TAX OUTLINE

INTRODUCTION

CHARACTERISTICS OF INCOME

1. GROSS INCOME(§61a: except as otherwise provided, gross income is all income from whatever source derived, including (but not limited to):

a. Compensation for services (fees, commissions, fringe benefits, etc), gross income derived from business, gains derived from property, interest, rents, royalties, dividends, alimony, annuities, income from life insurance, pensions, income from discharge of indebtedness, distributive share of partnership gross income, income in respect of decedent, income from interest in estate/trust.

2. Haig-Simons definition/Glenshaw: [income] = [taxpayer’s personal expenditures/consumption] +/- [increase/decrease in taxpayer’s wealth]

3. Glenshaw: punitive damages were undeniable accessions to wealth, clearly realized. Thus, all gains are taxable whether traceable to labor, capital, or mere good fortune.

4. Putative Tax On Tax Benefits: putative tax on tax benefit is reduced salary [salary of 168,571 is same as 100,000 w/ tax-free benefit of free room/bd worth 48,000 (p379-85)

5. Vertical equity: those who are not similarly situated should not pay same amt in taxes

6. NON CASH BENEFITS [IN-KIND: receipts in form other than cash payments]
a. MEALS AND LODGING

i. §119a1: excludes from income value of meals if: 

1. Employer furnishes meals to employee, spouse, or her dependants 

a. ”Furnished”(Kowalski: held §119 does not cover amounts reimbursed by state for meals and thus meal allowance must be included in income. 

2. For convenience of employer
a. §119-1a2: for meals furnished w/o charge. regarded as furnished for convenience of employer furnished for substantial noncompensatory business reason, even if also furnished for compensatory reason. Doesn’t need to be principal reason.

b. Regarded as furnished for substantial noncompensatory biz reason when:

i. Furnished to employee during his working hours to have him available for emergency call during meal period

ii. If employer’s biz is such that employee must be restricted to short meal period 

iii. If employee could not otherwise secure proper meals w/n reas meal period (peak work load during meal time) 

1. Insuff eating facilities in vicinity of Er’s premises
c. For meals furnished with charge, not regarded as furnished for convenience of employer if employee has choice of accepting meals and paying for them or of not paying for them and providing meals in another manner

3. Meals are furnished on business premises of employer. 

ii. 119a2: Excludes value of lodging if:

1. Furnished on biz premises by employer to employee, spouse, her dependants

a. “Business premises”(some cases cts have held that employer’s business premises include homes located near but not on property where employer conducted most of biz.

2. Is provided for convenience of employer, and   

a. “Convenience of employer”(Benaglia: may est that meals/lodging were for convenience of employer by showing employee is reqd to be on-call even when employee is not working.
3. Employee is reqd to accept lodging as condition of employment

a. In order to properly perform duties of his employment
iii. §119b2: in determining whether meals are furnished for convenience of employer, does not matter whether a charge is made for such meals, and the fact that the employee may accept or decline such meals 

iv. Meals are generally not excluded if before and after working hours but there are special rules for restaurant workers (1.119-1a2iid)

v. If tests are failed, FMV of items furnished is measure of income. Value of lodging may be deemed equal to amt charged (even if it costs more/less to Ee and Er)

b. FRINGE BENEFITS: 

i. Fringe benefits: In-kind benefits furnished by Er to enable Ee to perform job properly

ii. In-kind benefits: fringe benefits that relieve Ees of expense that they would otherwise bear out of after-tax income.

iii. 1.61-1a: gross income includes income realized in any form, whether in money, property, or services.

iv. 1.61-2d1: if services are paid for in property/services, fair market value of property/services taken in payment must be included in income as compensation.

v. Policy rationale: 

1. long-established biz practice

2. biz reasons for providing fringe

3. restricted choice for Ees.

vi. §132: gross income shall not include any fringe benefit which qualifies as a – 

1. (b) No-additional cost service: service provided by employer to employee that is:

a. offered for sale to customers in ordinary course of line of biz of employer in which employee is performing services, and 

b. employer incurs no subst additional cost in providing such service to employee

2. (c) Qualified employee discount: exclusion for discount is limited to qualified property/services sold in line of biz in which employee is providing services

a. Qualified prop/services: excludes real prop and personal prop held for investment.

b. If purchasing goods: can exclude discount up to employer’s gross profit percentage (132c1A)

i. Gross profit %: [aggregate sales price – aggregate cost] / [aggregate sales price]

c. If purchasing services, may exclude discount up to 20% of price at which services are offered to customers

3. (d) Working condition fringe: property/services provided to Ee to extent Ee would have been able to take 162/167 deduction had he paid for it.
4. (e) De minimis fringe [any property/service the value of which is so small as to make accounting for it unreas or administratively impracticable(parties, soft drinks, local calls]

5. (f) Qualified transportation fringe (includes cash reimbursement)

a. (1) transportation in commuter highway vehicle if such transportation is in connection w/ travel to and from employee’s residence and place of employment, 
b. (2) any transit pass, 
c. (3) qualified parking(parking provided to an employee on or near biz premises of employer or on/near location from which employee commutes to work by transportation described in A, commuter high way vehicle, or carpool.
d. **Can exclude up to $175/month (132f2B)
6. Qualified moving expense reimbursement fringe

vii. 132j(Non discrimination rule: exclusions apply to 132a1, 2 only if there is no discrimination. Exclusion doesn’t apply to highly compensated employees unless such fringe benefit is available on substantially the same terms to each member of a grp of employees which is defined under reas classification set up by employer which doesn’t discriminate in favor of highly compensated employees.

viii. 132h: Who is employee for purposes of this section?: includes any indiv who was formerly employed by such employer in such line of biz and who separated from line of biz for retirement/disability, any widow/er of employee.

1. Also includes spouse/dependant children of Ees for purposes of 132a1, 2. 

ix. On-premise athletic facility: gross income shall not include this if located on biz premise and operated by Er (132j4a)

x. Charley: travel credits converted to cash in a personal travel account established by employer constitutes gross income to employee. He received frequent flier miles at basis of zero, then exchanged them for a gain. Thus they are taxable b/c he can’t show they qualify for exclusion (no 132b exclusion b/c the corp did not offer the miles to customers in ordinary course of biz)

xi. Turner: value to petitioners of steamship tix they won was not equal to retail cost. 

c. IMPUTED INCOME

i. Defined: benefits people derive when they use their property and their own services to provide benefits directly to themselves. It is noncash increase in wealth

1. Ex: property that is the owner-occupied home(rent is imputed income.

ii. Imputed income is not taxed b/c of valuation and liquidity problems and enforcement, privacy problems. However, it may raise horizontal equity and efficiency problems b/c it may encourage persons to provide services in home rather than accept “formal” jobs outside the home (economic misallocation).  

d. WINDFALLS: PUNITIVE DAMAGES

i. 1.61-14: gross income includes punitive damages, illegal gains, treasure trove (to extent of its value in US currency and included in year it is discovered and reduced to possession), another’s payment of one’s income taxes.

ii. Glenshaw: income includes “undeniable accessions to wealth, clearly realized, and over which taxpayers have dominion and control.

e. GIFTS
i. §102: gifts, bequests, inheritances are excluded from income unless gift is given by employer to employee for employee’s benefit (102c)

1. inexpensive gifts like Christmas turkeys may be excluded as 132 de minimis fringe however

2. in effect bars employers from assuming their employees’ tax burdens by foregoing otherwise allowable deductions.

3. 74c: there is exclusion for employee achievement awards 

4. tips: 1.61-2a1(tips constitute compensation for services that must be included in gross income. There is element of compulsion, and is recompense for past services.

ii. Gift tax treatment of gift and income tax treatment of gift are 2 separate matters

1. Income taxation of gift: donee recognizes no income and donor receives no deduction (so taxing donor)

a. This allows for increase in revenue b/c donors are usually in higher tax bracket, reflects psychic value of giving (by treating cost of gift as consumer purchase), but it allows donee to go untaxed on increments in wealth.

b. Rationale: most gifts are made w/n families.

iii. §274b: allows one to deduct as ordinary/necessary biz expense the first $25 of any biz gift.  Denial represents form of surrogate taxation (person who is taxed on income of another person)

iv. Defined. Duberstein(gift is transfer that stems from “detached and disinterested’ generosity of donor out of affection, respect, admiration, charity or like impulses [very subjective, look to intent of donor]

1. Unexpected Cadillac was intended as compensation for past service or inducement for future service so was taxable.

v. Harris: person is entitled to treat cash and property received from lover as gifts, as long as relationship consists of something more than specific payments for specific sessions of sex.
vi. Olk: ct reqd inclusion of money given to dealer in casino by gamblers b/c gamblers hoped to benefit so didn’t gift out of detached interest. Highlights difficulty of applying Duberstein test.

vii. Welfare: excludable not under 102 but as not within contemplation of 61.

viii. Alimony: generally deductible by payor and taxable to the recipient while [child support and property settlements] are not deductible by payor and are not income to payee.

ix. In situation of non-deductible gift v. deductible compensation, consequences for employer and employee are different so must look at tax rate of both sides and how item is treated.

x. 117: excludes scholarships covering tuition, reqd fees, books, supplies, equipment at non-profit schools.

7. TRANSFER OF UNREALIZED GAIN

a. §1011: Adjusted basis(basis (determined under 1012), adjusted as provided under 1016.

b. §1012: basis of property(cost of property, except otherwise provided

c. §1016a1-2: proper adjustment wrt property shall be made for expenditures, receipts, losses with a few exceptions including exhaustion, wear, tear, amortization, depletion, etc.

d. Inter vivos gifts (made during donor’s lifetime) are decided under 1015:

1. If FMV of property ≥ the basis of property in hands of donor, donee takes donor’s basis to test gain/loss.

2. If FMV of property < donor’s basis in property at time of transfer [property has built-in-loss]:


a. First determine whether there is gain:

i. To determine gain on subsequent disposition of property by donee, donee takes donor’s basis using general rule.

b. If there is gain, you’re done. If no gain, then look to loss using special rule:

i. To determine loss, donee takes basis equal to FMV of property at time of transfer (1015a)

1. Purpose of this rule is to avoid shifting of built-in losses (that no one gets to use)

c. There may be neither gain nor loss some times(this happens when FMV < basis at time gift is made and the donor sells property at price somewhere b/w FMV at time of gift and basis at time of gift.

ii. Bequests are decided under special basis rules of 1014 [generous b/c usually means donee takes stepped-up basis]

1. Property acquired by reason of death via bequest, inheritance, or devise, takes basis in hands of beneficiary equal to its fair market value on the date of death (1014a1)

a. Thus, appreciation of property during decedent’s lifetime will never be taxed.

b. This encourages people to hold on to appreciated property until death, immobility of capital

e. Taft v. Bowers: A bought stock for 1K. Gave it to B when it was worth 2K. B sold it for 5K. B was taxed on entire appreciation (5K-1K=4K rather than 5K-2K=3K) even that which occurred before she received the property. 

i. Ct opted to tax pre-gift appreciation to the donee rather than donor. This benefits families with substantial property b/c donors (parents) are usually in higher tax bracket than donee. 

ii. This rule is pro-taxpayer b/c gifts are generally made from those in higher tax brackets to those in lower tax bracket.

f. GIFTS OF DIVIDED INTERESTS


i. 102b: All of the basis goes to the remainder interest (principal), there is no basis in life interest, and all of income from life interest is taxable, except when both life and remainder interests are sold at same time. In that case, for purposes of determining gain on sale, each interest receives basis equal to FMV at time of bequest.

1. Gift of principal is exempt from tax as a bequest and income is taxable. Distinguishes b/w bequest of principal and interest earned on it.

2. Codified Gavit.

ii. 102c: shall not exclude any amt transferred by/for Er, to or for benefit of Ee.

iii. Irwin v. Gavit: you will be taxed on an annual receipt of interest income (102b) and (273) even when gift is divided b/w life interest and remainder interest (where one person gets interest paid on a certificate of deposit held out in trust (life interest) and another gets the principal (remainder interest))

8. RECOVERY OF CAPITAL (4 RULES)
a. SALE OF EASEMENTS (partial sale(sale of portion of property)

i. Recovery of capital rule reqs taxpayer to allocate basis to the easement (portion) sold, based on relative value of sold and unsold portions of property at time of purchase (need to know relative FMV)

ii. General rule: 1.61-6: Equitable apportionment rule( when a part of a larger property is sold, the basis of entire property shall be equitably apportioned among the several parts, and the gain realized or loss sustained on part of entire property sold is diff b/w selling price and cost or other basis allocated to such part.

1. Basis of parcel sold = [total basis of all x [value of parcel sold/total value]]

iii. Exception: In some rare cases, taxpayers have been allowed to ignore the allocation rule and treat entire proceeds of partial sale as tax-free recovery of capital.

1. Inaja: ct allowed taxpayer to treat proceeds from sale of rights wrt to portion of his land as tax-free recovery of capital (thus, no portion of it was regarded as income), so he was allowed to allocate basis first to the rights sold up to the sales proceeds (b/c 1) basis allocation would’ve been hard and 2) sale was involuntary)

2. Treated entire sales proceeds as tax-free recovery of basis.

3. Applying 1.61-6 was too hard in Inaja, so ct allowed taxpayer to recover all his basis first. 

iv. Cts have permitted taxpayer to offset condemnation awards by full cost of property and to report no gain unless the amt received exceeds his entire initial investment [ex: if initial cost was 15K, and received 10K for easement, no gain would be reported on 10K even if land appreciated. Basis of remaining property is reduced to 5K, and gain/loss would be deferred until balance of property had been disposed of]

b. ANNUAL DIVIDENDS: cost is recovered last. Each annual dividend is taxed in full w/o adjustment to basis, and og investment is recovered only when stock is sold. That is b/c corporate stock is asset of perpetual life, and SH’s principal investment remains intact (no depreciation)

c. INSURANCE POLICIES

i. 101a: except as otherwise provided, gross income does not include amts received under life insurance contract if such amts are paid by reason of death of insured.

ii. 264a: no deductions are allowed for premiums on any life insurance policy, or annuity contract if taxpayer is beneficiary under policy or contract

iii. Term insurance: [purchase 50K worth of coverage for one yr for 1K] provides protection for specific term. If insured dies w/n that year, policy is paid to beneficiary and there is mortality gain of 49K. If he doesn’t, insurer retains premium, or policy cost and there is mortality loss of 1K.

iv. Whole life insurance: provides protection for entire life of insured, reqs annual premiums. [policy that provides 250K of coverage in return for annual premium of 2K] Since proceeds under this policy qualify for same exclusion under 101, makes this a tax-favored form of investment (since you don’t get taxed on the principal or interest)

1. Represents form of savings: amts paid to beneficiaries under whole life policy always exceed expected premiums received by insurance company b/c if insured lives to life expectancy, insurance company will be able to invest premiums paid in early years to earn interest.

v. In cases where insured lives exactly to life expectancy, there is no mortality gain or loss so excess of amts paid to beneficiaries over premiums paid by insured represents interest income (income earned by investing premiums and receiving interest)

vi. 101g: permits terminally/chronically ill taxpayer to exclude amts paid to her, during her life, pursuant to life insurance contract.

d. ANNUITIES 

i. Defined. A K that provides for series of payments in return for a fixed sum [ex: pay 100K in return for annual payments of 10K(if annuitant lives 15 yrs, will receive 150K. Diff b/w cost and expected return represents interest from when company invests the principal]

ii. 72a: gross income includes any amt received as annuity under annuity, endowment, or life insurance K. 

iii. 72b:  taxpayer may exclude as recovery of capital from each annuity payment the product of payment multiplied by exclusion ratio [cost of annuity K divided by expected return on annuity K] 

1. denominator = annual return x return multiple (how many times you expect to get an annual payment, life expectancy) [look at tables in 1.72-9, judging expected return at time payments began, not when investment is made]

iv. 3 ways to tax annuity payments:

1. basis/investment first: treat each payment as tax-free recovery of capital until entire investment is recovered, and then treat all payments as income (Inaja)

2. income first: treat all payments as income to extent of any income set aside for policyholder by insurance company in its policyhodler reserves. Early payments would largely be income, and then later more of each payment would be recovery of capital. 

