Depreciated Property:
· § 1012: B = original cost of asset 

· § 1016: AB (at time of computation) = B – all depreciation deductions 

In absence of other facts, always assume a class life of 5 years 
Other Depreciation Matters

§ 179 allows businesses to deduct the total cost of some expenditures as RBD, rather than as CE ( intended to help small business 
· § 179(d)(1): tangible property (§ 168), computer software (§ 197), § 1245 property (personal property or depreciable property under § 167), property acquired for active use in trade/business 

· § 179(b)(1)-(3) limit the deduction: $100,000/year (this number to expire in 2008 – back to $25,000/$200,000)
· Limit is reduced where § 179 property acquired per year exceeds $400,000
· Limit is reduced by amount of property in excess of $400,000 

· Deduction may not be larger than business’ taxable income for that year

· § 179(b)(6) limits amount spent on SUVs to $25,000/vehicle 

· § 179 deductions must be applied before § 168 depreciation calculated (you can depreciate the portion of property over the limit?)
Losses

§ 165(a) allows a tax payer to deduct uncompensated losses sustained in trade/business
· Profit-seeking loss, trade/business loss, casualty and theft loss, worthless securities, abandonment

· Must be uncompensated (no insurance payment)

· § 165(c) – no personal loss allowed, but personal property may be converted into business/profit property under § 167 and § 212 

· Personal losses can be capital losses 

· Loss is limited to property’s AB under § 1011

· Loss may be limited by other provisions ( i.e. § 267 prohibits loss for property sold/exchanged by family members 
Bad Debts 
Loss of a legitimate (bona fide) debt may be deducted under § 165 
There are several types of Bona Fide Debt:

· Bond ownership

· High probability that you will be paid back 
· Lend someone money

· This is a contract, you should be paid back
· Lend a family member money

· Without a contract, you might get paid back (not a legal transaction)

Bad debt exists where the debt is worthless – even if you went to court and won, lendee cannot afford to pay you back 
· You can deduct the loss of this debt (Generes)
· Business debt: worthless debt, even if only unpaid in part ( B is deductible in full as a business expense

· Personal debt: not advanced in the context of a business relationship, lender is not in the business of loaning money ( B in debt is only deductible as a capital loss
Travel Expenses 

There are 2 ways to view travel: 
· As a personal expense:

· Travel expenses are an after-tax out-of-pocket expense

· As a business expense:

· Travel expenses are deducted, pre-tax

Which travel expenses are deductible? (some things that are personal at home are deductible when away – look to § 61 and § 162)
· § 132: qualified transportation

· § 132(d): if an employee has to pay for travel for work ( deductible as a business expense if O&N
· IRS doesn’t get into first class travel, expensive hotel rooms, reasonable per diem, etc.

· § 145: cafeteria plans (employers offer a choice between things – insurance, transportation) 

· § 162(a): an employee can deduct all O&N travel expenses while away from home 
Local Travel and Commuting 

· Commuting expenses are NEVER deductible (black letter law)
· Travel expenses are deductible when away from home (Flowers):
· Reasonable and necessary

· Incurred away from home

· Within the pursuit of business 
Entertainment and Business Meals 

In general, O&N business expenses are deductible (§ 162), and personal expenses are not (§ 262), but there is a recognition that sometimes business expenses are also pleasure expenses:
· § 274: business pleasure expenses (including meals and travel) are deductible at a 50% rate 

· § 274(a): must be directly related to active conduct of business ( substantially related and concurrent with a bona fide business discussion 

· Activities cannot merely promote goodwill, but activities can be deducted as legitimate business expense if they promote goodwill or bring in new business

· Club dues are never deductible

· § 274(d): must prove/document business relationship to deduction 
· § 274(e) provides exclusions to this rule
· § 274(c): foreign travel must be less than one week, and must comprise less than 25% of all annual travel 
· Must be documented, no cruises 
· § 274(k) business meals cannot be lavish and tax payer must be present at meals 
Education Expenses

