Tax Outline - Spring 2001


· If the IRS decides taxpayer has deficiency:

· Tax court - need not pay tax first
· Centered in DC

· 19 judges travel to hear cases

· Tax court decision reviewed by chief judge

· Should entire court review the decision? (reviewed decisions have more weight)

· Most decisions are not reviewed

· Court of Appeals in jurisdiction taxpayer resides in

· After Golson, tax courts are bound by decisions in that circuit

· Supreme Court

· Tax Court has expertise in tax

· If facts are sympathetic - may choose district court - only option where a jury is available, BUT must pay the deficiency

· Look for adverse precedent in the various courts.

§ 61 of the tax code

General Rule - include income unless find a provision to exclude.

· Case law says - cannot assign income

· Constructive receipt - cannot choose to turn away income if there is constructive receipt. 

· Compare accrual, where money owed is income; difference is in constructive receipt, client has offered to pay.

· Character of the income - ordinary or capital gain.

· Imputed income-Benefit from using property that you own or providing services to yourself.  No tax consequence
Gross Income

Minus Deductions Above the Line (listed in §62(a))

AGI

Minus std. Deduction or deductions not listed in §62(a)

Minus personal exemption

Taxable Income


· Congress intended to tax all gains except those specifically exempted - "Full measure of taxing power"

· Undeniable accessions to wealth, clearly realized, and over which the taxpayer has complete dominion"

· Reg. § 1.61-1(b)
Cesarini - (Money in piano)

· Taxpayer argument - when gained undisputed possession.

· Court says undisputed possession is when found (used stated law; this is common for transfer of title of property.)

Revenue Ruling 79-24  - 

· If services are paid for other than in money, the FMV of the property or services taken in payment must be included in income.  

· If the services were rendered at a stipulated price, such price will be presumed to be the FMV of the compensation received, absent evidence to the contrary.

Rev Ruling  91-36 - If customer of an electric utility participates in an energy conservation program for which the customer receives a rate reduction or nonrefundable credit on their bill, the amount is not includable in the customer's gross income under § 61 of the Code.


· Principle - if pay the obligation of another, there is income

· Case involved company that wanted to pay executive's taxes.  

· IRS ruled that it was compensation

· Mortgage is obligation           Income

· Taxes obligation
Income

· Utilities not necessary obligation      if cancelled, not income

· Housecleaning - not income.  Not a gift because not gratuitous

· Problem:

· Martha gives cabinets to Larry; in exchange, Larry relieves two months' mortgage payment

· Income to Larry:  § 1.61-1(a) Whatever form received, still income

· How much? §1.61(d)(1)- FMV (What a willing buyer would pay a willing seller if neither were compelled; both with knowledge of relevant facts; if services are rendered at a stipulated price, such price will be presumed to be the FMV of the compensation received absent evidence to the contrary
· Exchange of property - the amount included in income is the tax cost basis.

· If property is intended as compensation, the difference between the amount paid and the FMV is included in income.  This is the tax cost basis.  When sell, include it in income.


· Pellar's paid less for the house than its value.  Was the difference income?  Paid $55,000; Value $70,000; Income for excess value?

· General Rule - Purchasing property, even for less than its value does not cause income.

· When might it be income?

· Focus on relationship between the parties

· If it is more than a mere purchase (e.g. employer/employee) §1.61-2(d)(2)(i)

· In a business relationship, it is unlikely the court will be persuaded that it is a gift.

· The excess value will be taxed when the house is sold (note: will be taxed as capital gain unless there is an exclusion which there is for residences.

· Express exclusion:  Employee discount for goods normally sold by the employer (§ 132(a) & (c))


(Trip to Vegas)




reward for increased performance

· Income includes any economic or financial benefit conferred as compensation

· Valued at what the company paid for it

· Not talking about § 61 (a)(12) discharge of indebtedness; this is discharge by repayment of an obligation

· Claim of right - if a taxpayer receives earnings under a claim or right and without restriction as to its disposition, he has received income.

· Even though it may still be claimed that he is not entitled to retain the money

· Even though he may still be adjudged liable to restore is equivalent (illegal acquisition)(embezzled funds, James test)

· If report under claim of right doctrine, entitled to a deduction if subsequently required to return the money.