3. pro rata: 

v. Basis recovery method of choice is pro rata method: using exclusion ratio, you figure out which portion is treated as recovery of capital and which proportion as gain included under 72a.

vi. If taxpayer outlives life expectancy:

1. all subsequent annuity payments are included as income

vii. If taxpayer dies “early,”

1. Estate can deduct difference b/w aggregant amt excluded from income under 72a and cost of K (her unrecovered basis).

2. Amt of unrecovered capital may be claimed as a loss (72b3)

viii. Deferred annuities: purchase of annuities that doesn’t provide payment for many years (like beginning at retirement)

1. Taxed the same as annuities.

2. If annuitant lives to life expectancy, annuity payments will exceed annuity costs (diff represents interest). Longer the deferral, greater the interest return on taxpayer’s annuity investment. Beneficiary pays no tax on this interest until receipt of annuity payments.

e. PENSIONS
i. Tax treatment is same as annuities, except that exclusion of one’s investment (basis) is determined by “simplified” method under which investment in K is divided by the number of “anticipated payments” specified in Code according to annuitant’s age at starting date.

9. RECOVERY FOR PERSONAL AND BUSINESS INJURIES
a. PERSONAL INJURY:

i. 104a: except in case of amts attributable to deductions allowed under 213 for any prior taxable yr, gross income does not include:

1. amts received under workmen’s comp as compensation for personal injuries/sickness

2. amt of damages (settlement/insurance proceeds) received for physical injuries or physical sickness

3. amts received thru accident or health insurance

a. whether in lump sums or periodic payments.

4. 104a2 exclusion: Personal injury(physical injuries or sickness

a. Damages for nonphysical injury would be excluded where damages represented compensation for destruction of irreplaceable personal rights, social standing.

b. Damages for loss of professional earnings (lost profits) are taxed b/c “earnings” were measurable gain to recipient

c. Exclusion is limited to “tort type” damages

d. Under this provision, tort victims are also able to defer payments in return for series of later payments, and can exclude total amt of later payments.

ii. Burnet v. Sanford: damage awards for lost profit are taxed in yr received.

iii. Punitive damages are also taxed in yr received regardless of whether they arose from physical or nonphysical injury.

iv. Compensation for destruction of property is taxable in yr received to extent it exceeds basis of the property

v. Schleier: recovery under 104 reqs not only tort-like injury but also that award be “on account of” personal injury. Recovery for back wages awarded the P for age discrimination did not occur on account of personal injury

b. Medical expense

i. 106a: except as otherwise provided, gross income of employee does not include employer-provided coverage under accident/health plan.

1. Exclusion for employer-provided medical care extends to employee’s spouse or dependants

ii. 213a: medical expenses not covered by insurance, including premiums paid for medical insurance are deductible only to extent that in aggregate, they exceed for taxable yr, 7.5% of adjusted gross income (ie; when Ee buys insurance)

1. Includes spouse, dependents.

iii. Rationale: medical expenses are involuntary expenditures that reduce wealth like a reduction in income.

iv. Dental work included

v. But, where employer pays premiums on employee’s medical insurance, amt is deductible by employer but is not included by employee in income (w/o having to meet reqmts of 213)

vi. If employer merely pays/reimburses employee medical expenses itself, payments are not included as income to the employee (105b)

10. TRANSACTIONS INVOLVING LOANS AND INCOME FROM DISCHARGE OF INDEBTEDNESS

a. LOAN PROCEEDS

i. Loan proceeds are excluded from gross income and loan repayments are not deductible 

1. Rationale: loan proceeds do not improve one’s economic condition b/c they are offset by corresponding liability (so loans do not increase net worth). Plus, repayment of loans is not treated as producing loss b/c cash paid out is offset by decrease in liabilities (resulting in no net loss)

ii. Loans are excluded from income regardless of security for loan, probable source of repayment and use of funds. 

iii. Remember to separate loan transaction from use of funds. Tax conseq of loans depends on use of borrowed funds.

iv. Recourse loans: loans on which borrower is personally liable

v. Nonrecourse loans: as to which lenders’ only recourse in case of default is against property pledged as security for loan

vi. Differentiate b/w repayment of principal of loan and payment of interest. Diff rules for interest.

b. TRUE DISCHARGE OF INDEBTEDNESS (forgiveness of debt)

i. 61a12: income from discharge of indebtedness is included in gross income  

ii. Rationale: COD income is income b/c repayment produces a benefit. Enriched by no longer being subject to liability.

iii. 108a1A and d2: a financially troubled taxpayer can exclude discharge of indebtedness income if taxpayer has filed bankruptcy petition 

iv. 108a1B, a3, d3: taxpayer can exclude discharge of indebtedness income only to extent of taxpayer’s insolvency at time of debt discharge

v. 108e5: if seller of property takes back debt on property sold and later reduces the purchaser’s debt, reduction in debt is treated as purchase. Reduction in purchase money liability by seller is nontaxable reduction in purchase price.

vi. 102: if lender cancels debt at discount as gift to borrower, borrower does not have to include the discount in income.

vii. In case of nonrecourse debt incurred to acquire/improve the property:

1. If taxpayer is relieved of nonrecourse liability in connection w/ disposition of encumbered property, debt relief is included in taxpayer’s amount realized for purpose of computing gain/loss realized in property transaction. 


2. Debt relief is included b/c debt will have been included in taxpayer’s basis for property when taxpayer acquired property (Crane) 

3. Debt relief is included in amt realized even if encumbered property is worth less than amt of debt at time the taxpayer disposes of property (Tufts)

4. Rationale: symmetry theory. If debt was included in taxpayer’s basis for property, permitting him to take depreciation deductions on property in excess of taxpayer's cash investment in property, debt relief should be included in amount realized on sale. 

5. * Otherwise taxpayer’s taxable loss would exceed actual economic loss. 

viii. Kirby: Kirby issued bonds for 12m and it purchased in the open market the same bonds at 862K. If corp purchases and retires bonds at price less than issuing price or face value, excess of issuing price or face value over purchase price is gain or income for taxable year. The resulting gain of such action is like deriving profit from speculative activity, and increased the company’s available “assets.”

1. Case stands for proposition that forgiveness of indebtedness is imposing delayed tax on what was received tax-free at time of original borrowing. COD income is tax adjustment made when assumption you would pay back loan in full proves erroneous.

2. Consider this case only as debt-discharge case. Not standing for proposition that any increase in net worth is income, whether produced by receipt of any asset or discharge of debt.

ix. Debt-cancellation: borrowed funds are not includable in income although use of borrowed funds may result in biz expense deduction (if they are used to pay wages or purchase inventory), etc.  However, Treasury is made whole when loan is repaid b/c repayment is not deductible so they have to be made out of after-tax income. Prior exclusion is balanced by later non-deduction. 

c. MISCONCEIVED DEBT DISCHARGE THEORY

i. Ex: X borrows 10K for law school and parents cancel the debt. X is not income for tax purposes b/c it was a gift (102a). This is not true discharge of debt case like Kirby.

ii. Ex: Y borrows 10K for law school and employer pays debt on her behalf as a Christmas bonus for her services rendered. Z has income of 10K but discharge of indebtedness is not apt theory b/c debt has been paid in full. As if employer gave Z 10K bonus and she used that money to pay debt. Tax should be imposed under 61a1 (income from wage), not 61a12 (income from discharge of debt). “Indirect payment” or “economic benefit.”

iii. Does Crane apply to donor’s debt relief when donor transfers  encumbered property to another as a gift and donee assumes donor’s debt?

1. Deidrich: donors gave family members “net” gift, meaning that donees agreed to pay donor’s gift tax liability. Ct held transaction was discharge of indebtedness that was part gift and part sale b/c donees assumed donor’s gift tax liability. 

2. Transfer treated as if donor sells property to donee for less than FMV. Sale price is amt necessary to discharge gift tax indebtedness and balance of value of prop is treated as gift. Thus, income to donor is realized to extent that gift tax exceed donor’s adjusted basis in property (consistent w/ 1001).

3. In this case, [Donor’s gain from sale portion of transfer] = [his amt realized as result of debt relief] – [entire basis in all assets transferred] (thus, donors were not reqd to allocate their basis b/w sale and gift portions of transfer)

4. Deidrich rule permits (in special case where in transaction, the same individual is both donee and purchaser), that donor be permitted to recover all of her basis before any income is realized. Adopts Inaja rule rather than pro rata.

5. 1.1015-4 describes this special basis rule for transfer that is part sale part gift as greater of (1) amt paid by transferee for the property or (2) transferor’s adjusted basis for property at time of transfer. 

11. TRANSFER OF PROPERTY SUBJECT TO DEBT


a. Assumption of nonrecourse mortgage is not treated as COD income.

b. 1001a: gain/loss = [amt realized from sale or other disposition of property] – [taxpayer’s adjusted basis for property sold]

c. 1001b: amount realized is sum of cash received and FMV of any property received

d. 1001c: except as otherwise provided (like by nonrecog provision), entire amt of gain/loss shall be recognized on exchange or sale of property

e. 1012: basis of property is cost of such property

f. 1011: adjusted basis means basis as provided in 1012, but adjusted under 1016 depending on circs [adjusted basis is what taxpayer recovers tax-free]

g. Transactions in mortgaged property

i. Mortgage loans: where property acquired stands as security for loan. If debtor defaults on interest/principal, may foreclose on security, auction it off, and apply proceeds to debt.

1. Mortgage loan is usually repayable, amortized, in equal installments. If property owner sells property b/4 mortgage is amortized, sale proceeds first satisfy mortgage debt w/ balance going to mortgagor.

ii. Most commercial real estate investments are financed by nonrecourse mortgage loans. Mortgagee can foreclose on property in event of default, but can’t recover against investor individually. Investor’s risk is limited to his equity (how much of his own money he put in). 

1. So should basis for purposes of computing annual depreciation be limited to his equity investment b/c he has no personal liability on debt, or should it be amount borrowed? 

a. Overall allowance for depreciation is same under either approach but diff is scheduling of allowance (larger in early yrs if mortgage is included in basis, smaller in early yrs if it is not) and timing of taxable income.

iii. Crane: Ct held that amount realized by seller of mortgaged property included both cash received from buyer and face amt of mortgage to which property was subject. Seller received economic benefit by being relieved of mortgage indebtedness, just like cancellation of personal debt. If mortgage indebtedness is included in amt realized when property is sold, it must be reflected in seller’s adjusted basis when acquired

1. Crane held that non recourse debt is to be treated as a real cost to purchaser of encumbered property despite absence of personal liability

2. Since depreciation is overstated in early years, Crane rule opens way to postponement of taxable income. It produces lower taxable income in early years and higher in later although ideal trend is the opposite. 

3. Since Crane obtained economic benefit from assumption of nonrecourse loan b/c it allowed her to realize $2500 appreciation on sale, she must treat as amt realized.

iv. We have restricted amt of deductible loss to the amt at-risk for many kinds of investments (amt at risk usually doesn’t include non-recourse loan)

h. MORTGAGE OF APPRECIATED PROPERTY [borrowing against appreciation]

i. Woodsam: is the basis for determining gain/loss upon sale/disposition of property increased when, after acquisition of property, owner receives a loan in an amt greater than his adjusted basis which is secured by mortgage on property upon which he is not personally liable? Ct held she never “disposed” of property by mere execution of second consolidated mortgage since she was owner of property in same sense before and after. 

1. Procedure: X purchased building for 100K. Appreciates to 350K. X needs money for other purpose so places mortgage on property. Receives 350K in loans and puts property up as security subject to nonrecourse mortgage. Mortgage transaction purports to be a loan, and loans are usually realizations, but here, X may have realized a “gain” to extent that mortgage loan proceeds exceeds his basis in property (considering he doesn’t have to pay back). 

2. Woodsam argued that when mortgage loan took place, there was realization. And thus, basis of property at time it was later sold should be increased to reflect this earlier event.

3. While borrowed funds used to acquire property are included in basis, subsequent borrowing against appreciation does not increase basis nor does it req recognition of income (is considered untaxed appreciation)

4. Even if amt borrowed on non-recourse mortgage exceeds basis of property so that gain is “locked-in,” no income is recognized at time of borrowing. Even w/ non-recourse loan, owner gets benefit of further appreciation. If property is later transferred subject to mortgage, amt realized includes earlier loan proceeds. Assumption of liability is included in amt realized even if it wasn’t included in basis. 

ii. Tufts: 

1. Issue: whether Crane rule applies when unpaid amt of nonrecourse mortgage exceeds FMV of property sold. 

2. X borrowed 1.85m to construct building and used 45K of own money. Debt was evidenced by nonrecourse note secured by mortgage on building. They took depreciation deductions of 450K, reducing basis to 1.4m. They paid none of loan principal and sold property to another investor who just took building subject to mortgage and $250. On date of sale, FMV of property was not greater than 1.4m. Taxpayer argued that no more than 1.4m could be included in amt realized so no gain should be recognized, but since Crane said nonrecourse loans should be treated as true loans, Ct held that they had realized full unpaid balance of mortgage debt (1.85m) and must recognize taxable gain of 450K. Ct said they had included loan in their basis on understanding they had to repay full amt, and thus when obligation was relieved, they had necessarily realized value of that extent under 1001b. Thus, FMV of property becomes irrelevant. 

3. They only lost 44,750 of 45,000 investment but deducted 440,000 in losses, so must give back 395,250 of depreciation deductions.

