Income Tax, Spring 2001 - Part II



Summary
1. Is claim based on tort or tort-like claim - Schlier
2. Is damage caused by personal physical injury (a)(2)

3. Punitive damages not excluded (from income)

4. Must be direct causal link between injury and damages (lost wages, e.g. must show direct link)

5. If damages are medical expenses - watch out for those that have already been deducted from income

6. Health insurance payments - excluded from income if employee paid all payments (§ 104 (a)(3)); not just medical care - also wages; if employer paid (§ 105) limited to medical care.

§ 104(a)(2) - compensation received in the form of a damage award.

Basic §104(a)(2) test:  Is expense on account or personal physical injuries?

Applicable only - if the suit was a tort or tort-like claim

· Wrongful discharge - tort

· Sexual harassment - probably tort

· If settlement payments are received in a lump sum, interest earned will be taxed.

· If receive payments, all excluded from income, even though interest is in there.

Punitive Damages - § 104(a)(2) does not exclude - no other §§ found to exclude, so must be included (Glenshaw Glass)

Pain and suffering - not excluded §104 (a)(2) 

· IRS not necessarily bound by words in settlement agreement

· Robinson - Defendant didn't care; Plaintiff established allocation, so IRS reallocated


· McKay - Adversarial allocation that was negotiated, so IRS left as it was.

Emotional Distress - not excluded (§ 104 flush language) except the amount of award attributable to emotional distress that was paid for medical expenses.

· Ulcer (or sexual harassment, e.g.) - issue is the source of damages

· If started with emotional - led to physical; not excluded (except for limited medical expenses)

· If started with physical injuries - led to emotional - excluded.

Schlier - fine distinction re:  causation

· If injury caused lost wages - recovered amount excludable

· If firing caused lost wages - recovered amount not excluded

Health Insurance Issue - Distinguish from Damages
· If employer paid insurance premiums, and the amount of the premiums was included in income

· Exclude amounts paid for medical care (as defined in § 213)

· If the premium amounts were not included in income, must include the payments in income.

· If employee paid insurance premiums, can exclude amounts paid for disability, lost wages, etc., in addition to medical.

· If medical deduction is deducted under § 213, and later reimbursed, include the amount previously deducted in income.

Remember, only damages that flowed from the physical injury are excluded.


Summary
1. § 61 (a)(2) - include in income - FMV property or services

2. § 119 - convenience of employer;

a. On Premises

b. Not cash (case law)

c. No determinative how labeled

3. § 132

a. No additional cost   Required limit;

b. Discount
    If taxed, taxed to employee

c. De minimis

Starting point is § 61(a)(1) - benefits received are part of income unless there is an exclusion

· Statutory fringe benefits
· Payment under employee health benefits (§ 105)
· Term life insurance (<=$50,000) excluded
· Retirement plan - deferral
· Payments into plan not taxed until paid out.
§§ 119, 132 provide limited exclusions.

· Convenience of the employer (Meals and lodging) § 1.119(f)(3)(ii)(b)
· Must show convenience of employer
· Condition of employment
· On business premises.
· Substantial non-compensatory business reason
· If more than half of employee's eat there for employer's convenience - all can exclude from income.
· If open to public, and revenue exceeds cost, employee's can exclude from income.
Banaglia (has not held sway so far)

1. Is it not still a benefit?  Should be taxed by only to extent of amount saved over off-property.

2. How the parties characterize the money?  Neither saw it as compensation.

· Language of employee contract and state statute are not determinative (§ 119 (b)(1))

Kowalski
Whether meal allowance included in income (approx 20% of salary)

· Payment made in cash (cash excluded from statute)

· Statute (§ 119) replaces prior case law

· No suggestion the meal allowance was necessary

· Higher ranked staff given more

· Called it compensation in brochure

· Received it when on vacation

· Received even if in home district.

Working condition fringe
· If the expenditure would have been deductible if the employee had paid for it - exclude from income.

De minimis fringe
· Value (after taking into account the frequency with which such payments are made) is so small as to make accounting for it unreasonable or administratively impracticable. §1.132-6 (a)

· Special requirements in § 1.132-6(d)(2)

· Cash hardly ever de minimis unless meets §1.132-6(d)(2)

Employee discount
· Must be good or service provided in the ordinary course of business, employee must be in that business and be at no additional cost to employer.