Business (not personal or capital) education expenses are deductible under § 162:
· For § 162 deduction education must:

· Maintain or improve skills within your field (continuing education or preparation for promotion)
· Meet the requirements of an employer or the law to maintain certain status, rate or employment relationship
· Education expenses may NOT:

· Meet the minimum educational requirements by an employer 
· Qualify the tax payer for a new business/trade (trade must be set up before education is taken – Link) 
· § 274(m)(2): travel and meals associated with education are not deductible unless they are a necessary part of the education 

· § 274(h)(1): continuing education at conferences and seminars is deductible, but not under § 212

· The tax code sets up several education incentives for tax payers 

· § 221(a): a tax payer may deduct the interest on student loans 

· § 127(a): an employer may given an employee up to $5,250/year for personal education (not included in employee’s GI)
Child Care Expenses

· § 21(a) allows a tax payer to deduct a part of dependent care costs (can include outside care under § 21(b) – see code for details)

· § 21(b): dependent care is daycare for a tax payer’s dependent who is less than 13-yo, or the tax payer’s child/spouse who is disabled and resides with the tax payer 50%+ 
· (b)(2): care cannot include overnight camps, only set up to allow tax payer to work
· § 21(a): tax payer can deduct 20-35% of dependent care costs per year
· Limit – reduced by one percentage point for every $2,000 the tax payer earns over $15,000/year
· § 21(c): the percentage above can be taken from $3,000 for one dependent, $6,000 for 2+ dependents 
Legal Expenses 

· Legal expenses are not deductible if the origin of the claim was personal 
· In general, divorce is personal, but an ex-wife may deduct § 71 expenses in some cases 

· Business legal expenses are deductible as CE under § 263

· Some legal fees may be partially deductible 
Clothing Expenses

· The costs and maintenance for some uniforms are deductible
Standard Deduction and Personal Exemption 

· § 63(a):  taxable income = GI – deductions OR GI – standard deductions – personal exemptions 

· There is a standard deduction for all “above the line” deductions – see § 63(c) for details 

· Below the line deductions must be itemized

· Must be at least 2% of tax payer’s income (§ 67)

· Standard deductions are adjusted for inflation - § 63(c)(4)

· § 151:  Personal exemptions are allowed for yourself and your dependents – tells employer how much tax to withhold 

· § 151(b) and (c): exemptions for single tax payers, children

· Only one parent (filing separately) can claim exemption for each child 

· § 151(d):  in general, each exemption = $2,000

· § 151(d)(3):  exemption decreases as income increases, see code 

· Exemption reduced by certain percentage determined by amount of income over a certain threshold 

· § 152: Dependents defined (see code) 
Reduction of Itemized Deduction for High Income Taxpayers 

· § 68: if a tax payer’s GI is more than $100,000/year, the amount allowed for itemized deductions is:

· 3% of AGI over $100,000

· 80% amount of itemized deduction otherwise allowed 

· There is an adjustment for inflation 

· Not applicable to estates and trusts 

Interest Deductions 

· Interest: the amount a borrower agrees to pay for borrowing money (Old Colony definition)

· Interest expenses incurred as part of a trade/business is deductible ( § 162, even without § 163

· Student loan interest is deductible under § 221(a)

· But there are limits – see § 221(b)

· § 163(a): as a general rule, you can deduct all interest on business indebtedness 

· § 163(h) – no deductible for personal debt 

· See code for definitions 

Mortgage Deductions

· Under § 163(h)(3), a tax payer may deduct the interest paid on his mortgage (itemized deduction)
· This is a little bit unfair, but it encourages home ownership, and home prices have this built in ( allowing the deduction actually inflates home prices 

· Mortgage of second home may also be deducted 

· § 163: establishes a residency requirement 
· § 164: allows the deduction of real estate taxes paid on a residential property 

· § 280A: vacation homes and home offices, residency requirements
Casualty and Theft Losses

Under § 165, a business is allowed to deduct the lost cost of a “dead” or stolen asset (i.e. computer fried in a power surge)
· § 165(a): deduction is allowed if loss not compensated for in another way (i.e. insurance)