· Applies even if taxpayer keeps the money separated and does not spend because of voluntary restraint (unless deposited with clerk of court or in escrow)

· Interest is not determinative

· If:  customer determines when it will be returned   Indiana 

(or customer's actions control when it will 
         Power and

be returned)- other party does not have dominion   Light

and control, and it is not income

· Even though co-mingled and the company 

is free to use it, the customer still determines 

when it has to be returned - so not income

· Critical factors

· Contractual relationship

· Who controls whether the money is

returned; therefore, recipient is not in

complete dominion


Company was not taxed in 1916 because might never receive it

When became entitled and actually received, became income

· Income in year became entitled to it

· Deduction in year find out have to give it back

· § 1341 - taxpayer may choose benefit.  

· Credit for tax that would have been saved, or
· Deduction from income.

· Look beyond what the parties call them

Rent - § 1.61-8(b) - rent paid in advance is income when received regardless of period covered.

Tufts v. Commissioner - because of obligation to repay, taxpayer is entitled to include the amount of the loan in computing his basis in the property.

· Acquisition debt is included in taxpayer's basis

· This is a great deal for taxpayer, because can depreciate a depreciable asset (not bare land) on the whole amount.



Amount realized - adjusted basis = Gain (§ 1.61-6(a))  §1001(a)

Adjusted basis - amount realized = Loss

Amount realized - Sum of any money received plus the FMV of the property (other than money) received  § 1001(b) (§1.1001-2)

Basis - unrecovered cost;

· E.g. If get insurance money and don't fix the house, basis decreases, because recovered some of the cost.
· Improvements - increase basis

· Depreciation - decrease basis

· §1001(c) - All gains realized are recognized, unless there is a non-recognition provision.

§ 1016(a) - Adjustments to basis


General Rule:  Expenses, receipts, losses, properly charged to capital account (add structurally to the house)

· Re-finance proceeds not added to basis unless used for an improvement to the house.

Recourse liabilities - liability beyond the property itself (if debt exceeds value of property, may go against other assets

Non-recourse liabilities - just get the house.

Exchange of property for services

· When exchange property for services, the difference between the amount paid and the FMV is included in income.  This becomes part of tax cost basis.

· E.G.

· Clare gives painting for $5,000 medical services debt.

· Painting has FMV of $5,000.  

· Clare invested $100 in materials and 25 hours; her wealth has increased, but the Code waits until she disposes of it to tax.

· Amount realized
$5,000 (discharge of debt)

Adj. Basis

     100 (tax cost basis)

Gain on exchange
$4,900

Clare's 25 hours is imputed income (providing her own services)

Value of property exchanged

· In an exchange of property of unequal value, basis is the FMV of the property received.

· Philadelphia Park Amusement
· Because:

· If FMV of property received is less than for that given, taxpayer would unfairly get untaxed stepped-up basis

· If FMV of property received is greater than that given, taxpayer would be double taxed.

· Taxpayer is taxed on the difference between the adjusted basis of the property given and the FMV of the property received.

· If the value of the property cannot be calculated with reasonable certainty, assume the values of exchanged property are equal, and use the value of the item given.


· Bequest - personal property

· Devise - real property

· Inheritance - intestacy

§ 102(a) General rule - Income does not include property acquired by gift, bequest, devise, or inheritance

§ 102(c) - Employee gift - generally a gift from employer to employee is not excluded from income

exception to this is § 1.102-1(f)(2) if employer/employee are family members, may be a gift rather than compensation

Duberstein - leading case on whether a transfer is a gift.

· Transferor's intent is the dominant reason

· Must be determined case by case - just because there is no legal obligation to transfer the property, does not mean it is a gift.

· Detached and disinterested generosity

· Affection, respect, admiration, charity or like impulses

· Generally the donor has mixed motives.

· Facts that support not a gift:

· Structured regular program

· Sizeable in comparison to his salary

· Sizeable payments to someone who regularly provides services 

Wolder
· Even though in the form of a bequest, court found that is not the end of the analysis

· Look at agreement

· Said clearly in will "for services"

§102 - Value of property acquired by gift, bequest, or devise is not included in income, except
§ 102(b)(1) - the income from property given as a gift is income

§ 102(b)(2) - Gift or bequest is of income from property, is included in income


§ 1015 - Basis of recipient is the same as it would be in the hands of the donor or last preceding owner by whom it was not acquired by gift,

Except
§ 1015 - if donor's basis is greater than the FMV of the gift, the basis to the recipient is the FMV for the purposes of determining loss.