· § 1.132-4(a)(1)(i)

· § 1.132-2(a)(2), and (5)

· Gross profit calculation - applies to goods.

· Basis if the item is sold - add back the amount included in income to cost basis.

· 20% - applies to services

· Spouse and dependent children - benefit from employee discount, include in employee's income § 1.61 (a)(4)

· Airfare - special reg for parents.

· Highly compensated employees
· Get only the no cost services and discount if it is substantially the same as defined group.


§ 162 - Expenses of generating income

§ 212 more passive - expenses of income production

· § 262(a) is the section that says personal expenses generally are not deductible (unless special provision).

Expense - means can be immediately deductible
Capitalize - deduct over a period of time 


(Depreciation, Amortization § 195)

· § 162(a)

1. Ordinary

2. Necessary

3. Carrying on a trade or business

· § 1.162-7, 9 - Must be reasonable

· IRS is concerned about closely held businesses.

· Concerned about salary expense that should be dividend (classifying it as salary helps the corporation because taxed on income after salary deduction, rather than income before dividends)

Exacto Spring - IRS said salary not reasonable

Proper test - 

· Independent investor, not actively involved in the business or family

· Factors to consider

1. Position held by the employee

2. Hours worked and duties performed

3. General importance of the employee to the co.

4. Comparison of past salary & duties to present

5. Comparison with similar companies

6. Size of the company, complexity of business

7. Existence of potentially exploitable relationship between company and employees

8. Existence of bonus system that distributes nearly all pre-tax earnings of the company.

· "Indirect market test" - the higher return a manager can generate, the higher the reasonable salary will be.

· Here, 13% was reasonable, and actual return was 20%; where so much higher, executive salary is presumptively reasonable.

· Bad faith would flunk the test

· Here, both of the independent directors approved the salary

· Statute limits reasonable salary to $1 million for publicly held corporations, but the problem actually arises more often in closely held corporations.

· If disguised divided, will be taxed to employee

· Ordinary and necessary must be evaluated separately

· Leave it to the business to determine necessary; focus on ordinary.

Conway Twitty - better proof (expert testimony) that his reputation was his business.

Bonuses - allowable deduction if

1. Good faith

2. Services actually rendered

3. Reasonable

· Reasonableness - § 1.162-7 (correlation between shareholder holdings and payment of bonus?)

Traveling expenses § 1.162-2(a)
· Incurred in carrying on trade or business 

Groetzinger - Gambling

1. Regular

2. Continuous

3. Intent to make a living.

· Issue here was that gambling losses are deductible only to the extent of gambling gains under § 165(d); were the losses deductible as carrying on trade or business.

Job Search
· Can be in the business of being an employee

· Revenue Ruling - harder to draw the line if not already in that trade or business

· And, often, these are costs that should be capitalized

· How broadly to define trade or business

· Rockefeller - could not be in business of government official (especially since there was a lapse of time after VP)

· Primuth - "Corporation executive" is trade or business

· High degree of specificity - CPA and Public Accountant not the same

· Argue same tasks and activities

Primary purpose of travel is trade or business § 1.162-2(b)(2)

· Time spent on each activity is important.

· If international, can deduct a portion     cost of

· If domestic, all or none

trans.

Start-up Costs - § 195
· Legislative history says § 195 does not apply to employees

· 60 months, starting with opening day of business.

· No deduction except as provided here

· Must be one of  i, ii, or iii and would be deductible if already in the trade or business (advertising, e.g.)

· If don't start the business, cannot deduct

Higgins - argued that investing was his business

· Court said your own investments are not §162 ordinary and necessary deduction

· So Congress responded with § 212 - expenses of generating net income should be deductible

· Groetzinger - full time, to generate a profit - yes trade or business

· Active trader - seeking to get cash out rather than long-term investment

§ 212 or § 162 Designation Matters
· § 212 other than rents or royalties are below the line - standard deduct. Don't get it or if miscellaneous deduction, subject to 2% floor.


· Ways to realize tax benefit
1. Immediate deduction

2. Deduct over time

3. Adding to basis

§ 263 - No immediate deduction shall be allowed

Note:  (2) "making good the exhaustion thereof" means bringing back value after depreciation or depletion.