4. Tax consequences must eventually match economic ones.

PROBLEMS OF TIMING

12. GAINS FROM INVESTMENT IN PROPERTY

a. REALIZATION(1.1001-1a: gain or loss is realized when property is exchanged for cash or other property, differing materially either in kind or extent (Cottage Savings)

i. Income tax is a tax on transactions rather than on income in economic sense (b/c of realization reqmt)

ii. Realization reqmt creates incentives to do things that make no sense economically(suppose you have land with basis of 30K and value of 100K. You want to sell it so you can purchase other land you could develop more profitably. But you hold onto it b/c you don’t want to pay tax on immediate realization of 70K. By holding it, you can defer tax, or even avoid altogether via bequest w/ a stepped-up FMV basis under 1014.

b. Cottage Savings: Exchanged properties are materially different if they embody legally distinct entitlements. 

i. In this case, a savings & loans assoc exchanged a “pool” of residential mortgages that had declined in value for another pool. For tax purposes, Ct held that exchanged mortgage pools embodied legally distinct entitlements (since obligors on mortgages varied b/w 2 pools), and that exchange was realization for tax purposes.

ii. In this case, participation interests exchanged b/c loans were made to diff obligors and secured by diff homes. Thus Cottage realized its losses at point of exchange. 

c. RECOGNITION(1001c: realized gains/losses are recognized unless otherwise provided by nonrecog provision.

i. NONRECOGNITION: if one of the nonrecog rules apply to transaction, taxpayer’s realized gain/loss from transaction will be deferred 

1. 1031-1045 provide series of nonrecog rules that apply in certain property transactions

ii. Policy rationale: Gain/loss should NOT be recognized if:
1. transaction doesn’t generate cash w/ which to pay the tax (practicality)

2. transaction is one in which gain/loss is difficult to measure (valuation)

3. nature of taxpayer’s investment hasn’t changed significantly (fairness)

4. in order to encourage mobility of capital (economic goals)

iii. 1031: provides for nonrecog of gain/loss realized on exchange of trade or biz or investment property for like-kind [qualifying] property that will also be used in taxpayer’s trade/biz or held for investment (property must be held for productive use in trade/biz/investment)

1. Code considers new investment in such cases to be mere continuation of old one.

2. 1.1031a-1b: like-kind refers to nature/character of property and not to its grade/quality

3. Recognition cannot be avoided if property is initially sold for cash, even though proceeds of sale are promptly reinvested.

4. Does not apply to exchanges of inventory, stocks, bonds, contract rights, etc (1031a2). Only permits nonrecog when investment continues in same kind of illiquid property b/c taxpayer has not “cashed in” on gain.

a. Inventory: property held for sale to customers in ordinary course of biz

b. Ex: not ok to swap farm for residential property that you allow children to live in rent-free from time of exchange and later give it to them (this was not acquired for investment but as gift) 

5. Thus, test each party to an exchange separately. Ask how that person held property given up and how that person will hold property acquired (to farmer, tractor is for productive use in biz, for tractor dealer, tractors are inventory) 

6. Admistrative regs treat all real property (developed, undeveloped, commercial, residential) as like-kind

iv. However, 1031 still applies even if taxpayer receives both like-kind property and other property (boot, nonqualifying) 

1. Defined. Money, or property that is transferred as part of like-kind exchange but is not like-kind property.

2. Boot changes nature of investment so must recognize gain. Paying boot is disposition of prop so must recognize

3. If receive boot in 1031 exchange, any gain realized is recognized up to value of boot (1031b). Loss is not recognized so boot is not taxable in such a case (1031c). 

4. Receipt of boot does not trigger recog of loss on like-kind portion of exchange.

5. If gain is recognized in like-kind exchange:

a. [basis of like-kind property received in exchange] = [basis of property given up] – [FMV of cash and other boot received] + [gain recognized] (1031d)

6. Basis in noncash boot received is its FMV (1031d)

v. Basis:  1031d: taxpayer’s basis in property received in 1031 exchange equals taxpayer’s basis in property given up in exchange

1. However, when gain is recognized b/c of boot, basis must be increased in amt recognized so gain will not be taxed again (basis of like-kind property received plus basis of boot must equal basis of original property plus amt of gain recognized)

2. Of total basis calculated, portion equal to FMV of boot must be allocated to the boot, w/ remainder allocated to like-kind property received.

3. If boot is paid rather than received, party paying boot adds amt of boot to basis of property acquired in exchange.     

vi. 1.1031d-2:

vii. Non-simultaneous exchanges even qualify for 1031 provided the rqmts are met  

viii. When like-kind exchanges involve properties subject to debt, any net reduction in debt due to exchange is treated as cash received (boot for purposes of computing gain recognized in exchange).

1. Taxpayer’s debt relief = [any liability taxpayer gave up in exchange] – [(any liability taxpayer assumed in exchange + (any cash that taxpayer paid in exchange)]

d. Revenue Ruling 82-166: exchange of gold bullion held for investment for silver bullion held for investment does not qualify for nonrecognition of gain under 1031 b/c silver and gold are intrinsically diff metals, used in diff ways, so are not property of like-kind (p275). 

e. Eisner v. Macomber: Ct held that stock dividends could not be treated as income b/c it takes nothing from property of corp and adds nothing to property of SH (codified in 305a) [SHs were no richer after add’l shares were received than before, but in case of cash dividends, same thing happens. SH who owns stock worth $110 prior to payment of $10 dividend is no richer after dividend is paid when the stock drops to $10]

i. This case held that tax law applies differently depending on whether dividend is received in stock or in cash.

ii. Case is associated with doctrine that it normally won’t be interpreted as including unrealized appreciation in income.

iii. Aim of tax law is to impose tax on “dividends” when asset representing corporate earnings are transferred to SHs. But stock dividends merely give SHs add’l pieces of paper to represent same equitable interest, not transferring assets or creating new priorities.

iv. Stock dividend more closely resembles simple accumulation of earnings than does a cash dividend. More like first share increasing in value.

v. Macomber did not receive cash payment from company. If she wanted cash amt equivalent to stock dividend, she would have had to sell dividend shares to other investors. 

vi. Now, scholarly consensus tells us that Congress has power to tax unrealized appreciation

vii. Now, a pro rata stock dividend of common stock on common stock does not result in taxable income.

f. LOSSES

i. Cottage:

ii. Revenue Ruling 84-145: commercial air carrier subject to regulations of Civil Aeronautics Bd did not sustain deductible loss of capitalized costs under 165c b/c of devaluation of its routes authorities that resulted when Deregulation Act became effective. In this case, taxpayer did not sell/abandon as completely worthless its route authorities. Value was subst reduced after Act became law, but mere diminution in value of operating rights does not constitute elimination/abandonment of completely worthless asset. There was also no closed/complete transaction fixed by identifiable events b/c taxpayers operating rights remained unchanged. 

g. GAIN ON SALE OF A HOME

i. 121: gross income does NOT include certain gain on sale/exchange of home. If taxpayer owned home and used it as principal residence for periods aggregating at least 2 yrs over 5-yr period ending on date the taxpayer sold it. (121a)

1. Thus, sale of vacation home wouldn’t qualify.

2. Amt of gain that 121 excludes from income on given home is generally limited to 250K (121bo1)

3. For married taxpayers, exclusion limit is 500K as long as both spouse have used home as principal residence for 2 of prior 5 yrs. (121b2)

4. 121 can’t apply to any taxpayer more than once every 2 years. (121b3A)

13. TRANSFERS INCIDENT TO MARRIAGE AND DIVORCE

a. Davis: Ct held that transfer of appreciated property incident to divorce was realization event to the transferor. Exchange of property for freedom from marriage was similar to exchange of property for services or other non-like-kind property and so was taxable. Holding here did not apply to transfer b/w divorcing spouses of property held as community property.

i. This case was overturned by 1041, but may still apply for property transferred in anticipation of marriage.

b. Farid-Es-Sultaneh: taxpayer-wife sold shares of stock which she had received from husband pursuant to antenuptial agreement where she surrendered all marital property rights in husband’s estate.  Ct held that transfer of stock was not gift for income tax purposes but exchange of valuable property interests, so basis was FMV of stock at date of transfer rather than basis carried over from husband’s basis.

i. Transfer of appreciated property to wife pursuant to antenuptial agreement was treated as sale of inchoate marital rights by wife who then received FMV basis in prop.

c. 1041: no gain/loss is recognized by either party on transfer of property to (1) spouse, or (2) former spouse, provided that transfer is incident to divorce and occurs within 1 yr after date. Will be treated as gift for income tax purposes

i. Overruled Davis and Farid

d. 1041b: basis of transferred property in hands of transferee will be adjusted basis of transferor.

e. Alimony rules: DO WE NEED TO KNOW?

14. ANNUAL ACCOUNTING

a. 446: provides that taxpayers may adopt following accounting methods:

i. cash method

ii. accrual method

iii. any other special accounting method permitted by Code

b. NOLs suffered in any year can be carried back to previous two taxable years. The taxpayer files an amended return for prior yr reducing its income for that yr by the loss carryback. This amended return produces a refund for the taxpayer. Any loss not used up in offsetting income from prior yrs can be carried forward and applied against income from the next 20 yrs.

c. May opt to carry loss forward rather and forgo the loss carryback.

d. Mechanics:

i. Loss carryback is applied first against income from earlier eligible prior year

ii. Any loss left after reducing operating income to zero in that year is applied against income from next earliest year 

iii. Loss carryforwards are applied first against income recognized during first yr following loss

iv. Any loss leftover is applied against income recognized during following year, and so on

e. 172a: there shall be allowed as a deduction for the taxable year an amt equal to aggregate of (1) net operating loss carryovers to such year, plus (2) net operating loss carrybacks to such year. 

f. 172b: NOL is equal to NOL carryback to each of 2 taxable yrs preceding taxable yr of such loss plus NOL carryover to each of 20 taxable yrs following taxable yr of such loss.

g. 172d: modifications for individuals

i. 172d1: provides that you do not include NOLs to calculate NOLs

ii. d2: provides that, while capital gains are included in income, capital losses are included only to the extent of capital gain (they zero out capital gains)

iii. d3: provides that no personal exemption deductions are allowed in calculating an individual NOLs.

iv. d4: in noncorp taxpayer, deductions allowable which are not attributable to a taxpayer’s trade/biz shall be allowed only to extent of amt of gross income not derived from such trade/biz.

1. Any gain/loss from disposition of property used in trade/biz, real prop used is attributable to trade/biz.

h. Exceptions [both apply where return was correct at time it was filed, but subsequent event renders it incorrect]

i. CLAIM OF RIGHT DOCTRINE: where two taxpayers claim ownership over same stream of income, taxpayer who has possession of income is taxed on income despite the dispute (North American Oil Consol. v. Burnet)

1. If taxpayer is later forced to give up this income, adjustment in tax liability will be needed

2. Adjustment is not made on return for yr in which amt was included but adjustment takes form of deduction in yr in which income is repaid. (US v. Lewis)
3. What happens if tax bracket in yr of repayment is lower than it was in yr of inclusion?

a. 1341: If item was included in gross income for prior taxable year (or years) b/c it appeared that taxpayer had unrestricted right to such item, and if in later year it is est that taxpayer did not have claim of right to the item, a deduction exceeding $3K is allowable, and tax for the later yr will be whichever of the following is lesser: 

i. tax in later yr computed w/ deduction

ii. tax in later yr w/o deduction, but reduced by amt by which tax in earlier yr would have been decreased if item in questions had been excluded from earlier yr’s gross income. 

b. Thus, taxpayer can be in no worse a position than if item had never been included in gross income.

4. Will use tax bracket of year of inclusion but if tax bracket is lower in yr of inclusion than in yr of repayment:

a. 1341: allows taxpayer to deduct the amt repaid, in yr of repayment, despite the fact that deduction saves taxpayer more than she paid in tax when item was included in the earlier yr.

5. North American Oil Consol. v. Burnet: company, upon entry of ct decree in 1917, received income from operation of certain oil properties whose ownership had previously been disputed. Income was earned in 1916 but paid over to receiver until dispute was resolved. Ct decree was repealed but affirmed in 1922. Tax rates were lower in 1916 and 1922 but higher in 1917 and taxpayer argues income should be taxed in 1916 when it was earned or 1922 where taxpayer’s right to funds was finally established. But Ct treated 1917 as proper yr for inclusion b/c in 1916, taxpayer only had disputed claim. In 1917, it actually received cash income which it held under “claim of right” and w/o restriction as to use. Treasury has interest in immediate taxation and postponement creates risk that taxpayers may become insolvent b/4 tax is paid.

a. In effect, inclusion was reqd where taxpayer:

i. received funds in question

ii. treated them as its own

iii. conceded no offsetting obligation

6. US v. Lewis: taxpayer-employee received bonus of 22K in 1944 which he reported as income for that yr. In 1946, he rturned 11K to employer upon ct judgment that bonus was calculated improperly. Taxpayer sought to reopen 1944 return and recomputed tax for that yr by excluding excess amt but Ct held that full bonus was taxable in 1944 under claim of right doctrine. Doctrine was rule of finality which was deeply rooted in tax system, and no exception could be permitted merely b/c taxpayer was “mistaken as to validity of his claim.” Ct said the excess bonus he returned would be deductible in 1946, but his tax rate was higher in 1944 so tax saved in later period would be less than tax paid on prior inclusion.

a. Lewis’ outcome is reversed by 1341.   
ii. TAX BENEFIT RULE:  (2 separate rules)
[subsequent recovery is included in taxpayer’s income provided that earlier deduction produced tax savings in earlier period]

1. Doesn’t take into account change in tax bracket. A taxpayer who recovers an item deducted in earlier yr is taxed on amt of recovery in yr of recovery to the extent that deduction provided tax benefit in earlier year.

2. Inclusionary tax benefit rule: reqs taxpayer to include an item in income whenever an event occurs that is fund inconsistent w/ tax benefit recognized in earlier yr

a. If  was in 0% bracket, no tax benefit so need not include.

3. Exclusionary tax benefit rule: permits taxpayer to exclude the recovered item that would otherwise be included in income under inclusionary tax benefit rule, to the extent that it did not reduce the taxpayer’s tax liability in the earlier yr. (111a)

i. 111: [recovery of tax benefit items] gross income does not include income attributable to the recovery during the taxable yr of any amt deducted in any prior taxable yr to the extent such amt did not reduce the amt of tax imposed by this chpt.

j. Alice Phelan Sullivan Corp: taxpayer in 1939, 1940 contributed 2 parcels of real estate to charity and deducted value from income. Donee returned gifts to taxpayer in 1957. Ct reqd taxpayer to include properties in its income for 1957 equal to amts deducted as charitable contributions in earlier yrs. Return/recovery of property that was once subject of deduction must be treated as income in yrs of recovery.

k. Burnet v. Sanford: taxpayer entered into dredging K w/ US, but ultimately abandoned undertaking and sued govt for breach of warranty. In 1920, as result of lawsuit, taxpayer recovered incurred expenses plus interest that was taxable. In 1913, 1915, and 1916, taxpayer reported net losses from business operations after deducting incurred expenses. Issue was whether award received in 1920 was includable in taxpayer’s gross income for that year (when it had no deductible business expenses).

i. Ct held award as fully taxable in 1920. Ct held that each accounting period must be regarded as discrete unit for tax purposes, and found no “income” under Const could be understood to refer to accessions taking place solely w/n the taxable yr.

ii. Ct was unwilling to take position whose effect would be to keep alive tax returns of prior years. The proposal to permit earlier losses to be carried forward would have meant that prior returns never could be finally retired and discarded. 

l. Court did act to mitigate effect of the annual accounting rule problem found in Sanford by adopting net operating loss carryover provisions of 172.

m. 185: 

15. CASH METHOD OF ACCOUNTING

i. Generally must include item of income at time cash is received or paid out, regardless of when obligation arose. (451a)

ii. Inclusion is reqd whether item of income is received in form of cash, property, or services.  (1.446-1c1i)

iii. Deduction of an item of expense takes place when it is paid

b. Limitations on cash method:

i. CONSTRUCTIVE RECEIPT DOCTRINE: Cash method taxpayer must include an item in tax year that it is constructively or actually received (include on the earlier of the two)

1. common ex: uncashed dividends, undeposited salary checks, interests on savings account, items that could be converted to cash but aren’t

2. Income although not actually reduced to a taxpayer’s possession is constructively received by him in the taxable yr

a. during which it is credited to his account, 

b. set apart for him, or 

i. Cash method taxpayer recognizes income as soon as payor irrevocably sets aside funds for taxpayer in manner that prevents the payor’s creditors from being able to reach the amt set aside (Pulsifer)

ii. Even if you haven’t received the money yet. You can defer inclusion however if creditors can reach the fund set aside. 

c. Otherwise made available so that he may draw upon it at any time or (convert to cash anytime) w/o subst limitation

i. Earning interest at subst lower rate if earnings are w/drawn prior to specified date

d. that he could have drawn upon it during the taxable yr if notice of intention to w/draw had been given. 