· § 165(h)(1): Deduction amount = AB of good = B – any depreciation paid before loss

· § 165(h)(2): deduction must be greater than 10% of tax payer’s AGI (idea is that loss must be substantial)

· § 165(c): loss allowed for business, profit-seeking activities, certain property – see § 165(h) 

· Chimales: there is no casualty where the loss is the result of a temporary market fluctuation 
Medical Expenses 

§ 213 allows a tax payer to deduct cost of medical costs paid for out of pocket (itemized deduction)
· § 213(a): this deduction is only available where there is an extreme cost ( expenses must exceed 7.5% of tax payer’s AGI

· Care must represent a substantial cost 
· § 213(d): there is no deduction for cosmetic surgery/procedures 

· Regs say that laser eye surgery is medical ( deductible 
Some employer cafeteria plans allow for this type of coverage 

· No limit (7.5% goes away)

· Reimbursements are excluded from income under § 125
Charitable Contributions 

· § 170(a): a tax payer may deduct (itemized deduction) (FMV of property donated) any charitable contribution made in the same tax year
· § 170(b): charities include churches, education organizations, and 501(c)(3)s (exempt from federal taxation)
· Look to Duberstein to determine when you are gifting and when you are buying something
· § 170(e) examines the FMV of the contribution and what can be deducted:
· (e)(1)(A): FMV is reduced by long term capital gain NOT realized 
· (e)(1)(B): this deduction applies only to tangible personal property 
· Deductions are reduced if the charity turns around and sells the property donated ( deduction is reduced to what tax payer would get if he sold the property and donated the cash (FMV)
Requirement of Profit-Seeking Activity

There is a legitimate requirement that an activity must be actively seeking profit to deduct expenses
· § 183: safeguard – is this rich kids messing around or a legitimate start-up?

· § 183(a): mortgage interest (§ 163(h)(3)) and real estate taxes (§ 164) are always deductible, regardless of activities 

· § 183(b)(1): deductions are allowed for profit-seeking activities 

· § 183(b)(2): deductions are allowed to offset other business costs, but:

· No more than allowed as a deduction under (b)(1)

· GI must exceed the deductions allowed under (b)(1)

· Use an objective standard to determine if there is a legitimate profit-seeking activity (Dreiser)
Home Office Expenditures and Vacation Homes 

· § 280A deals with tax treatment of home offices 
· § 280A: In general, business use of a residence cannot be deducted

· § 280A: A deduction for business use of a dwelling unit is available if:

· Deduction is not allowed under another section

· § 280A(d)(1): if the dwelling unit is used as a residence/for personal use more than 14 days/year or more than 10% of the time the unit is rented, there is NO deduction allowed 

· Deduction must not be disallowed under § 183 (must be for profit)
· § 280A(c)(1) allows for deductions where part of a dwelling unit is used exclusively for business purposes 

· Things like cars and computers that are partially used for business can be deducted/depreciated at a partial rate (must be used for business 50%+ of the time)
Capital Gains and Losses 

· CG/CL are ways for personal gains and losses to be treated 
· §§ 1221 and 1222 define CG

· § 1222: CG tax rates are allowed in the year that the gain was realized

· CG taxed at a very low rate (to expire in 2007) – 5-15% (much better for tax payer than being taxed at income rate)

· Short/long term CG ( held for less/more than 1 year 

· G = AR – B 

· § 1(h) sets limits on CG rates:

· 28% maximum tax rate on collectibles 

· 25% maximum tax rate on “unrecaptured § 1250 gain”

· 15% maximum tax rate on ordinary CG

Limitation of Deduction of Capital Losses 

· § 1211 limits the deduction allowed for CL:

· § 1211(a): Corporations may deduct CL only to the extent that they have CG

· § 1211(b): other tax payers may deduct CL to the extent of CG + a small additional amount

· Additional deduction is the lesser of:

· Up to $3,000

· The excess CL over CG for that year 

· Tax payer may also carry over “unused” CL (CL not allowed as a deduction) to the next year 

· A tax payer should ONLY carry over CL if they cannot deduct the whole amount in the present year 

Capital Assets 

· § 1221(a) defines a capital asset as the property of the tax payer that is not: 

· Income, BUT lottery tickets are capital assets (income already earned) (Lattera)

· stock used for sale in business or supplies used in business

· depreciable property held in course of business

· copyrights, literary/musical property, letters, etc.