§1.263(a)-2(c) Defending or perfecting title - capitalize

Woodward - test - primary purpose is to defend or protect title; otherwise, too broad and could be applied to every suit.

· In this case, the court held that it was cost of acquiring capital asset - so must be capitalized

· Court said the origin of the litigation was acquisition.

· If cannot deduct under immediate deduction - Capitalize
§ 161 - Trade or business expenses are allowed as deductions, subject to the exceptions in § 263.

· Watch out for expenses that must be capitalized even though they look like ordinary business expenses.

· These must be capitalized even if the meet the requirements of § 162.

Indopco created lots of questions in 1992.

· The expenses in question were fees incurred in deciding whether to accept a takeover bid.

Indopco test
Do they provide significant benefits beyond the tax year.

· Refers to Lincoln Savings where held that must capitalize if create a separate asset.

Adding to Basis
· Alternative to deduction is adding to basis

· § 1.162-4 Keep property in normally efficient operating condition - can deduct

· Contrasts replacement which must be capitalized

· Replacing roof

· IRS argues extending life-add to basis, then part of depreciation of the building

· § 1.263(a)-1(b) distinguish replacement

· § 1.263(a)-1(b) Incidental repair/maintenance need not be capitalized

U.S. v. Wehrlip 

· If something like wiring or plumbing is part of an overall plan, must capitalize
Midland Empire Packing
Taxpayer wants to deduct cost of concrete lining rather than add to basis

· Held:  Just keeps it in same condition it was in.
· Unexpected event:  had to incur the expense to keep operating.  Otherwise (inspectors said) must close down.
· To deduct under § 162 must be ordinary- doesn't matter if have to do it often
· Look at business as a whole - this is the kind of expense they would have.
RJR Nabisco
· Deductibility of advertising expenses not changed by Indopco, despite the fact that benefits are expected over time.
· Expenses associated with tangible asset (billboard) must be capitalized.
· Exception - very unusual situation; Gas Co. promoting all-gas homes
Indiana Power - 

· The portion of an expense allocable to the asset (cost of building the building) must be added to basis.

· Applies to cost of personal services allocable to building the building (wages as well as outside services)

· Capitalization takes priority (§ 161); 

· Immediate deduction is the exception

· If § 263 applies, then § 162 does not (doesn't matter if it also fits under § 162).

Mt. Morris Drive In
· Painting

· Arguably a repair

· But this initial painting - knew it had to be done right from the start.

· Distinguish Midland Packing - foreseeability

There are some exceptions to § 263 to make immediately deductible as policy to encourage the expenditure.

Lease payments on fire sprinkler
· Taxpayer argues lease payments - not capital under § 162(a)(3)

· IRS argument - like purchase, so cost of acquisition - capitalize

· Custom made - installed to fit building

· Intention was to sell to Rich

· 9th Circuit case this very situation - court said must capitalize.


Proper Term - Cost recovery

First Step - is the item depreciable?

· §167(a) 



Subject to

1. Property used in trade or business exhaustion,

2. Held for production of income
 wear & tear

· § 167(f) - cannot be depreciated

· Next look at § 179

1. Is the asset depreciable?

a. Land - no

· No useful life

· No wear and tear

· No code provision

· Not included in lists.

b. Goodwill - § 197 allows cost amortization over 15 years.

2. How much and when?

· Allocate the cost over the income period

· Prescription for life of particular class of assets

· Accelerate - Policy - encourage investment

· Not because wears out faster

Revenue Ruling 68-232

· Artworks are generally not depreciable

· No determinable useful life.

· Superceded ruling that says not depreciable because increase in value.

Simon (violin bow case)

· Bows were increasing in value

· Court says yes deprecation

· Subject to wear and tear

· Does not mater about independent value as antiques

· Decline in value not necessary to be depreciable

Liddle (dissent)

· Must show that asset has determinable useful life

· Taxpayer does not have to show when, specifically, will lose useful life, but must show at some point will become useless.

· If decide it has a useful life, use the statute to determine the recovery period (need not pin down what the recovery is).

After the item is determined to be depreciable
§168 Depreciation deduction will be calculated by using

1. Recovery period

2. Method

3. Convention

Recovery Period
· Statute prescribes recovery period

· § 168 (e)(1) what year property it is based on

Class life
Year Property

Recovery period

· § 168 (e)(3) tells what year property some property is.