3. Generally, date specified for payment by K is controlling and payment is not constructively received b/4 that date

4. Employee can K ahead of time to be paid in yr 2 rather than yr 1, and can defer compensation income if she enters into deferral agreements b/4 she earns income (Rev Rul. 60-31)

ii. ECONOMIC BENEFIT DOCTRINE/CASH EQUIVALENCE (FMV of property received): 

1. An exception to constructive receipt: economic benefit can be conferred even though income is not constructively or actually received.

2. Factors:

a. Is it capable of valuation?

i. Economic benefit is capable of valuation where employer makes contribution to an employee’s deferred compensation plan which is nonforfeitable, fully vested in employee, and secured against employer’s creditors by trust arrangement. And if current value of Er’s promise can be given appraised value.

b. Can it be marketed, sold, converted to cash?

c. Is there market for it?

3. Ex: Property rights (breeding rights) are included in income at time of receipt if rights are freely transferable, readily marketable, immediately convertible to cash.

4. Ex: Naked promise to pay is not cash equivalent/economic benefit (for accrual basis, this must be reported)

iii. Deferred compensation:

1. Drawbacks to deferred compensation: 

a. Employee runs risk that employer won’t be able to pay up

b. Employer can’t deduct it until employee includes it, so gain from deferral is offset by loss of deduction.

2. Can avoid drawbacks if deferred compensation takes form of qualified-pension or profit-sharing plan: funds are set aside for irrevocable benefit of employees. Employer is able to deduct current payment and employee is not taxed on contributions until she receives funds upon retirement.

3. Can also establish IRA, can deduct up to 2K/yr in contributions to such an account. 

iv. Diff b/w economic benefit and constructive receipt: constructive receipt asks whether taxpayer could get the cash or cash equivalent w/o significant effort/limitation. Economic benefit asks whether what the taxpayer does have is a cash equivalent. 

v. Amend: Ks were bona fide arms-length transactions and petitioner did not have right to demand money for his wheat until Jan of year following its sale, so doctrine of constructive receipt does not apply. 

1. Installment method: allows taxpayer to avoid recognition of gain under rule limiting open transactions, or under cash equivalence doctrine, not doctrine of constructive receipt.

vi. Pulsifer: Petitioners had an absolute right to their winnings on deposit for the Irish court. The money had been irrevocably set aside for their sole benefit and thus entire winnings was taxable/recognizable in yr it won money b/c petitioners derived economic benefit from it then.  The funds were beyond reach of their creditors then.

vii. Drescher: D was taxable on some amt of the premiums which his employer paid on an annuity K for him. He is treated for tax purposes as if he had received in cash the amt included in the income, and had used the cash to buy the policy. This means he had investment in the policy which is taken into account later when he starts collecting the annuity payments. Portion of payment that represents return of his investment will be nontaxable. He will be entitled to exclusion to take account of fact that a tax has already been imposed. Ct saw that right to receive income payments which accrued to D when his employer received each K represented a present economic benefit to him. Whatever present value the life insurance feature had to him is clearly taxable. 

c. DEFERRED COMPENSATION

i. Minor: Minor’s deferred compensation plan severely stretches limits of non-qualified deferred compensation plan, we conclude that the plan is an unfunded, unsecured plan subject to a risk of forfeiture.

1. Contribution to a deferred compensation plan is not currently taxable.

ii. Al-Hakim:

iii. Olmsted:

16. OPEN TRANSACTION AND INSTALLMENT SALES

a. 453: provides special accounting method for reporting gain from sale of property in exchange for deferred payments (gains will be spread out proportionately over entire payment period) 

b. Purpose: to make it easier for installment sellers to pay their taxes by associating gain recognition with receipt of cash. Relieve harshness of obligation to pay taxes when taxpayer has not received cash with which to pay those taxes. 

c. Does not req one to accrue present value of stream of rent or compensation when K specifying amt is executed. Accrues upon compliance w/ obligations under agreement. 

d. Installment sale defined. Disposition of property where at least 1 payment is to be received after close of taxable yr in which it occurs.

e. Applies when: 
i. Seller realizes gain on sale and at least one payment for property will be received by seller after close of taxable yr of sale (453a, b)

f. Does not apply:
i. To sales of personal property by taxpayers who regularly sell personal property on installment plan (453b2) Dealers.

ii. To sale of publicly traded stocks/securities (453K)

iii. If seller realizes loss on sale.

g. 453d: taxpayers can elect out of 453 and recognize entire gain in yr of sale. Transaction is treated as closed, and gain is recognized in amt equal to diff b/w FMV of installment payments and basis.

i. Cash basis taxpayers: include FMV of installment notes in amt realized

ii. Accrual: include face amt of note

h. 453c: seller first determines the overall ratio of gain to sales price in order to determine what portion of each payment should be included as gain from the sale

i. Next, seller determines annual inclusions of gain from sale by multiplying any installment payment received during yr by ratio determined under 453c
i. Gross profit ratio: ratio of gross profit to contract price 

ii. Gross profit: selling price – seller’s adjusted basis in property sold

iii. Selling price: amt to be paid by buyer (includes any debt assumed)

iv. K price: selling price – debt assumed by buyer [not necessarily same as FMV of installment note, b/c sometimes FMV < face value] Also doesn’t include interest payments.  

v. Debt relief is not usually treated like cash payment in yr 1.

vi. In 453, spreads gain from debt relief in same way that rest of gain is spread

1. If debt assumed or taken subject to exceeds seller’s basis in property sold, liability in excess of basis is treated as cash payment in year of sale. 


j. What if total amt of deferred payment on sale is uncertain at time of sale [in this case, payment was neither limited in time nor amount, payments were to continue as long as property went on producing revenue for buyer]?

i. Burnet v. Logan: Ct held that taxpayer who sold stock in mining co in exchange for cash and payments that were to be based on amt mined in future could adopt an open transaction (basis first) approach to report gain from sale. Exchange of property for contingent payment contract will be regarded as an “open” transaction if the K claim lacks an ascertainable FMV. This case should not be regarded as holding that the absence of a fixed principal amt suffices by itself to render every contingent payment right indeterminate as to present worth.

1. Since amt to be received in future was unascertainable, L was permitted to recover all her basis first, then include all amts received after she had recovered her basis.

2. Don’t need to report gain until amounts received exceed basis.

3. Held, nothing was includable in taxpayer’s income for yrs in question, and Ct found that royalty K had no ascertainable FMV when received in exchange for taxpayer’s stock. No income would be taxed to the seller until the annual royalty payments exceeded her stock basis. Ct decided it would be better to await resolution of contingent events than to anticipate them by resort to speculation. 

4. 453j2: reqs sellers receiving contingent payments to apply 453 in yrs of sale and preclude open transactions reporting except in extraordinary circs.

k. Congress amended 453 so as to permit contingent payment transactions to be treated as installment sales

i. When amt paid for property is contingent, there are 3 special rules for determining timing of basis recovery and gain inclusion

1. If max payment for property can be determined, that amt is treated as the selling price for purpose of computing 453 inclusion ratio

2. If max payment cannot be determined, but number of yrs over which payment will be made can be, taxpayer’s basis is allocated equally over that period

3. If neither can be determined, taxpayer recovers basis equally over 15 yrs.

17. ACCRUAL METHOD [right to receive, not actual receipt determines inclusion]

a. 451a: amt of any item of gross income shall be included in gross income for taxable yr in which received by taxpayer, unless under method of accounting used in computing taxable income, such amt is to be property accounted for as of a diff period.

b. Taxpayers using this method include items of income when:

i. all the events have occurred that fix the right to receive the income  (est taxpayer’s liability to make payment, like performance of services) and 

ii. the amt thereof can be determined w/ reas accuracy even though payment is not received or made until later period. (1.451-1a, Anderson). 

c. This method attempts to match income with the expense of earning it.

d. Doubt as to whether there is a claim will prevent accrual (unless we have the cash). Doubt as to when claim will be collected usually does not.

e. North Texas Lumber: accrual of income is not permitted or reqd until goods/services have been transferred/performed, even where customers’ orders are booked and a binding sale K has been entered into at fixed price.

f. 461h: Provides that an accrual method taxpayer can’t deduct a future expense unless the all events test has been met and economic performance has occurred (applies to limit deductions for future expenses in connection w/ services/properties received by taxpayer or provided by taxpayer)

i. ALL EVENTS TEST is not treated as met any earlier than when economic performance occurs. 

ii. If liability of taxpayer arises out of services/property provided to the taxpayer or the providing of services/property/use of property by taxpayer, economic performance occurs as person provides such services, or such property, or taxpayer uses such property (generally does not occur as payments are made)

iii. If expenditure results in creation of asset having useful life which extends subst beyond close of taxable yr, won’t all be deducted that year.

g. 461h2C: provides that economic performance does not occur until the liability is paid.

h. 461h3 (recurring item exception): item may be deducted notwithstanding the absence of economic performance, provided that the following conditions are satisfied:

i. all events test is otherwise met,

ii. item is recurring in nature and taxpayer consistently reports the item in accordance w/ the all events test

iii. economic performance wrt item occurs by the earlier of (1) date that taxpayer files timely return for that yr or (2) 8.5 months following close of tax yr in which deduction is taken, and

iv. item is either (1) not material or (b) accruing the item under all events test provides better matching of income and expense than the economic performance std would provide. 

i. GA School Book Depository: there was no reas expectation that the sums owed by state to petitioner’s publishers and commissions wouldn’t be paid to petitioner. Thus, petitioner’s commissions on all books purchased by state thru it in taxable yrs should have been accrued and returned as income those yrs. 

i. Exception to “all events test”(Reas expectancy: where there is contingency that may preclude ultimate payment, whether it be that right itself is in litigation, or debtor is insolvent, the right need not be accrued when it arises.

ii. There must be definite showing that an unresolved and allegedly intervening legal right makes receipt contingent or that insolvency of his debtor makes it improbable. Postponement of payment w/o such accompanying doubts is not enough. 
iii. Rev. Rule. 83-106: uncertainty as to collection of income must be subst, not simply technical. Subst evidence as to financial instability or even insolvency of debt must be presented.

j. AAA: Ct concluded that tax accounting does not have to follow GAAP (where accrual method taxpayer would not include prepaid income for services until services were performed). Ct held that for tax purposes, prepaid income is taxable in yr received by an accrual method taxpayer, despite fact that GAAP would defer inclusion under a later yr. (in this case, issue was whether taxpayer had to include, in yr 1, dues paid by members in yr 1 for service provided in yr 2)

i. Reqs accrual method taxpayer to use cash method for prepaid income.

k. When taxpayer performs services b/4 receiving cash, he is taxed as soon as he 

i. performs services b/c all events test is met at that time. When taxpayer receives cash b/4 performing services, he is taxed as soon as receives cash.

ii. Ct said club’s allocation of dues on monthly basis was “artificial” b/c it bore no necessary relationship to particular times when member might actually req road services.

iii. This case applies when taxpayers don’t fall w/n one of the exceptions 

l. 456: permits membership orgs to include prepaid dues ratably as services/membership privileges are performed, over the period of responsibility for the performance of services.  (not to exceed 36 months)

i. For tax purposes, accrual basis taxpayers include prepaid income when paid, unless it is prepaid subscription income, etc.

m. 1.451-5: permits limited deferral of prepaid income for goods. 

18. PERSONAL DEDUCTIONS, EXEMPTIONS, AND CREDIT 

a. Personal deductions divided up into 3 categories:
i. Involuntary, unexpected outlays which are large enough to exhaust a significant portion of annual income: casual losses, medical expenses, 
ii. Activities which Congress wants to encourage: charitable donations, mortgage interest, local property taxes [deduction like a subsidy]
iii. State/local taxes (now limited to income and personal/real property taxes)
b. Personal deduction are those having nothing to do w/ production of income. Deductions of any kind generate larger tax benefits for high than for low-bracket taxpayers. In response to this criticism, Congress adopted limitation on personal expense deductions to cut back on deductible amt for upper-income people:
i. 68: imposes an overall limitation on itemized deductions for taxpayers w/ adjusted gross income in excess of the “applicable amt,” which is defined in 68b. 
1. If 68 applies, taxpayer’s itemized deductions (other than deductions listed in 68c) are reduced by the lesser of (1) 3% of taxpayer’s adjusted gross income in excess of the applicable amt or (2) 80% of the taxpayer’s itemized deductions (68a)
2. Itemized deductions otherwise allowable to taxpayer are reduced by 3% of excess of taxpayer’s gross income over 121,200.
c. CASUALTY LOSSES:

i. 165a: casualty loss deduction is permitted only to the extent that the loss is not reimbursed by insurance or otherwise or reasonably might be reimbursed.

ii. 165b: basis for determining amt of deduction for any loss shall be adjusted basis provided in 1011 for determining loss from sale or other disposition of property

iii. 165c3: allows deduction for personal casualty losses of “property not connected w/ trade/biz or transaction entered into for profit if such losses arise from fire, storm, shipwreck, or other casualty, or from theft.

1. “Casualty”: event that is “sudden, unexpected, and unusual” 

2. Dyer: taxpayer claimed casualty loss deduction for $100 vase that was destroyed by cat suffering a fit. Said breakage of goods by family pet is not unexpected.