· Reg. § 1.1015-1(a) general rule

· Gain:  Amount realized - Donor's basis 

· Loss:  FMV - amount realized

· So use FMV as basis if these two conditions are met:

1. Testing for loss

2. FMV at time of gift was less than donor's basis

Note:  If sell for amount between FMV and donor's basis, will always be no loss, no gain.  


Basis of the transferee is the sum of amount of increase for gift tax pd and the greater of

· Amount paid by the transferee, or
· Transferor's adjusted basis at the time of the transfer

Basis of property acquired from decedent (§ 1014 (a)(1)
· In general, the FMV of the property at the date of death

§ 1014(e) applies if donor gives property to donee and donee dies within one year, giving property back to original donor.

· Then, basis of final donee will be the basis of the decedent (which was the donor's basis when he transferred it), rather than the stepped-up basis.


· § 121 (a) - Income shall not include gain from the sale or exchange of property if the property has been owned and used by the taxpayer as principal residence for periods aggregating 2 or more of the last 5 years.
· Limitations

· Shall generally not exceed $250,000 § 121(b)(1)

· If H and W make joint return $500,000 limit if:

· Either spouse meets 2/5 ownership requirement and
· Both spouses meet use requirement and
· Neither is ineligible by reason of paragraph 3.

· If H and W do not meet the above requirements, the limitation is 

· The sum of the limitations ($250,000) to which each spouse would be entitled if they had not been married.

· Each spouse shall be treated as owning the property during the period that either spouse owned the property

· For example, in problem 1c of Chapter 6:

· If Jennifer were not married, her limit would be $250,000

· Brian's limit would be 0

· As if each spouse had not been married.

· Speaks only to the limit.  In the problem, the gain was $325k and their limit is $250k

Section 121 (c)(2) sets a new limit on how much of the gain is excludable:

· § 121 (c) applies if H and W fail to meet ownership and use requirements or they claimed a gain on a sale more recently than two years and the sale is by reason of a change in employment, health, or, unforeseen circumstances. (§ 121 (c)(2)

· If this section applies, the limitation is:

· Shorter of period of use and ownership or time since last sale

· Over two years

· That portion of the $500,000 may be excluded from income

· § 121 (d)(3) says this applies in former spouse cases where one spouse has the property (by transfer from other spouse because of divorce or separation); the possessing spouse takes the period of ownership and use from transferring spouse.

Tacking - can use ownership and use of spouse or former spouse to meet 2/5 rule only if pursuant to divorce decree.

(A) ownership

(B) use - so e.g. H owned the house; W gets house in divorce decree - if wants to sell right away and use your $250,000

To determine whether a place is principal residence
· Have case law and revenue rulings under § 1034

· Generally, action to avoid taxes is not evidence of bad faith.

· Look at:

· Location vis a vis place of business

· Amount of time spent at residence

· Involvement in the community

· Where taxpayer voted

· Where taxpayer licensed car

· Good faith of taxpayer 

Section 121(d) Special Rules:

(d)(1) just like (b)(2)(B)

(d)(7) Just be aware.  Set up for people in nursing homes

(d)(6) Cannot exclude gain attributable to depreciation.  Applicable to residence used for home office

· Because have gotten the tax benefit from the depr.

(d)(3) Inter-spouse gain not recognized; take basis as if gift


· Not about what the lender receives

· Rather - what the debtor gets for forgiveness of debt.

· In analyzing these problems:

· Always think about gift - no tax; supported by relationship

· Could be compensation for services - tax; supported by language

Revenue Ruling 84-176; §1.61-12 - could be medium of compensation

· This is not forgiveness.  It is paying a debt in services

· Kirby Lumber
· Company sold bonds, and then were able to buy them back at lower price.  Why?