· hedging transactions, etc. (see code)

· accounts/notes procured in course of business

· publication of US government

· commodities  

Property Used in Trade/Business: Quasi-Capital Assets 
· § 1231 is a special provision that deals with the assets of a trade/business
· § 1231(b)(1): property applicable to this section is property depreciable under § 167 or real property, held for more than 1 year 

· Gains:

· § 1231 allows business gains to § 1231 property to be treated as CG (favorable treatment) 
· However, if the recapture provisions of § 1245 kick in, gain will be treated as ordinary income

· Losses:

· § 1231 allows a business tax payer to deduct losses as regular loss (rather than as CL) ( loss determined using L = AR – AB (AB = B – depreciation deductions already taken)
Recapture 

· If a tax payer is able to sell a piece of property for more than his AB in that property (he has deducted more from depreciation than he loss in the sale given his original B), that gain will be recaptured under § 1245.
· Example: Tax payer buys a machine for $1 million with a class life of 8 years.  Two years later, he sells it for $600,000.

· Asset is depreciable under § 167 and § 168(e): year 1 deducted $200,000; year 2 deducted $320,000.  Total depreciation deductions taken = $520,000.

· B = $1 million.  AB = $1 million - $520,000 = $480,000.
· The RB = $1 million (AB + all depreciation deductions).  The AR = $600,000.  The lesser of these is the AR for the purposes of recapture.

· The tax payer G = AR – AB = $600,000 - $480,000 = $120,000.

· The gain listed above is not CG (not a capital asset under § 1221), it is regular business property under § 1245, and will be treated as ordinary income ( all $120,000 of gain = ordinary income taxed at regular rate.
· If the GR is more than the depreciation deductions taken (i.e. depreciation deductions = $520,000, but GR = $1 million), then: 

· The amount of gain equal to the depreciation deductions will be taxed at ordinary rates under § 1245

· The amount in excess of the depreciation deductions ($480,000 in this case), will be taxed as CG (favorable rate), regardless of type of asset 

In general, recapture is taxed under § 1245 by taxing the lesser of AR/BR/FMV – AB = Gain treated as ordinary income 
Transactions Involving Liabilities and Property Subject to Liability 

· For tax purposes, we usually ignore a debt (borrowing money does not equal income, and repayment has no tax consequences), but:
· Cancellation of debt addressed under § 108

· Old Colony:  when someone pays your debt, it is considered income 

· Recourse debt: you a personally liable for money borrowed 

· Non-recourse debt: you are not personally liable for money borrowed 

· Crane: 

· When a tax payer sells property subject to non-recourse debt which purchaser assumes, AR = cash received + amount of non-recourse debt assumed 

· This acts like a recapture provision because income exists under the law only ( creates gain attributable to excess depreciation deductions 
Alimony and Child Support Payments 

There are two types of divorce payments: alimony and child support. 
· Alimony

· § 71(a): alimony = GI

· § 215: alimony payments are deductible 

· § 71(b): alimony payments must be paid in cash or in the interest of the other person (i.e. mortgage)

· Alimony payments cannot be property transfers ( these are treated as gifts under § 1041 (recipient takes the transferor’s B)

· There must be a separation/divorce agreement in writing for alimony, spouses cannot live in same house 

· Alimony payments cannot continue after the beneficiary’s death 
· Child Support

· § 71(c): child support is neither income nor deductible

· Child support may be based on contingencies ( age of child, education, etc.

· Child support cannot be set up to look like alimony ( contingencies in alimony = child support 
PAGE  
1