3. Blackman: taxpayer may take casualty loss deduction for property destroyed due to taxpayer's negligence. Casualty loss deduction is not allowed if loss is caused by gross negligence of willful act obey taxpayer (gross negligence in failing to put out fire he started

a. 1.165d-7a3i: denies casualty loss deduction if loss is due to willful act or negligence of taxpayer. Ordinary negligence is okay.

iv. Rationale: necessary to ensure that one’s taxable income accurately reflects one’s “ability to pay.”

v. No deduction allowed for depreciation/ordinary wear and tear in case of personal assets b/c one could reduce tax liability to zero.

vi. 1.165-1d1: Deduction is permitted in taxable yr in which loss occurs, or in case of theft, in taxable yr in which taxpayer discovers loss.
vii. Losses

1. 165h1: Any loss described in c3 shall be allowed only to extent that amt of loss arising from each casualty/theft exceeds $100

a. If personal casualty losses exceed personal casualty gains for taxable yr, losses are allowed as itemized deduction to extent of sum of the amt of personal casualty gains and so muich of such excess as exceeds 10% of AGI of individual. (165a2A).
2. 165h2B: if person’s personal casualty gains exceed personal casualty losses, gains and losses are treated as capital gains/losses. Loss would not be itemized deduction but would instead offset capital gain from casualty (165h4A).  
3. Amt of casualty loss is determined by comparing FMV of damaged property b/4 and after the casualty (1.165-7a2i and b1) But loss can’t exceed taxpayer's adjusted basis in property. (165b)
a. Take lesser of FMV or adjusted basis as casualty loss (and subtract 100)

viii. No deduction is allowed for casualty insurance premiums, presumably b/c such premiums represent a cost of earning tax-free imputed income thru personal use of insured property. 

d. EXTRAORDINARY MEDICAL EXPENSES: 

i. 262a: no deduction allowed for personal, living, or family expenses. 
ii. 213a: allows a deduction for all medical/dental expenses paid by taxpayer for herself (and not reimbursed by insurance), her spouse, and dependents (includes prescription drugs, payments for diagnosis, treatment, hospital care, health insurance, not face-lifts) 
1. Limits medical expense deduction to amt which exceeds 7.5% of adjusted gross income (purpose of limitation is to distinguish b/w recurring expenses which can be planned for in family budget and those which put an unexpected burden on family’s resources)
iii. Rationale: such expenses are involuntary, reduce wealth like reduction income.

iv. 213d1A: medical care is defined as amts paid for diagnosis, cure, mitigation, treatment, or prevention of disease, etc.
v. 213d9: if expense is for cosmetic surgery, deduction only if surgery is necessary to correct congenital deformity or deformity arising from injury, disease
vi. 213b: medicine or drug must be prescribed or insulin.
vii. 213d1: deductible medical expenses also include costs of medical insurance, premiums paid on policy, hospital lodging, transportation incurred primarily for and essential to medical care. 

viii. 1.213-1e1ii: if expense improves health of taxpayer but is not directed at curing/preventing disease, it is nondeductible.
ix. 1.2131e1iii: amts spent on property improvement for medical purposes are deductible only to extent that cost of improvement exceeds increase in value of property 
x. Taylor: petitioner has not proven that personal expense of lawn care is a medical expense. Doctor directed him not to do so, but there is no showing as to why other family members couldn’t do it for him.

xi. Ochs: taxpayer wife had throat operation, and was advised she should stay away from her children. They sent kids to boarding school and taxpayer sought to deduct school expense as expenditure for medical care. Denied deduction on ground that outlay in question was personal family expense w/n 262 rather than medical expense under 213 b/c of distinction b/w direct costs of medical treatment and increase in family living expenses which inevitably results from illness of parent. Congress’ intent was to reach medical care, not increase costs of illness.

xii. 106: excludes from gross income of the Ee the health insurance premiums paid by employer. Benefits employees who don’t find it worthwhile to itemize their personal expenses or would be subject to 7.5% limitation if they did.

1. Want to encourage employers and employees to allocate health insurance premiums a portion of what the employee would otherwise receive as taxable cash wages. 

xiii. Self employed individuals are allowed to deduct 80% of their own health insurance premiums from gross income. 

e. CHARITABLE CONTRIBUTIONS: 

i. 170a1: itemized deductions for charitable contributions are allowed (If made to org which statute describes as eligible) 
ii. 170b: in case of individual, the deduction provided in subsection a shall be limited( allowed to the extent that the aggregate of such contributions does not exceed 50% of taxpayer’s contribution base for the taxable year. 
iii. 170c: charitable contributions are defined as contributions to or for the use of certain listed nonprofit enterprises (including US govt if contribution is for exclusively public purposes, charitable trust, fund, foundation, fraternal order/lodge, org of war veterans, etc)

iv. 170e: amt of any charitable contribution of property otherwise taken into account under this section shall be reduced by the sum of—amt of gain which would not have been long-term capital gain if property contributed had been sold by taxpayer at its FMV, and in case of charitable contribution, of tangible personal property, if use by donee is unrelated to purpose/fx constituting basis for its exemption under 501, or to or for use of private foundation, the amt of gain which would have been long-term capital gain if prop contributed had been sold by taxpayer at its FMV (determined at time of contribution).

v. Deduction is allowed under 170a whether taxpayer makes her contribution in money or in “property.”

1. If property has appreciated in taxpayer’s hands, doubt benefit is allowed b/c full value of property is deductible, while appreciation is not regarded as realized by virtue of the gift.

vi. No deduction is allowed for uncompensated services to charity (volunteer work)

vii. 501: excepts from tax the organizations listed in 501c

viii. 501a: qualifying exempt orgs are not taxed on income from contributions, fees for services related to their charitable purpose, and income from passive investments. 

ix. 501c: list of exempt orgs referred to in 501a

x. Ottawa: 170 deduction for full amt contributed is allowed only if donor receives no subst benefit from contribution. If he does, contribution is reduced by benefit received. 

ITEMIZED DEDUCTIONS

f. INTEREST
i. 163a: allows deduction for all interest paid/accrued during taxable yr on indebtedness

ii. Rationale: Deductibility accords w/ goal of tax system b/c interest paid to lender subtracts from borrower’s profits.

iii. However, prepaid interest presumably has to be capitalized. Thus, under 263A, interest incurred by building on short-term construction loan, even though payable currently, must be added to the cost of the complete structure and recovered over the structure’s entire useful life.

iv. 265a2: does NOT allow deduction of interest on indebtedness incurred to purchase tax-exempt obligations. Absent this provision, a 40% taxpayer would be well advised to borrow money in order to buy such bonds even if interest she had to pay on her loan was greater than interest she expected to receive on her bond investment, since loan interest is deductible while interest inflow from bonds is tax-free. Result is positive annual return.

1. Other sources of exempt income: insurance, depreciation allowances, appreciated stock, purchase of household durables which generate imputed income equal to the annual rental value of the property. In each case, tax arbitrage is possible, where you take exempt income (taking out loan equal to purchase price of product) and paying out deductible interest on the other. 

2. How much connection must be shown b/w loan and tax exempt interest b/4 deduction is disallowed?

a. Must be more than mere simultaneous existence of indebtedness and tax exempt sec.

b. Direct evidence of purpose to buy tax-exempt is suff

c. Rev Proc. 72-18: if evid of prohibited purpose is only circumstantial, interest on borrowing to purchase/improve home is not disallowed.

v. 163d: limits deduction of investment interest in any taxable yr to an amt not in excess of the taxpayer’s net investment income (dividends, interests) with disallowed amts being carried forward to subsequent periods.

vi. Business interest (interest on amts borrowed in connection w/ trade/biz) and investment interests (amts paid/accrued on indebtedness for investment purpose) are generally deductible

vii. No personal interest deduction on home mortgage loan except for qualified residence interest (163h3). 

viii. 163h: no deduction is allowed for personal interest paid/accrued. Personal interest is any interest allowable as deduction other than:

1. trade/biz interest

2. investment interest

3. qualified residence interest

ix. Policy: interest on personal indebtedness is questioned b/c such interest is cost of consuming sooner rather than later, part of cost of achieving personal satisfaction, which encourages people to spend more than they should and is not usually deductible. However, Senate wants to encourage home ownership. Why?

x. Qualified Residence Interest Defined. Interest paid on either acquisition indebtedness or home equity indebtedness with respect to any qualified residence of the taxpayer is deductible (163h3)

xi. Qualified residence: taxpayer’s principal residence and one other residence of taxpayer (163h4A) (ex on p 447 of txt)

1. Dwelling that taxpayer rents to others is qualified residence only if, during the yr, the taxpayer uses the dwelling for personal reasons for longer than the greater of (1) 14 days or (2) 10% of the number of days that it is rented (163h4AiII and 280Ad1)

xii. Acquisition indebtedness: indebtedness that is secured by the qualified residence and was incurred in acquiring, constructing, or subst improving that residence (163h3B)

1. Aggregate amt of acquisition indebtedness for any taxpayer cannot exceed 1million (163h3Bii)

2. Amts borrowed to purchase 2nd home qualifies if it is “qualified residence” 

xiii. Home equity indebtedness: any indebtedness, other than acquisition, secured by a qualified residence (163h3C), [typically indebtedness placed on property long after acquisition and secured by “equity” which homeowner has built up thru repayment of og mortgage principal or which builds up b/c property appreciated] 

1. Subject to 2 limitations:

a. The total of home equity indebtedness + acquisition indebtedness cannot exceed the FMV of the qualified residence 

b. Home equity indebtedness can’t exceed 100K in any case
xiv. Debt secured by qualified residence and incurred b/4 10/13/87 is treated as acquisition indebtedness and is not subject to 1 million limitation for any addi’tl loans

xv. Points: amts a lender reqs a borrower to pay, usually on the closing of the loan, in lieu of charging the borrower a higher interest rate on the loan. 

1. Points paid on og financing of purchase of principal residence are treated as interest that can be deducted in yr they are paid if 461g2 reqmts are met.

g. 221: deduction is allowed for taxable yr on amt equal to interest paid by taxpayer during the yr on any qualified education loan (any indebtedness incurred by the taxpayer solely to pay qualified higher education expenses which are incurred on behalf of taxpayer, spouse, dependent as of time indebtedness was incurred, which are paid or incurred w/n reas period of time b/4 or after indebtedness is incurred, and which are attributable to education furnished during a period during which recipient was eligible student), but shall not exceed amt determined in accordance with table.

h. TAXES
i. 164a: following taxes can be taken as itemized deduction for taxable yr w/n which paid/accrued:  

1. State/local/foreign real property tax, state/local personal property tax, etc

2. Also for such taxes not aforementioned which are paid/accrued w/n taxable yr in carrying on a trade/biz or activity described in 212 (relating to expenses for production of income)

3. NOT sales tax, federal taxes, amts charged for govt services (fees), excise taxes.

ii. Rationale: consistent w/ principle that expense of earning income should be deductible. Taxes are involuntary and do not buy personal consumption. Also, not fair for states that choose to raise revenues thru property or sales taxes which are worse off.

iii. A current 164 deduction is not permitted for taxes paid in connection w/ acquisition of property. Tax paid in connection with acquisition of prop is treated as part of cost of prop (add tax to basis), whether or not incurred in a biz context.

iv. When real property is sold, the property taxes for the yr of the sale must be allocated b/w the buyer and the seller (164d1)

1. Under 164d, the property taxes are allocated based on part of the yr the property was owned by each. For the purpose of making this allocation, the buyer is treated as the owner of the property on the date the property was sold. (164d1)

v. If the buyer pays property taxes allocable to the seller, the seller’s property taxes paid by the buyer increase the seller’s amt realized and the buyer’s basis in the property acquired.

vi. If the seller pays prop taxes allocable to the buyer and is reimbursed for the taxes by the buyer, the property taxes allocable to the buyer 

i. PERSONAL AND DEPENDENCY EXEMPTIONS

i. Personal deductions are subtracted from adjusted gross income in determining taxable income. A taxpayer may take either:

1. itemized personal deductions, or

2. standard deduction (63b)

ii. 63c2: sets forth std deduction amts which are adjusted for inflation (generates larger deductions than itemized for those who aren’t paying interest on mortgage)

iii. 151: grants each taxpayer a deduction for personal exemption, adjusted for inflation annually. If joint return is filed by married couple, there are 2 exemptions.

iv. 151b,c: each taxpayer receives a personal exemption and an add’tl dependent exemption for each dependent (provides that exemption amt for both personal/dependent exemptions is 2K, that amt is adjusted for inflation under 151d4A.

1. Who is dependent? Must receive more than ½ of his/her support from taxpayer taking exemption and must be either relative or member of taxpayer’s household (152e). 

2. even if person qualifies as dependent, dependent exemption can be taken only if the dependent 

a. earned less than exemption amt or

b. was a child of the taxpayer and was either 19 or was full time student under 24 (151c)

v. 151d3: if taxpayer’s adjusted gross income exceeds threshold phaseout amt, taxpayer’s personal exemptions are reduced 2% for each 2.5K increment of AGI in excess of phaseout amt

vi. Credits: reduce taxpayer’s tax liability on dollar for dollar basis

vii. Earned income credit: designed to reduce burden on low income workers. If credit amt exceeds tax liability, excess amt is refundable. As taxpayer’s income increases, the credit is phased out. Precise calculation of credit is complex and subject to frequent modification.

viii. CREDITS: do we need to know?

MIXED BIZ AND PERSONAL OUTLAYS

19. CONTROLLING THE ABUSE OF BIZ DEDUCTIONS
a. 162a: deduction for all ordinary and necessary expenses paid/incurred in carrying on any trade/biz

b. 262: no deductions are allowed for personal, living, or family expenditures.

c. 212: deduction allowed for all ordinary and necessary expenses paid/incurred during taxable yr for:

i. production/collection of income, 

ii. for management, maintenance of property held for production of income, or

iii. in connection w/ determination, collection, or refund of any tax  

d. Classifications: outlays which represent special cost of being employed person

i. Childcare

1. Smith v. Comm: denied deduction for babysitting b/c would lead to deduction for food, shelter, and personal expenses like these

a. Tax law interpreted NOT to have contemplated a deduction for everyday expense of being employed

ii. Travel costs

1. Daily commuting is not biz expense

2. 162a2: deduction allowed for traveling expenses including meals/lodging while away from home in pursuit of trade/biz 

3. principal place of biz:

a. Tax home is principal place of biz, or sometimes his residence

b. Taxpayer who lives away from principal place of biz will be denied deduction for traveling expenses b/c it was personal choice.

4. Flowers: Ct said test for deductibility was whether travel had been motivated by “exigencies of biz” v. considerations of personal preference. Since D could have moved but didn’t, expenses were self-imposed and “personal.”

5. Correll: Ct upheld denial of deduction to expense incurred by salesman who traveled for a day b/c he didn’t spend overnight 

a. Temporary reassignment expenses are deductible to point of one-yr time limit (162a)

6. Hantzis: has no home to be “away” from home so can deduct airfare but not meals/lodging (traveling salesman)

7. When taxpayer has 2 or more biz locations, must decide which is principal place of biz based on:

a. Time spent at each

b. Degree, importance of biz activity at each location

c. Relative proportion of income derived from each.

8. Cost of meals/lodging at or near minor biz/employment locations away from general area of principal location are deductible while duties there req taxpayer to be away from principal location, provided the sleep/rest rule is met.

9. Taxpayer is considered away from home even if taxpayer maintains a permanent residence at or near the minor biz location, but deduction is limited to portion of living expenses attributable to the taxpayer’s presence there in performance of biz duties.

a. Thus, if taxpayer has residence near the minor place of biz, some of the expenses of living would be deductible. It is as if the taxpayer sometimes converted the home into a hotel.

10. Taxpayers who have more than one biz/employment location can generally deduct transportation costs b/w diff places w/o applying tax home rules, provided that transportation is for biz purpose. 

11. However, there is special home office rule: if residence is minor place of biz, taxpayer generally cannot deduct traveling expense b/w residence and principal place of biz or meals and lodging expenses while in residence.

12. Taxpayers are never away from home if taxpayer does not have fixed and permanent residence b/c tax home is located wherever taxpayer happens to work. This rule can be a particular problem for salespeople, actors.

e. 67: certain miscellaneous itemized deductions are allowable only to extent that in aggregate they exceed 2% of AGI

i. Deductions include:

1. 212 deductions, production of income.

2. deductions claimed by employees under 162, carrying on trade/biz.

ii. Itemized deductions other than ones listed in 67b are allowed only to extent they exceed 2% of AGI. (mostly unreimbursed employee biz expenses and certain investment-related fees) 

iii. This effectively eliminates deductions of small-scale outlays like subscriptions, union dues, etc.

f. Hobby losses:

i. Nickerson: petitioner bought farm as alternative source of income for future

1. 183: limits availability of 162 deductions if activity is not engaged in for profit

2. Petitioner bears burden of proving primary purpose was to make profit. Only need bona fide expectation, doesn’t have to be reas.