· Business is in trouble - want bird in the hand

· Market changed and bondholders want to sell and invest in more attractive investment

· Court said this is income

· Company was solvent at all times

· Balance sheet of the taxpayer reflected an increased net worth; that is used to have assets that were offset by obligation; the obligation is no longer there

· This is an accession to wealth

· Kerbaugh distinguished

· Marks were davlued

· No discharge of indebtedness because transaction was overall loss

· Dallas Transfer and Terminal Warehouse
· A falls behind in lease pmts to B; A is insolvent; B agrees to take 25% of payments in arrears and lower the rent in the future
· Court said no income
· Did not result in debtor acquiring something of exchangeable value in addition to what he had before.
· Reduction/extinguishment of liability without any increase in assets.
· Absence of such gain or profit as is required to come within the definition of income.
· If on the above facts, A were solvent after the debt reduction, Board held that debtor realized income to the extent that the discharge of indebtedness made the debtor solvent.
· Forgiveness of the debt does not generate income if payment of the debt would have been deductible.
This whole line of cases has been replaced by §108
· § 108 only applies to income from discharge of indebtedness;  always watch for compensation

Exchange of property
Example:  Bill borrowed $75,000 from Judy; Bill becomes insolvent

Bill transfer land to Judy to pay debt.  He paid $25,000 for land; FMV $30,000;

· Bill realizes $5,000 gain on property; Judy's basis is $30,000

· Amount realized §1001-2(a)(1) includes amount of liabilities discharged; Prior to transaction:

Assets


Liabilities
$95,000 equip and land

$125,000    (insolvent)

· After transaction

$70,000 FMV equip

$50,000      (solvent)

· Amount forgiven $45,000

· § 108(a)(3)
· Amount of income excluded in limited to amount of insolvency; so much include the amount corresponding to solvency, here $15,000

· § 108 (b)(1) Reduction of tax attributes (basis reduction is last in line)  Limit on basis reduction in § 1017 (b)(2)
· Are we within the scope of §1017?  §108(b)(2)(3) puts us there

· Reduce basis by amount of exclusion with the limit:

· Bases of property after discharge minus

· Aggregate of liabilities after discharge

· Here, $70,000 bases minus $50,000 liabilities

· $20,000 limit on reduction in basis

· $45,000 was forgiven, so reduce equipment by $20,000

· This will be reflected in defendant when asset is sold - operates as a deferral 

· Judy will be able to take $45,000 deduction for bad debt business loss.

Zarin
· Contested debt

· Subsequent settlement would be treated as the amount cognizable for tax purposes

· Dispute is taxpayer "I can't pay it" and settlement for smaller amount

Presslar
· Only when debt is unliquidated the doctrine applies

· I.e. no dollar (face) amount of the debt

Gehl
· Owe debt that cannot pay, so start transferring land to credit association

· Basis -$32,000; FMV $77,725

· IRS says ar = $77,7225

· Gehls want to characterize this as discharge of indebtedness because no tax for discharge ecuase has exception for insolvency.  No exception for gain.

· Court says this is gain, because they are using to pay off - not forgiven.

· So don't get § 108 

· No genuine dispute about debt

Merkel
Guarantee of other's debt - contingent liability

· Only liability if more likely than not will have to pay

· Concern is with immediate ability to pay the tax

· If liabilities are quite speculative, will probably not affect the ability to pay immediately.

§108
· If become solvent as result of discharge of indebtedness, only recognize income to the extent of the amount of solvency.

§ 108 (e)(5) Purchase money loan

· If taxpayer is solvent at time of discharge and lender reduces the debt owed for purchasing the goods, will be treated as retroactive reduction in purchase price.

Revenue Ruling 84-176
· Seller shipped part of goods

· Buyer paid part of money owed for entire order

· Buyer sued for failure to ship rest

· Settle suit for forgiveness of part owed.

· Lost profits - cannot exclude from income

Qualified Real Property Indebtedness § 108(a)(1)(D)
1. Do not have to be insolvent

2. Do have to be dealer in land - broker, developer

3. Have to have sufficient basis to absorb all the reduction (deferral of income)

Tax Court





Gross Income





Glenshaw Glass





Old Colony Trust





Pellar v. Commissioner





McCann v. U.S.





Effect of an Obligation to Repay








North American Oil





Gains Derived from Dealings in Property





Gifts, Bequests, and Inheritance





Sale of principal Residence, § 121








Income from Discharge of Indebtedness





Basis in Property Acquired As a Gift





Basis in Part Gift, Part Sale - § 1.1015-4
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