Method
· "Fastest" means larger amount at beginning - still same number of years

· Fastest method - double declining

· 150% used for things in § 168(b)(2)(C)

Convention
· § 168(d)(1) - Except as otherwise provided - half year

· § 168 (d)(3) If 40% of assets in a year are purchased in the last quarter, must use mid-quarter convention for all assets put into service that year.

· Item by item depending on which quarter the item was put into service

· Once start with one table, stay with that table.

Basis
· § 1016(a)(2) Adjusted basis - must deduct depreciation

· Reduced by amount allowable each year - whether or not actually take larger amount

Tables
· Apply table rate to original full cost basis

· Switch to straight line when it would lead to larger deduction (the table makes the switch)

Remember - each year's amount is cost recovery for that year.

§ 179 Election
· Shall be allowed as an immediate deduction for the year it is placed in service.

· § 179 Property
· § 179(d)(1) - Depreciable property that is described in § 1245 (tangible property that is not real property)

· Purchased or acquired for use in active conduct of trade or business.

Three limits
1. § 179 (b)(1) Dollar limitation (total for all assets for the whole year)

2. § 179 (b)(2) - Reduce by amount of property > $200,000.

· E.g. $205,000 of 179 property placed in service in 2000.

· $205,000 - 200,000 = $5,000

· $20,000 (limit otherwise) - 5,000 = 15,000 maximum deduction

3. Cannot deduct in excess of income

· Total income - not just trade or business property was purchased for.

Carryover - If not enough income (just starting in business ) can carry over to next year.

Debt v. Depreciation
· Basis is starting point for depreciation

· May use acquisition debt

· Get the deduction before the money is paid.

· This is the basis for many tax shelters; invest in partnership that acquires large depreciable assets.

So this led to § 469 - must be actively involved (passive activity loss limit)

Inventory
· Depreciation allowances do not apply to inventory

· Rev Ruling 89-25

· Builder argues - they are not inventory while using as models

· Court says - no.  

· Presumption that held for sale

· Must overcome to show being used for business.

· Still holding primarily to sell.

· The cost is recovered when sell (subtract cost basis)

Property for Personal Use
· Under § 167(a) cannot depreciate personal car.

· Bus usually sell for loss - personal loss not deductible
· So for personal use items - reasonable chance will not recover cost.


General Rule - § 165 says loss deductible

· But § 165(c) takes most of this away for individuals; limited to 

1. Incurred in trade or business

2. Transaction entered into for profit, although not connected with trade or business (may deduct losses on investment here).

3. Casualty losses 

Gevirtz says if personal use at the time of disposal, then original profit motive was abandoned

· Distinguish problem - Lena will argue:

· Nothing was built for personal use

· Her personal use was occasional

· Dominant motive remained.

· Case law supports Gevirtz

· It is possible to use for both business and personal

· Allocate the loss  - the part used for business can be deducted

· Family corporation can deduct (business) if there is income to deduct from

· IRS will argue to pierce

Court has distinguished between:

· Transaction entered into for profit (§ 165(c))

· Property held for production of income (§ 167(a))

· Newcombe said:  

· Move out and trying to sell,

· Not held for production of income if not offered for rent

· Is the loss deductible?

· § 165(c)(2) "Transaction entered into for profit."

· Cowles says mere offer to rent is not sufficient

· Court says will stick with precedent which said:

· Does meet § 167(a) and can depreciate, but not sufficient to allow deduction of loss.

· Authority to deduct the loss:

· § 1.165-9(b) Adjust only for time after conversion

· Adjust by lesser of i or ii.

· If converted to profit-making, can take the loss.

· If the loss happens while being used for personal use, not deductible
· § 1.165-9(b) is strictly for calculating loss

Related Party Sale
· § 267 - cannot take loss if sell to related party as described in (b):

1. Family members are described in (c)(4)

(b)(4) - if person sold it to sells it, can use the loss in that transaction.

Bad Debts
1. Can it be characterized as a bad debt?

2. If so, is it worthless?

3. Is it non-business loss?

· A form of loss

· If it could be either one, § 166 controls (bad debt); narrower provision controls,

· Can get a deduction, even if it's a personal debt
· Controlling question
· Was it a loan or a gift?

· §1.166-1(c) bona fide debt (if it's a family relationship, burden is on taxpayer to rebut the presumption.