3. Tax ct considers all the factors/ circs, including:

a. 1.183-2b1-9(factors (p 462)

i. Manner in which taxpayer carries on the activity (business-like)

ii. Expertise of taxpayer or his advisors (preparation for activity)

iii. Time/effort expended by taxpayer in carrying on activity

iv. Expectation that assets used in activity may appreciate in value

v. Success of taxpayer in carrying on other similar/dissimilar activities

vi. Taxpayer’s history of income/losses wrt activity

vii. Amt of occasional profits if any which are earned

viii. Financial status of taxpayer

ix. Elements of personal pleasure/recreation

4. Legislative intent of 183: to create objective std to determine whether taxpayer was carrying on biz for purpose of realizing profit or merely to create/use losses to offset other income

5. Holding: petitioner’s primary purpose was profit-motivated

a. Taxpayer need not expect immediate profit

b. Had agreement w/ tenant-farmer about reclamation of land

c. Made repairs to hay barn & equipment shed

d. Attempted to gain experience/knowledge

e. Amt of time/hard work invested belies any claim that allowing these deductions would thwart Congress’ primary purpose of excluding “hobby losses” from permissible deduction 

6. 183d: if gross income derived from activity for 3 or more of taxable yrs in period of 5 consecutive taxable yrs which ends w/ table yr exceeds deductions attributable, presumption arises and activity was engaged in for profit.

g. 469: denies deduction for losses from ‘passive activities’ (trade/biz in which taxpayer does not materially participate 

h. Home offices and vacation homes

i. 280A: no deductions for dwelling unit used during taxable yr as residence unless:

1. Deductions allowed to extent that such item is allocable to a portion of dwelling unit which is used exclusively on a regular basis as:

a. Principal place of biz for any trade/biz of taxpayer

b. Place of biz which is used by patients, clients, customers, in meeting/dealing w/ taxpayer in normal course of trade/biz, or (talking on phone is insuff—Green)

c. In case of separate structure which is not attached to the dwelling unit, in connection w/ taxpayer’s trade/biz

d. Storage unit for inventory/product samples held for use in trade/biz of selling products at retail/wholesale but only if dwelling unit is sole fixed location of such trade/biz.

e. For providing daycare for children, elderly.

ii. Limitation of 280Ac5: limits 280Ac deductions to gross income derived from use of home office minus deductions allowed for non-profit-motivated expenses of home office (property tax, qualified residence interest)

iii. Use as residence: taxpayer uses a dwelling unit during taxable yr as residence if he uses such unit for personal purposes for # of days which exceeds greater of 14 days or 10% of # of days during such yr for which such unit is rented at a fair rental. 

iv. 280Ac1: if taxpayer is Ee, he is allowed deduction only if use of home office is for “convenience of employer.”

v. 280Ac1: is principal place of biz if used exclusively and regularly for subst administrative or management activities. 

i. Moller: stock investors who worked at home

i. 280Ac1A: generally disallows all deduction for taxpayer’s use of residence but provides exception to this rule for that portion of residence used as a “principle place of biz for any trade/biz of taxpayer.”

ii. Were they engaged in “trade or biz?”

1. Traders: activities must be directed to short-term trading

2. Income must primarily be derived from sale of securities rather than dividends/interest

3. look at investment intent, nature of income to be derived from activity, frequency, extent of transactions

iii. Holding: they were investors NOT engaged in trade/biz. They were “active” investors b/c investment activities were continuous, regular, extensive. But not traders, so no 280A deduction.

j. Whitten: “Wheel of Fortune: expenses incurred by petitioner in order to attend/participate in game show are at best expenses, deductible as a miscellaneous itemized deduction under 67, rather than wagering losses under 165d. Taxpayer argued that expenses constituted biz expenses under 162a. Congress probably did not intend to allow casual gamblers to treat expenses as anything other than either miscellaneous itemized deductions or nondeductible personal expenses. 

k. Henderson: ct found that amts paid for framed print, live plant were expended to improve appearance of petitioner’s office, a personal expense that did not aid much in her performance of her duties as an employee. No evidence presented to prove that presence of print/plant were neither necessary or helpful in performing her reqd services.

20. TRAVEL AND ENTERTAINMENT EXPENSES

a. 162a and 274 place restrictions on deductibility of such expenses to prevent abuse. 

b. Rationale: goal is to permit those that serve genuine biz purpose while restricting deductibility of expenses that are incurred primarily for personal reasons.

c. 162a: allows taxpayer to deduct travel expenses if it is away overnight and the travel expenses are:

i. reas and appropriate

ii. incurred while the taxpayer is away from home [“away from home”(have to est biz connection both to location he calls “home” and place where he is temporarily working (Hantzis)]

iii. are motivated by the exigencies of the taxpayer’s biz, not his personal preferences [incurred in pursuit of biz, there must be direct connection b/w expenditure and carrying on of trade/biz]

d. Rationale: although meals would have been eaten at home anyway, restaurant meal is “constrained” expenditure 

e. If taxpayer maintains two residences b/c of exigencies of his or her biz, expenses are likely to be deductible.  

f. Moss: partner in law firm was denied 162 deductions for expense of daily lunches at restaurant where taxpayer and other partners met to discuss and coordinate their work. Ct said having partners eat together everyday probably fostered camaraderie and facilitated biz, but wasn’t necessary for such small number of partners

i. Biz objective of meetings did not req sharing a meal. They picked that restaurant b/c they liked it, even though there were several others that were closer. They don’t need social lubrication that meal w/ outsider provides b/c they know each other already

g. Sutter: taxpayer is permitted to deduct the whole price of meal, as long as expense is diff from or in excess of that which would have been made of the taxpayer’s personal purpose.

h. 274a1: cost of business entertainment/recreation (including meals) can be deducted if

i. item was “biz directly related to” the active conduct of the taxpayer’s trade/biz (as opposed to creation of goodwill)

1. 1.274-2c3: 4 reqmts for est that an entertainment expenditure is “directly related” to active conduct of taxpayer’s biz.

ii. item preceded/followed/related to a “subst and bona fide biz deduction” and was “associated” w/ taxpayer’s trade/biz

i. 1.274-2c: to claim entertainment expense deduction, taxpayer must have more than general expectation of deriving income or specific trade/biz benefit of person being entertained. That during entertainment period, taxpayer must actively engage in biz meeting, negotiation, discussion, or other bona fide biz transaction, and principal character/aspect of combined biz and entertainment was active conduct of trade/biz.

j. 1.274-2d: addresses associated expenses. Entertainment must directly precede or follow a subst and bona fide biz deduction. Not necessary that more time be devoted to biz than entertainment.

k. Limit to deduction:

i. 274e1: food/beverage expenses for Ees furnished on biz premises.

ii. 274e2: expenses for goods, facilities, services, to extent treated as compensation to Ee.

iii. 274e3: if employee is reimbursed for expenses paid/incurred wrt performance by him for another person under arrmgt that satisfies reqmt of 62c, means Ee may exclude reimbursed amt from gross income. Er then takes deduction for biz expense. (cf 274n2A) 

iv. 274e4: expenses for recreational, social activities (including facilities) primarily for the benefit of Ees.

v. 274e5: provides that 274a does not limit an employer’s deduction for expense associated w/ bona fide biz meeting of employees, SHs, partners, directors. (Meeting held principally to discus biz, not for social purposes) 

vi. 274n: all deductions for meal/entertainment are limited to 50% of amt spent. Applies whether I’m away from home, employed/self-employed.

vii. If an employer reimburses employee, employee need not include in income but employer may deduct only 50% of expense (274n2A, e3)

viii. 50% limitation doesn’t apply to expenses for food/beverages that would be excludable by recipient as de minimis fringe benefit under 132e

l. If expense is incurred by self-employed person, can deduct costs under 62 to calculate adjusted gross income and do not have to itemize.

m. If expense is an un-reimbursed employee expense, it becomes a miscellaneous itemized expense. Can deduct these expenses only if I itemized and only to extent that all miscellaneous itemized deductions exceed 2% of AGI. 

n. Miscellaneous:

i. 274l1A: except for certain charitable sports events, deductions for entertainment tickets are limited to face value of tix

ii. 274l2: deduction for luxury skyboxes generally are limited to cost of seats in non-luxury boxes.

iii. 274a2A: dues/fees paid to athletic or social clubs generally are not deductible unless club is used primarily for biz purpose.

iv. 274a2C: taxpayer may not deduct fees paid to other types of clubs unless he est that facility was used primarily for furtherance of taxpayer’s trade/biz and that item was directly related to active conduct of such trade/biz

v. 274a3:no deduction may be taken for membership dues in any club organized for biz, pleasure, recreation or other social purpose.  

o. 274b: biz gifts are deductible under 162, 212 only up to $25 per yr per recipient (recipient cannot be Ee).

p. Travel:

i. 274c: if primary purpose of domestic travel is biz-related, then entire amt of trip may be deducted except for costs associated w/ personal component. If foreign travel exceeds one week and 25% or more of total travel time is spent on personal activities, then all costs of the trip must be allocated b/w personal and biz components

ii. 274h1: no convention may be deducted unless the taxpayer is able to show that it is reas to hold meeting outside of North America

iii. 274m2: no deduction is permitted for travel as form of education

iv. 274m3: if spouse, dependant, other person accompanies taxpayer on biz travel, travel expenses of person are not deductible unless:

1. person is employee of taxpayer or taxpayer’s employer

2. person is traveling for bona fide biz purpose

3. travel expense of person are not otherwise deductible

v. 1.274-5Tb6iB: taxpayers are permitted to deduct specified amt per mile for travel by car

q. 62c
r. Substantiation: 274d: reqs that taxpayer substantiates by adequate records of time, place, amt of travel entertainment use of facility etc, and biz purpose in order to support claim for entertainment expense deductions

s. Rudolph: an insurance co sponsored a “convention” in NYC for agents, wives included, and all expenses were reimbursed by co. Ct refused to permit taxpayer to exclude the reimbursement and denied him deduction for expense b/c only one morning of 3 day convention was taken up with biz meetings so entire arrgmt was like bonus in form of a paid vacation.


i. How could he have structured his trip to make it seem more like biz? Could req employee to go, put more biz meetings in the trip.

21. COMMUTING EXPENSES
a. 162a: allows taxpayer to deduct travel expense if he/she is away overnight and the travel expenses are:

i. reas and appropriate

ii. incurred while the taxpayer is away from home [“away from home”(have to est biz connection both to location he calls “home” and place where he is temporarily working (Hantzis)]

iii. are motivated by the exigencies of the taxpayer’s biz, not his personal preferences [incurred in pursuit of biz, there must be direct connection b/w expenditure and carrying on of trade/biz]

b. Rationale: indiv traveling on biz incurs higher expenses than ordinary indiv

c. Commuting costs are thought to result from taxpayer’s personal choice of where to live and so costs of travel b/w taxpayer’s home and principal place of biz are generally treated as nondeductible personal expenditure (1.162-2e, Flowers)

d. Exceptions:

i. If taxpayer has regular work location but takes temporary work assignment at a different location, he can deduct costs of traveling (Rule 90-23 and deduction is 162a deduction)

ii. Deduction for other travel-related expenses (food/lodging okay only if incurred “away from home” and taxpayer with no home can’t be “away.”

iii. If taxpayer’s job reqs her to transport job-related tools to and from work, extra commuting costs that are attributable to transporting the tools are deductible 

iv. 1.162-2: Transportation costs while on the job are generally deductible. Thus, an insurer adjuster can deduct the costs of driving to accident sites to assess losses

e. Tax home is principal place of biz though some courts say residence is his tax home.

f. Taxpayer’s permanent residence becomes tax home while he is temporarily employed (< 1 yr) at location away from general area of residence so can deduct meals/lodging)

g. Taxpayer is not away from home wrt travel b/w taxpayer’s residence and principal biz location so people who live away from area of principal place of biz will be denied deduction. 

h. Flowers: His expenses were not incurred in pursuit of biz of his employer. Cost of maintaining his home and commuting would be nondeductible living and personal expenses lacking necessary direct relation to the prosecution of the biz. They were incurred solely as result of his desire to maintain home in Jackson, a factor irrelevant to maintenance of railroad’s legal biz.  Railroad gained nothing from his arrgmt except his personal satisfaction.

i. Hantzis: her trade/biz did not req that she maintain home in Boston as well as NY. No professional interest was served by maintenance of Boston home. Her choice to keep 2 homes was personal, not directed by exigencies of her trade/biz. If no biz exigency dictates location of taxpayer’s usual residence, then mere fact of his taking temporary employment elsewhere can’t supply compelling biz reason for continuing to maintain that residence. 

i. Temporary employment doctrine only covers situation where taxpayer has biz ties to both places.

j. Rev Ruling 94-47: generally, daily transportation expenses incurred in going b/w taxpayer’s residence and a work location are nondeductible commuting expenses but there are 3 exceptions:

i. Expense of going b/w residence and temporary work location outside metropolitan area where taxpayer lives and normally works. However, unless ii and iii applies, expenses incurred in going b/w residence and a temporary work location w/n that metropolitan area are nondeductible commuting expenses. 

ii. If taxpayer has one or more regular work locations away from taxpayer’s residence, the taxpayer may deduct daily transportation expenses incurred in going b/w the taxpayer’s residence and a temporary work location in the same trade/biz, regardless of the distance.

iii. If taxpayer’s residence is taxpayer’s principal place of biz w/n meaning of 280Ac1A, taxpayer may deduct daily transportation expenses incurred in going b/w the residence and another work location in the same trade or biz regardless of whether the other work location is regular or temporary and regardless of the distance. 

22. CLOTHING 
a. Employee is allowed to take an itemized deduction for the unreimbursed cost of clothing work:

i. Employer reqs as a condition of employment that employees wear the clothes at work, and

ii. The clothing is not suitable for general use (Rev. Rule 70-474)

b. Objective test used to determine whether clothing is suitable for general use: (Pevsner)

i. Manager of clothing boutique was denied deduction for cost of YSL clothes she bought to wear at work at urging of her employer. Ct held that an objective approach must be used to determine whether clothing is suitable for general use, so concluded taxpayer couldn’t deduct cost b/c they were suitable. 

ii. Objective test: no reference is made to taxpayer’s lifestyle or personal taste. Adaptability for personal use depends upon what is generally accepted for ordinary streetwear.

iii. 62a2A: If cost of work clothing is deductible and is reimbursed by employer, employee does not have to include reimbursed amt in her gross income.

23. LEGAL EXPENSES

a. 1.263a-1: Legal fees incurred in biz context must be capitalized if they are incurred in connection w/ acquisition of property that has useful life extending subst beyond the close of the yr in which the legal expense is incurred

b. Personal legal fees are nondeductible  

c. Deductibility of legal fees that arise partly for personal reasons and partly to protect biz/investment interests depend on “origin” of the claim, not on potential consequences. If origin of claim is personal, legal fees are nondeductible even if they also protect taxpayer’s biz/investment interests.

d. Gilmore: taxpayer who ran family biz was denied deduction for legal fees that he incurred, during his divorce, to defend against his wife’s claim on his controlling interest on the biz. Though he argued that litigation costs were deductible under 212 b/c they were incurred to conserve income-producing property, Ct said origin of divorce claim was personal and thus nondeductible


i. Origin of claim: Principle derived from cases is that characterization, as “business” or “personal” of the litigation costs of resisting a claim depends on whether or not the claim arises in connection w/ the taxpayer’s profit-seeking activities, not on consequences that might result on income-producing property from a failure to defeat the claim.