· § 166 (d)(2) Nonbusiness debt - other than acquired in trade or business

· § 166 (d)(1) Debt must be worthless, and loss will be STCL

· OTOH, is ordinary loss, cannot deduct at all.

· Worthlessness
· Need not pursue legal action

· But--cannot be a gift; must be inability of that person to pay the debt.

· If decided not to collect for reason other than inability to pay, have option of § 162 ordinary and necessary business expense.

· How much can be deducted?

· Lending money, - basis = cost

· §1.166-1(e) cannot deduct unless already included in income.

· This is accrual taxpayer 

· Note that unpaid wages, etc. not deducted

· Rev Ruling 93-27

· Taxpayer trying to include unpaid child support as bad debt

· Court said:  look at the source of the obligation:

· Here, it is the court order, so it is not a bad debt of the taxpayer - she didn't create the obligation


· Start with § 162(a)(2) ordinary and necessary expenses incurred in carrying on trade or business.

· § 262 - basic rule - cannot deduct personal expenses

Commuting
· Costs of commuting from home to place of business

· Nondeductible under § 1.162-2(e) and § 1.262-1(b)(5)

· Costs of going from one place of business to another:

· Deductible under § 162(a) and Rev Rule 55-109

· Costs of traveling between home office and other business locations

· Deductible  § 280A(c)(1)(A)

Rev Ruling 99-7 - Holding

1. From home to temporary work location outside metro area - Deductible

· No permanent place of business, costs to travel within metro area not deductible

2. If several regular work locations, may deduct daily transportation expenses in going between (both ways) residence and temporary work location in same trade or business.

3. If home-office, may deduct daily transportation expenses in going between residence and another work location in same trade or business, regardless of whether location is temporary or permanent and regardless of distance.

Temporary - expect to last one year or less

Walker decision - IRS is firm against it. (Logger in Black Hills; wanted to deduct travel expense back and forth to logging site)

Meals - "away from home"

· IRS interprets as "overnight rule."

· Doesn't apply to transportation costs which are still deductible, even if not overnight.

Correl
· Upholds overnight rule

· Meals and lodging are together - a unit

· Congress re-enacted the statute

· Meals is kind of a windfall anyway, because duplicative.

· So OK to interpret narrowly

· FN 18 - duplicative costs

· Case law indicates this is why it is allowed.

§ 16.162-2(b)(1) - If attending a convention, must be primarily business

· Generally, if meetings all day - deduct night before and after
Expenses of Family (foreign travel)

§ 274(m)(3) - replaces old section that was edited out.

· No deduction allowed unless
A. employee of the taxpayer 

B. Bona fide business purpose

C. If spouse paid the expenses, would be deductible for him.

Reimbursed Expenses
Accountable plan - § 1.62-2(c)(2) - amounts paid to an employee under an accountable plan are excluded from gross income.  Test:

1. Reimbursement arrangement must provide reimbursements, advances or allowances only for deductible business expenses. § 1.62-2(d)(1)

2. Expense must be properly substantiated § 1.62-2(e)(1)

3. Reimbursement arrangement must require the employee to return excess amounts within reasonable time. § 1.62-2(f)(1).

· Accountable plan - reimbrusement not in income - no deduction.

Nonaccountable plan - § 1.62-2(c)(5)

· Included in income

· Deduct if ordinary and necessary business expense

· Substantiate amount of expense

· § 62(c) (1) and (2) - non-accountable plan.

· Clue:  Reimbursed all expenses including those that would not be deductible - therefore, non-accountable.

Away from home
Seasonal employment
· Rev. Ruling 75-432; 

· Tax home does not shift during alternate seasons from one business location to the other, but remains staionary at the principal post of duty throughout the taxable year.

· Factual determination

· Length of time ordinarily determinative

· Rev. Ruling 54-147 (baseball player)

· Time

· Degree of business

· Financial return (at which location)

· IRS kept saying two tax homes

· Court says must have one tax home, because purpose of allowing deduction is if expenses are duplicative.

Ski Resort Problem
· More income at one place

· Time factor is not clear.

· In Andrews court was persuaded by duplicative expenses - no duplicate lodging here.

· No clear answer

· Travel cost between - 99-7 does not work, because only daily transportation costs.

· 75-432 held that with two seasonal jobs could deduct transportation between.

· If owned the home at the ski resort, then clearly duplicative.

· If rents out the house?

· Rev Ruling 83-82, does not mean he cannot deduct expenses at Park as "away from home"

Hantzis
· Law student living in Boston and job in N.Y. wants to deduct transportation, meals, rent in NY as business expense

· She argues "away from home"

· Court says:  no business ties with Boston.  She has none, although court doesn't say how much would be enough.

These are not the same
· § 162(a) flush language

· Employer assigns away from home for less than one year

· Expectation is that if more than one year - will move

· Rev. Rule 99-7 and 93-86

· If expect to be less than one year - temporary

· If expectation changes, and find will be more than one year, change from deduct to non-deduct when the expectation changes (if total time more than one year.
Henderson - ice shows

· Court upholds tax court in finding he has no tax home.

· Court rules on duplicative expenses and Henderson lives with parents who do not charge him.

· Henderson tries to find temporary work while in Boise, but court says this is de minimis.

· Court explicitly does not decide how much is enough.



§ 1222
· Net capital gain in the amount that gets the special rate
§ 1(h)
· Gives the special rates which apply to NCG

Short term - one year or less

Long term - more than one year

· Non-deductible loss - not considered in gross income, so do not figure in rate calculations.

Step 1
· Is the item a capital asset?

· §1221 - everything not on the list - stuff on the list is not capital asset

Step 2
· Are any of the losses not deductible?

· § 1222 - if non-deductible loss won't figure in.

· Personal residence - loss not deductible - gains included in ordinary income

Step 3
· Are there more gains or losses?

· If more gains - do NCG

· If more losses, go directly to deductibility of loss. §1211

· So people would rather have capital gain than ordinary gain , and would rather have ordinary loss than capital loss

· How much CG can be deducted?  § 1211 to the extent of gain plus $3000 (which offsets ordinary income).

· Excess loss can be carried over to next year - depends on CL and CG next year - minimum deduct $3000 against ordinary income

Net capital gain
(Remember:  If not deductible, do not include in formula)


NLTCG  -  NSTCL

(LTCG-LTCL)    -  (STCL-STCG)

· If STCG and no balancing STCL, goes out of formula and into ordinary income

· This makes sense, because the special rate is intended to assets held more than one year.

What rate?  NCG - 28% GAIN - Adj. NCG

ANCG - Rate is 20% if tax bracket is above 20%


If below 20%, ANCG taxed at 10%

· If - there is 28% gain of 2000 and ANCG is 7000

· 7000 at 20%

· 2000 at 28% (if tax rate below 28%, pay normal tax rate; CG rate is never more)

· If tax bracket is 15%, 5000 ACNG is 10%

· If the CG is what takes her to the next bracket,

· The amount necessary to get to $22,100 is at 10%

· Rest of ANCG is at 20% (because now in 28% bracket)

How to allocate the loss
· Allocate first to 28% gain § 1(h)(5)(B)(ii)

· If no collectibles gain, must take loss against other gain

Problems and explanations
· Purchased lots and subdivided

· Doesn't tell what trade or business, so cannot tell if §1221(a)(2) applies

· Time spent on business is not determinative (Bynam)

· All or nothing - cannot split the gain 

· Malat - meaning of "primary" - first importance

· Important facts:

· Did substantial improvements themselves

· Did sales himself

· Looked to future

· Purpose of § 1221(a)(1) is to differentiate between ordinary profit and loss, v. gain over substantial period of time.

· In the subdivided farm, much more of the gain was attributable to the work they did rather than appreciation of the land.

· Purpose for purchase has some evidentiary weight, but purpose for which held at time of sale is determinative.

Biedenharn Realty considered the following factors in determining the character of the gain on the sale:

1. Frequency and substantiality of sales

2. Improvements made to the land

3. Taxpayer's solicitation and advertising efforts

4. Utilization of real estate agents and brokers

· § 1237 enacted in response to Bynam
· Agricultural land subdivided

· If § 1237 does apply - CG treatment for first 5 lots

· After that 5% of sales price = ordinary income


· § 1231 - sales or exchanges of business property - these get netted separately 

· If end up with gain it goes o LTCG

· If loss, goes into ordinary loss and can use it without limit against ordinary income.