1. Look at nature/objective of litigation, defenses asserted, purpose for which claimed deductions were expended, background of litigation.

ii. Wife’s claims stemmed entirely from marital relationship. Any such right to equal division of community property stemmed from wife’s making good her charges of marital infidelity on part of husband. Also, no such property could have existed but for marriage relationship.

e. 212(3): permits deduction for expenses incurred in connection w/ a determination, collection, or refund of any tax (so even personal tax advice) Zmuda

24. EDUCATIONAL EXPENSES

a. 1.162-5: test for whether cost of education can be deducted as biz expense:

i. If the education maintains or improves the skills reqd by the indiv in his employment or other trade or biz, or (must already be in biz)

ii. Meets the express reqmts of the indiv’s employer, or the reqmts of applicable law or regs, imposed a a condition to the retention by the indiv of an est employment relationship, status, or rate of compensation (not bar exam)

b. Cost of college education is generally nondeductible b/c cts consider the cost to be a personal expenditure (Carroll: in which police detective was denied deduction for cost of tuition b/c ct concluded college education was personal expense, not expense of being in profession of being a detective, was unrelated to duties of being police officer)

c. Educational expenses incurred to meet the minimum educational reqmts of a new trade/biz or constitutes part of program qualifying taxpayer for new trade/biz are nondeductible (1.162-5a and b)

i. Hard to distinguish from education which trains for new duties in same type of work.

d. Taxpayer Relief Act of 1996 enacted new provisions to promote post-secondary educations:

i. Hope Scholarship Credit 25A: provides nonrefundable 100% credit on first $1000 of “qualified tuition and related fees” and a 50% credit on next $1000 of such expenses. Thus max is $1500.

1. For taxable yrs beginning after 2001, dollar cap on education expenses subject to the credit will be adjusted for inflation.

2. The creditable educational expenses are reduced by scholarships that are excluded from income and certain forms of educational assistance (25Ag2)

3. Available only for student enrolled on at least a half-time basis at qualified educ institution

4. Can only be taken for first two yrs of post-secondary education and can be claimed no more than twice for anyone

ii. Lifetime Learning Credit: nonrefundable credit equal to 20% of up to $5000 of “qualified tuition and related expenses” paid by taxpayer

1. Qualified tuition and related expenses: do not include books, room, board, student activity fees, insurance unrelated to student’s courts of study

2. For taxable yrs after 2002, dollar cap on education expenses subject to credit increases to 10K. Thus annual max credit is 1K up to 2002 and 2K after 2002.

3. Can be taken for each yr of undergrad and grad and vocational school

iii. Both credits are phased out for indiv taxpayers w/ modified adjusted gross income b/w 40K and 50K and for joint filers w/ modified adjusted gross income b/w 80K and 100K.

e. Education IRAs (530): 

i. annual contributions up to 500 in cash may be made to education IRA est exclusively to pay the “qualified higher education expenses” of the beneficiary of the account (530b1)

ii. Qualified higher education expenses included in tuition, books, fees, dorm costs, supplies and equipment reqd for attendance at an eligible education institution

iii. Such expenses are reduced by scholarships that are excluded from income and certain forms of educational assistance (25Ag2)

iv. No contributions may be made to an education IRA after the beneficiary reaches age of 18. Contribution to an education IRA are not deductible from AGI, but earnings n the IRA and w/drawals from the IRA used to pay the beneficiary’s qualified higher educations expenses are not taxed (530 d2A)

v. The 500 annual permitted contribution is phased out for indiv taxpayers w/ modified adjusted gross income b/w 95K and 110K and for joint filers w/ modified adjusted gross income b/w 150K and 160K.

vi. ETC ETC

f. 25A:

DEDUCTIONS FOR THE COST OF EARNING INCOME

25. CURRENT EXPENSE V. CAPITAL EXPENSES; REPAIR AND MAINTENANCE EXPENSES

a. 263:

i. Disallows deduction for cost of acquiring property whose useful life extends subst beyond close of taxable yr. Since cost of such properties represents a present payment by taxpayer for economic benefits that will accrue to her in the future, tax law reqs that the expenditures be capitalized rather than deducted as a current expense. Taxpayer will be allowed recover such expenditures via 167 which authorized annual allowance for exhaustion, wear, or tear of capital assets (yr by yr basis thru medium of depreciation or amortization deductions).

b. Capitalization is reqd if an expense produces a long-term benefit even if the expense does not create a separate asset.

c. 1.263(a)-1 and 2: provide that taxpayer must capitalize certain costs, including cost of: acquiring or constructing buildings/machinery, making permanent improvements in property, securing a copyright, defending or perfecting title to property, etc. 

d. 263A: UNICAP rules apply when company produces goods for sale to customers.

i. 263A(b): UNICAP rules (uniform capitalization) apply to mfrs, wholesalers, retailers, and any other taxpayers who:

1. produce real or tangible property (including books, films, sound recordings) for sale or 

2. who acquire real or tangible property for resale to customers in the ordinary course of their biz 

ii. Provides that direct and indirect costs properly allocable to real/tangible personal property produced for sale by the taxpayer shall be capitalized and expenses recovered by including them in cost of goods sold.

1. direct costs: cost of material and wages of employees who produce/sell goods 

2. indirect: cost of repair/maintenance of equipment/facilities to be used in production of goods, insurance costs, utility costs, rent on equipment, facilities or land, indirect labor costs, etc.

iii. Doesn’t apply to freelancers (authors, photographers, etc)

1. Can currently deduct expenses.

iv. Applies to taxpayer who acquires personal property for resale only if taxpayer’s annual gross receipts from sales over 3 yr period exceed 10 million (263Ab2B)

v. However, regs do provide that taxpayer’s expenses for marketing, advertising, general biz and financial planning, and research/development, are currently deductible, even though they provide a benefit extending beyond the taxable yr (263A(c)(2)) 

e. 67:

i. 1.162-3: taxpayer may generally deduct the costs of incidental materials and supplies in the yr in which the supplies are purchased

ii. 1.62-1T(d): employee is not considered to be engaged in trade/biz for purposes of computing AGI under 62

iii. 67a: Employee biz expenses that are not reimbursed by the employer are subject to this section, which generally limits a taxpayer’s itemized deductions to her aggregate deductible expenses in excess of 2% of her AGI. Even if taxpayer’s unreimbursed employee biz expenses exceed 2% floor, taxpayer is only allowed to take a deduction for excess over the floor if they itemize the deduction.  

iv. Reimbursed employee biz expenses are treated like non-employee biz expense, not subject to 67.

v. If amt reimbursed by employer is equal to employee biz expenses, 1.162-17(b) allows employee, for reporting purposes, to disregard both the reimbursement and the biz expense.

vi. Current expenses are deductible in the yr in which they are incurred

f. Encyclopedia: the payments to the publishing company were capital expenditures b/c the work was intended to yield to Encyclopedia an income over a period of years. Object of 162 and 263 of Code is to match up expenditures with income they generate.  

i. Rationale: to accurately reflect the taxpayer’s true income for each yr by matching an expense w/ the income to which it relates (Encyclopedia)

g. Distinguishing b/w repairs and capital improvements:

i. 1.162-4: repairs can be deducted currently if the repairs “neither materially add to the value of the property nor appreciably prolong its life, but keep it in an ordinarily efficient operating condition.”

1. Deductible: expenses made to restore property damage

2. Minor repairs(deductible

3. Major repairs(capitalize

ii. Must capitalize: 

1. Nondeductible capital outlays: Expenditures that subst increase the useful life of an asset, which are large in comparison to value of “repaired asset” and comprise part of an overall plan of remodeling or rehab must be capitalized.

2. 1.263a-1: expenses that are in the nature of replacements, that appreciably prolong the life of the prop, that make good the exhaustion for which depreciation has been permitted, or adapt prop to a new or diff use must be capitalized.

h. Midland Empire: taxpayer used basement of meat-packing plant to store/cure meats. In tax yr at issue, oil from newly constructed refinery began to seep thru walls of basement creating hazard that caused inspectors to threaten to shut it down. Thus, taxpayer paid 5K to line walls w/ concrete. Ct said wall was repair, not capital improvement, b/c adding it merely permitted taxpayer to keep doing what it had been doing b/4 oil seepage occurred.

i. Rev. Ruling 94-38: are costs incurred to clean up land and to treat groundwater that taxpayer contaminated w/ hazardous waste from its biz deductible by the taxpayer as a biz expense under 162 or must they be capitalized under 263?

i. Groundwater treatment facilities constructed by X have useful life subst beyond the taxable yr in which they are constructed and thus, cost of their construction are capital expenditures. Also, b/c construction of these facilities constitutes production w/n meaning of 263Ag1, X is reqd to capitalize under 263A the direct costs and proper share of allocable indirect costs of construction. Thus cost of them are recoverable under applicable law.

ii. X’s soil remediation expenditures don’t produce permanent improvements to X’s land or provide future benefits. Thus, appropriate test for determining whether expend increase value of prop is to compare status of asset after expend w/ status before condition arose that necessitated expenditure.

iii. Moreover, since land is not subject to an allowance for depreciation, amortization, or depletion, the amts expended to restore the land to its original condition are not subject to capitalization under 263a2

iv. Soil remediation incurred represent ordinary and necessary biz expense w/n scope of 162. They are appropriate and helpful in carrying on X’s biz and are commonly and frequently reqd in X’s type of biz. 

j. Norwest: Under the circs, cost of removing the asbestos-containing material must be capitalized b/c they were part of general plan of rehab and renovation that improved the building. But for the remodeling, asbestos removal would not have occurred. Removal of asbestos did increase value of building compared to its value when it was known to contain a hazard, but did not materially increase the value of the building so as to require them to be capitalized.

i. Asbestos remodeling removal were part of project of rehabilitation.

k. INDOPCO: taxpayer, publicly held company, incurred investment banker fees and related costs in connection w/ friendly merger offer by another firm. Pointing out that no separate and identifiable asset had been created to which such outlays could be allocated, the taxpayer sought to deduct rather than capitalize banking fees as current expense. Ct held that although mere presence of incidental future benefits beyond yr in which expenditure is incurred is important, here, the merger produced significant benefits that would be realized by the taxpayer, or by the merged entity, in future yrs. Thus, fees could not be deducted currently but had to be capitalized under 263. 

i. “Future benefits” rationale: seems environmental cleanup costs, employee recruitment/training expenses, may be brought into this rationale

ii. This decision left taxpayer with capitalized item that apparently has no determinative or finite useful life. No annual depreciation or amortization deduction could be allowed, and capitalized expenditure would be recovered by the taxpayer only when the corp was sold/dissolved. 

iii. Unlikely to alter treatment of advertising. Amts spent by biz taxpayers for advertisement have been treated as trade/biz expense under 162a and allowed to be deducted currently.

l. Prepaid expenses: acceleration of expense deductions benefits taxpayer by permitting deferment of taxes.

i. Prepayments of anything are usually currently deductible only to the extent that the “asset” or service so acquired is exhausted during the taxable yr. The unused portion of premiums is reqd to be prorated or amortized over the yrs to which the benefit relates.

ii. 461g: reqs cash method taxpayers to capitalize all prepaid interest (other than in connection with home mortgage loans) and to deduct such interest ratably over the period of the loan. 

26. DEPRECIATION: ACRS AND INVESTMENT CREDIT

a. Depreciation serves 2 purposes:

i. To permit deductions for economic loss from decline in value of asset while asset is used in biz.

ii. To recover the taxpayer’s investment

b. There are six classes for personal property: 3, 5, 7, and 10 year tangible personal property uses 200% declining balance method, 15 and 20 property uses 150%.

c. Real property uses straightline method(Recovery period is:

i. 27.5 yrs for residential real prop and 

ii. 39 for nonresidential real prop (commercial). 

iii. Real prop is under midmonth convention and full yr deduction is prorated according to number of months the prop is in service during the year. 

d. Taxpayers who own depreciable assets during a period of inflation are likely to suffer what amounts to an increase in their tax burdens w/o enjoying an equivalent increase in their “real” incomes. Even when inflation increases company’s gross income, depreciation allowance remains the same.

e. Useful life: Code permits biz taxpayers to depreciate property over periods that are much shorter than “actual” life. In enacting ACRS, Congress’ aim was to stimulate investment in plant/equipment (depreciable assets) so discarded accuracy of measurement. Manipulates depreciation allowance to influence private  investment decisions.

f. Rationale for depreciation deduction: since income must accurately reflect cost of asset that produces income, cost of “wasting asset” should not be fully deductible in year of purchase since decline in value of asset is cost of earning income, most accurate reflection of time income reqs capitalization of cost of asset, then the deduction of deprec over useful life of asset to reflect decline in value of asset. 

g. 167(a): provides generally that a taxpayer is allowed to take depreciation deductions for biz/investment property (tangible/intangible) over useful life of asset, provided that the property has a determinable, limited useful life (is depreciable)

i. Depreciation of intangible assets is determined by 167
ii. Depreciation of tangible biz or investment assets is determined by 168
h. 168: Most tangible property w/ limited useful life depreciates using, accelerated cost recovery system: ACRS accelerates the taxpayer’s depreciation deductions in 3 ways:

i. it uses recovery periods that are subst shorter than the actual useful life of the prop

ii. spreads recovery over life of asset, but concentrates larger deductions in earlier yrs of asset’s life and effects a quicker return of greater part of taxpayer’s costs.  

iii. it assumes that the salvage value of the property is zero, permitting a deduction of the entire cost of the property (168b, c, e)

iv. Under 168, taxpayer’s annual depreciation deductions are determined using [only applies to tangible assets]

1. the applicable depreciation method: 168b: 

a. straightline: allocates total cost of asset ratably to each yr of useful life. Must use this method to depreciate real prop and may to depreciate other types of prop

b. If not real prop and taxpayer doesn’t elect to use straightline method, one of two accelerated depreciation methods will apply: 

i. If property is 15 yr or 20 yr property, 150% declining balance method will apply

ii. If property is any other type of property, the 200% declining balance method will apply unless taxpayer elects to apply 150% declining balance method.

1. Declining balance depreciation method: percentage deduction that would be allowed for property under the straightline method is increased by specific percentage, either 150% or 200%. This amt of depreciation is then subtracted from the basis of depreciable property. 