· § 1245 and § 1250 - recapture of depreciation on business property

· If gain is due to depreciation, § 1245 says it is ordinary income (not capital gain preferential treatment)


· Alimony is deductible by the payor, and is taxable to the payee.

· Payee spouse is usually in lower tax bracket, so OK; can sometimes negotiate for more based on this

· § 71 and § 215 - if it is deductible for one, it is taxable to the other

· Look to see if it meets the requirements of § 71(b) to see if Frank can deduct these items

· Frank's problem is "instrument." § 71(b)(1)(A), defined in §71(b)(2).

· Look at § 1.71-1(b)(2)which allows for letter, but here we have no agreement so likely cannot be considered alimony.

· IRS is not limited  by what things are called in the agreement.

· All these are by written agreement:

· $2k/month
§ 71 income

· § 215 (deduction) determines whether § 71 income

· § 71(b)(1)(B) - may choose not to have this treatment, and put it that way in agreement

· § 71(b)(1)(C) - may not get alimony treatment if legally separated under a decree and living together.

· Note;  All the things in § 71 are required

Hoover v. Commissioner
· Magic number $521,640, sounds like property settlement

· Legislative history - trying to get away from intent - but still concerned about it.

· Continue paying after spouse is dead - need not specifically say end at death.

· Payments don't end at death + definite amount = property settlement

Webb
· Sum, paid immediately at execution of agreement

· Technically still meets rules, except (D), because if the spouse not paid immediately, would be liability after death - therefore, not alimony

Problems
· Land transferred is not alimony, only cash
· §71 (b)(1)(A)Rent paid on behalf of spouse

· §1.71-1T(b) Q&A 6

· Utilities - no sign of written agreement.

· Interest - if he pays interest on "qualified residence" he can deduct the interest payment without reference; because children live there, probably qualified residence

· §1.71-1T(b) Q&A-6 include mortgage payment unless he owns the house.

· Here, Maureen owns, so not covered by regulation.

· Frank's argument - Maureen is getting entire benefit. Taylor
· Maureen has a right to contribution from spouse, so she didn't really get benefit.

· Different when divorced, because agreement is waiver of right to get contribution from spouse.

· Taylor conclusion - alimony as to half.

· If JT - can take ½; if not JR - take all; if he owns it, none is alimony

· Child support - § 71(c)(1) - no deduction, no income

· Fixed as payment of support of children §1.71-1T(b) Q&A - 16 - pre-existing parental obligation

· Payments tied to events in child's life

· § 71(c)(2) (A) is easy case - specifies time in child's life

· (B) clearly associated with event in child's life

· Q&A 18 presumptions that timing is related to events in child's life; rebuttable as specified, by showing independent reason.

· 18, 21 or majority; probably interpret as age of majority

· If at end of 6 post-separation years, it is conclusively rebutted. § 1.71-1T(c) Ans. 18

Who gets the dependency exemption?

· § 152(e) - If meet other parts, custodial parent provides more than ½ of support.

· § 152(a) Defines dependent

· § 151(c)(1) Gives exemption for dependent.

· Must be (B) child under 19 at the end of the tax year (under 24 if student, or

· (A) others with income less than the exemption amount

Key issue - who has custody

· §1.152(4)(b) - who has physical custody

· Custodial parent can give over the exemption as part of decree 

· Look at globally whether it is a tax benefit - for the family as a whole

· If in decree, complete IRS form - attach each year.

Filing Status
· §2(b) - may use separation to toll (§ 2(b)(2)(B)

· Head of Household
· Maintain house for the child

· In Frank and Maureen, could dispute between the two

· Even if exemption is waived does not affect head of household.
Property Transactions
· Prior to 1984 Davis
· These transfers were realization events to meet marital obligations

· Resulted in uneven application in community property jurisdictions

· § 1041treats couple as economic unit.

· (a) No gain or loss

· (c) Incident to divorce; related to the cessation of the marriage.

· § 1.1041-1T Q&A 10 Transferor  11 Transferee

· Note - if outside one year (§ 1041(c)(1)), still will not be alimony, because not cash.

· Exception - transferred stock in lieu of cash alimony payment - here Davis would say must recognize gain (if any) when sold because it is payment in discharge of obligation to her.

· Her basis is the $1500 discharge of obligation.

Compensation for Personal Injury and Sickness
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