2. If we kept deducting 40% of an ever-decreasing adjusted basis, we would never fully depreciate the asset, so 168 provides that we switch over to straightline deductions in the 1st yr in which the straightline deductions is more than the deduction computed using the declining balance method. In this context, a straightline deduction in a given yr is calculated based on 

a. The adjusted basis of the property in that yr and

b. The remaining useful life of the property

c. Economic depreciation method most accurately measures a taxpayer’s income( taxpayer would take an annual depreciation deduction equal to the decline in value of the property of that year.

i. Treats cost of each yr’s operations as the diff b/w the value of the asset at beginning of the yr and value at end of the yr.

ii. Determine decline in value of property by:

1. Looking at indexes, books

2. discounting expected income streams

iii. Depreciation deductions are backloaded (starting low and increasing over time)

d. Recapture: gain from sale of depreciated asset may be capital gain. Depreciation deductions are ordinary deductions. Thus, portion of any gain on sale of depreciable property that is attributable to having taken depreciation deductions is recharacterized as ordinary gain under 1245 recapture rules.

i. For real property, depreciation is recaptured only to extent that depreciation taken is greater than straightline (1250). Straightline depreciation is reqd for almost all real property.

ii. 1245 says gain on sale of depreciable assets is ordinary income to extent of prior depreciation deductions taken wrt property. Any additional gain is taxed as capital gain.

iii. Rationale: depreciation deduction offsets ordinary income, not capital gain, and are based on estimate of asset’s decrease in value. 

1. Any gain on sale shows depreciation was overestimated. By including gain in ordinary income, govt is “recovering” excess ordinary deduction taken in earlier years.

2. 1245 mandates inclusion in ordinary income of amount by which lower of 

a. original basis (pre depreciation deduction) or

b. amt realized exceeds adjusted basis of prop.

2. applicable recovery period: for tangible property, it is determined under 168c and e. Recovery periods are generally based upon the class life for property determined by the Sec of Treas. and are often shorter than class life of the asset. 

a. Look to 168e3 for classification of certain types of property.

i. Car or truck: 5-yr property

ii. Five-year property-5 yrs.

iii. Residential real property—27.5 yrs

iv. Nonresidential—39 yrs

3. and applicable convention: 168d: determines date on which depreciable property is deemed to have been placed in service by taxpayer (when depreciation deduction begins)

a. If asset is not real property, half year convention applies (date half way thru the year)

b. This convention creates some potential for abuse b/c taxpayer could place property in service at end of yr and still take half-yr’s depreciation

i. 168d3: thus, if disproportionate amt of depreciable property is placed in service last 3 months of yr, mid quarter convention applies (prop is deemed to have been placed in service on date that is halfway thru quarter in which the property is actually placed in service)

c. Midmonth convention applies to depreciable real property, so prop is deemed to have been placed in service on date that is halfway thru the month in which property is actually placed in service.

i. Goodwill and Other Intangibles

i. Goodwill: excess of value of biz as going concern over the separate value of its tangible assets

ii. One who acquires more than one asset in single transaction must allocate portion of purchase price to each asset, based on FMV at date of purchase.

iii. Some of the portion of purchase price may be attributable to enterprises’ reputation, customers, or work force 

iv. 197: provides for a 15-yr amortization of a long list of intangibles which is held in connection w/ conduct of trade/biz [which include goodwill, going concern value, value of work force in place, and value of current relationships w/ customers/suppliers] provided that such assets are acquired by purchaser rather than self-created.   

1. Includes franchises, trademarks, customer lists, covenants not to compete, etc.

CAPITAL GAINS AND LOSSES

27. BACKGROUND, STATUTORY FRAMEWORK, AND POLICY

a. Ordinary income: salaries, interests, dividends, profits from running a biz

b. Capital gain: gain from sale/exchange of prop such as real estate, stocks, bonds 

c. 1h:

d. 64: ordinary income includes any gain from the sale/exchange of property which his neither a capital asset nor property described in 1231b.

e. 65: ordinary loss includes any loss from the sale/exchange of prop which is not a capital asset.  

f. 1202a: 

g. 1211: for corps, losses from sale/exchanges of capital assets shall be allowed only to extent of gains from such sales/exchanges. For other taxpayers, losses shall be allowed only to extent of gains from such sales/exchanges plus lower of 3K or excess of such losses over such gains.

h. 1222: when taxpayer recognizes both gains and losses in single tax year, taxpayer must net them as provided in this section.

i. May carry excess capital loss back 3 yrs and forward 5 yrs (1212a1). 

j. Noncorp taxpayers can deduct up to 3K of capital loss in excess of gain in a given yr and carry forward indefinitely the excess capital loss (1211b) and (1212b1)

k. There is distinction b/w long-term and short-term capital gain—>

i. long-term capital gain (when taxpayer held capital asset sold for more than one year) is taxed at 1h preferential rates, and

ii. short-term capital gain (year or less) is taxed at ordinary income rates

l. Policy Rationale: Capital gain should be taxed at lower rate b/c:

i. Bunching: Gain included in yr in which asset is sold may throw taxpayer into a higher tax bracket than he would have been in had the gain been taxed over a number of yrs

1. Pros: realization rule forces a taxpayer to report in one year capital gains that have accrued over several yrs and thus the gain is subject to a higher marginal rate than would have applied had the gains been reported each yr as they accrued; a capital gains preference operates as an averaging device.

2. Cons: capital assets have already the benefit of deferral; the longer the holding period, the greater the benefit of deferral. The deferral benefit may well be greater than the bunching burden. Taxpayer may have been at highest marginal rate even if no bunching. If bunching is a problem, the solution should be more targeted—such as averaging rather than an across the board preference. 
ii. Inflation: Gain realized on sale of capital assets reflects both true economic gain from asset, which should be taxed, and inflationary gain from asset (not “real” gains), which should not be taxed.

1. Pro: capital gains are largely inflationary; thus they do not represent income

2. Con: for assets held a long time, the benefits of deferral may exceed the detriment of inflation. For assets held a short time in a period of high inflation, the preference is not enough. A capital gains preference is so rough a proxy for inflation as to provide no justice. 

iii. Lock-in: tax on capital gains tends to induce people to hold assets when they might otherwise sell/reinvest the proceeds in some other way. To mitigate “lock-in” effect and improve mobility of capital.

1. Pro: recent survey describes this as the most serious argument in favor of capital gains preference. Given our realization system and the ability to step-up basis to FMV at death, investor will be reluctant to incur tax even if in absence of tax, the investor would make another investment. Lock in reduces liquidity, impairs the mobility of capital, and may lead to broader fluctuations in market prices.


2. Con: does lock-in impose significant burden on the economy as a whole—do we care who owns stock? Etc.

iv. Risk:

1. Pro: existence of income tax discourages risk b/c it reduces the expected return from a risky investment, a problem exacerbated by the limitation on the loss.

2. Con: address loss limitations or risky investments directly.

v. Not income:

1. Pro: capital gains should not be deemed income b/c they are unexpected, nonrecurring receipts, wholly unlike wages or other payments for productive effort.
2. Con: given a definition of income as ability to pay, hard to say capital gains are not income. For many people, capital gains are expected and recurrent. Other one-time extraordinary receipts such as windfalls, are taxed as ordinary income.
vi. Corporate earnings, unlike most other investments, are double-taxed; corp income is taxed first at corp level and again at shareholder level. It ameliorates the double tax.

vii. Encourages saving and investment: 

1. Pro: preference operates as savings incentive

2. Con: uncertainty that raising rate of return on private savings increases the amt of private savings or if it does that it would decrease cost of capital and increase domestic investment. If this is goal, consider consumption tax.

viii. Encourage investments in risky start-up biz that may generate new jobs. If gains from those investments are not taxed at a more favorable rate, investors would req higher pre-tax returns on those investments.

m. Rationale for limitation on deduction of capital loss:

i. Limitation is necessary to prevent taxpayers from manipulating the recognition of gains/losses to recognize “false” losses

ii. Without limitation, taxpayer would have strong incentive to sell the loss assets and retain the gain assets, and in aggregate, result would be disadvantage to govt.

iii. Unrestricted allowance of deductions for capital losses would decrease tax revenue

n. Capital asset defined.

i. Tax law divides biz assets into 3 categories:

1. Current assets: inventory and accounts receivable (excluded from class of capital assets by 1221(1) and 1221(4))

a. Interpreted by AK Best and Corn to embrace commodities futures and other securities, which though not actually part of taxpayer’s stock in trade, are a surrogate for his basic raw materials or an “integral part of its inventory-purchase system.”

2. Fixed assets: plants/equipment, which are also excluded by 1221(2) but for which a special tax regime is est under 1231 and related provisions.

3. Intangible property rights (biz/ goodwill) which falls under capital asset class

ii. 1221: capital asset means “property” that does not fall w/n any of the following 5 ordinary asset categories: 

1. Inventory or property held for sale to customers in the ordinary course of biz (stock in trade of taxpayer or other property of a kind which would properly be included in, inventory if on henad at close of taxable yr, or prop held by taxpayer primarily for sale to customers in ordinary course of trade/biz)

a. Factors that point toward inclusion 1221(1):

i. Frequent/numerous sales

ii. Significant improvements

iii. Brokerage activities

iv. Advertising (extent of selling effort)

v. Purchase/retention of the prop w/ a goal to short-term resale, and

vi. Importance of the activity in relation to the taxpayer’s other activities and sources of income

b. Primarily has been interpreted by Ct to be “principally” or “of first importance.”

c. Securities are capital assets.

2. 1231 property(depreciable or real property used in taxpayer’s trade/biz

a. Second and most important statutory exclusion from category of capital assets. Such prop is excluded only to be subject to more favorable set of rules under 1231. 

b. Prop in this category has happy quality of generating capital gain when sold at a profit and ordinary loss when sold at a loss

3. Certain copyrights or literary properties

a. Also precludes capital asset status for those who receive such property as gifts 

4. Accounts receivable or notes receivable acquired in the ordinary course of trade/biz

5. Certain US Govt publications

iii. Biedenharn Realty: ordinary income on the sale of farm property bought as investment that was later sold as lots. Evaluated Winthrop factors:
1. Frequency and substantiality of sales: when dispositions of subdivided property extend over a long period of time and are especially numerous, likelihood of capital gains is slight.

2. Improvements: B improved his subdivisions

3. Solicitation/advertising efforts: in real estate biz, need not engage in promotional exertions in face of favorable market. Don’t need to show active solicitation when the biz is good. Mere sale of a few lots, construction of the first homes, building of roads all constitute highly visible form of advertising.

4. Brokerage activities: B’s brokers did not so completely take charge of whole of Hardtimes sales as to permit the Realty Co. to wall itself off legally from their activities. Employment of brokers should not have shielded B from ordinary income treatment since their activities can be attributed to B.

5. Once an investment, does not always mean an investment. Hardtimes may have been investment one day, but as it was developed and sold, it became by the very fact of change and activity a diff holding than it had been in its inception

iv. Van Seutendael: individual stock trading, no matter how frequent or central to one’s livelihood, did not generate ordinary income/loss b/c assets were not held primarily for sale to “customers” but were sold thru brokers to unknown persons.

1. Petitioner acted no differently from ordinary purchaser. He intended to sell the stocks in any way he could to any purchaser regardless of whether purchaser could be deemed a “customer.” 

2. Only securities sales conducted by entities such as commercial brokerages will meet the Van std and generate ordinary income and loss under 1221(1). However, in the long run, due to inflation and other factors, stock held for investment is generally sold at a gain.

v. Corn Products: Taxpayer bought futures to protect itself against increase in spot market price. Ct held taxpayer had a “biz” and not “investment” in purchasing the futures, and thus gains/losses were ordinary and taxable at regular corp rate. Futures played “integral part” in taxpayer’s biz by protecting it against a price increase in its principal raw material and assuring a ready supply for mfr requirements.

1. Profits and losses arising from everyday operation of the biz must be regarded as ordinary.

2. By rejecting argument that futures were capital assets b/c they were rather property or inventory or stock in trade, it created a class of prop (prop acquired for purpose integral to taxpayer’s biz) which it found to be excepted by capital asset definition.

3. The potential for abuse of taxpayer asserting that its original motive had been investment-related when prop was later sold at a gain, but biz related when it was later sold at a loss, led Ct in AK Best to declare that its opinion had been misunderstood and prevailing interpretation too expansive.

vi. AK Best: taxpayer acquired as investment some stock in a bank which started to have problems. During problems, taxpayer contributed subst amt of capital to bank and received more shares. Then sold stock and deducted ordinary loss of 10 million. Tax Ct applied Corn to say that when purchased, it had been acquired as “investment.” Then stock acquired thru capital contribution afterward had been acquired exclusively for biz purpose, to preserve biz’s reputation. Ct rejected and held that all of taxpayer’s bank stock was capital asset and no portion could be treated as ordinary.

1. Ct asserts that Corn should properly have been interpreted as involving an application of 1221’s inventory exception rather than an effort to create a general exemption from capital assets status for assets acquired for biz purposes. While corn futures weren’t actual inventory, they were plainly a part of taxpayer’s inventory purchase program and as such, were mere substitutes or surrogates for corn inventory itself.

o. Computation
i. 1h: provides 2 alternative procedures for calculating tax on long-term capital gains. Purpose of statute is to 1) assure that 20% rate-maximum is never exceeded and 2) that lower 10% rate will apply to extent that taxpayer’s long-term capital gain would otherwise fall within 15% bracket

1. So if taxable income other than long-term gain exceeds 15% bracket, the taxpayer pays tax on such income at the regular rates—and then adds a 20% tax on long-term capital gain. 

2. If taxable income other than long-term gain is within the 15% bracket, he pays tax at 15% rate on such income, plus 10% on so much of his long-term gain as is needed to fill that bracket up, and then adds a 20% tax on any additional long-term gain.

ii. Netting procedure (1222):

1. Distinguished long term and short-term gains

2. Then directs taxpayer to net gains/losses in each category separately.

3. If one category shows net loss and other a net gain, the net loss and net gain are netted against each other 

a. Short-term loss may offset long-term gain, or vice versa.

4. 3 possible outcomes:

a. Net gain in both categories: then net short-term gain is taxed as ordinary income while net long-term gain is dealt w/ under 1h and may be subject to 20% rate limitation

b. Net losses in both categories: net losses are combined and offset against up to 3K of ordinary income (w/ unlimited carryforward)

c. Net loss in one category and net gain in the other, in which case the loss in former category)(whether long or short) is offset against the gain in latter category. 

i. If there is excess of short-term gain over long-term loss, excess is short-term gain and is taxed as ordinary income

ii. If there is excess of long-term gain over short-term loss, the excess is long-term gain and is dealt w/ under 1h

iii. If net loss in either category exceeds the net gain in the other, the excess is offset against 3K of ordinary income, w/ unlimited carryforward.

p. 1237

q. 1231: if recognized gains from sale of real and depreciable property exceed recognized losses for taxable year, gains and losses are all treated as long-term capital gains/losses. 

i. But if recognized losses exceed recognized gains, then gains/losses are treated as ordinary.  

ii. Basically, one treats net gain as long-term capital gain, and net loss as ordinary loss deductible from ordinary income.

iii. 1231 gain: any recognized gain on sale/exchange of property used in trade/biz, etc.

iv. Congress partly wanted to encourage replacement of, and spur investment in, depreciable plant and equipment.

v. Since 1231 permits capital treatment for gains from sales of depreciable property, provision creates special problem. Since depreciation is deduction from ordinary income, the amt deducted is subtracted from property basis. If value of prop exceeds adjusted basis, (if depreciation allowed exceeds actual decline in prop’s value), then sale of prop will produce gain, and gain under 1231 will be capital). Thus, prior deductions from ordinary income will have been transmuted into capital gain thru sale. 

vi. To deal w/ this problem, Code reqs the “recapture” of all or portion of depreciation when prop is sold.  Under 1245, taxpayer’s gain on sale of prop is taxed as ordinary income to full extent of his prior deductions.
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