FIT OUTLINE
–Ascher–

1. INTRODUCTION:
a. Progressive Rate Structure:
i. Taxpayers with more taxable income pay a greater percentage rate of tax than taxpayers with less taxable income.

ii. As taxable income increases, the higher tax rate applied to the upper increments does not affect the lower increments.  

iii. Based on two policies:

(1) Ability to pay

(2) Marginal utility of taxpayer’s income

iv. Tax system is actually proportional.  

(1) When federal Social Security taxes and state and local taxes of all kinds are included, the nation’s overall tax system becomes “proportional” and taxes both the richer and poorer taxpayers at the same rate–about 31% to 33% of their total income.

(2) It is only when government “transfer payments” are taken into account–welfare and Social Security benefits and other major programs–that the system actually shifts significant amounts of income from rich to poor.

b. Types of Taxes:
i. Progressive  –  Tax rate increases ans the value of the tax base increases

(1) EX: income tax.

ii. Proportional  –  Tax rate remains constant for all values of the tax base (aka “flat tax”)

iii. Regressive  –  Tax rate decreases as the value of the tax base increases; hit the poor harder than the rich.

(1) EX: Social Security Tax; state and local taxes

c. Objectives of Tax Reform:
i. Equity:
(1) Does the tax system treat taxpayers with equal incomes similarly (horizontal equity) and does it differentiate appropriately among taxpayers with unequal incomes (vertical equity).  

(2) Horizontal equity: taxpayers with equal ability to pay taxes should pay equal amounts of tax.

(a) FOR:  Asserted that individuals with a relatively high ability to purchase goods and services which satisfy needs for private consumption also have a relatively high ability to purchase those goods and services which provided for public consumption needs (goods and services provided by the government).

(b) AGAINST: First, some assert that actual consumption of goods and services, not potential consumption (income) is a fairer basis for taxation.  Taxation should be based on the actual satisfaction derived from goods and services, rather than the ability to purchase them.  Second, income may be misleading as a single index of ability to pay taxes b/c no account is taken of the time and effort expended on earning that income.

(3) Vertical equity: the actual amount by which the tax liability of the taxpayer with the higher ability to pay exceeds that of the other taxpayer.  

(a) More subjective than horizontal equity b/c it involves a comparison of the ability to pay for taxpayers with different amounts of resources.

(b) FOR PROGRESSIVITY: if people examined the vertical equity question from the point of view of the very beginning of their lives, when they did not know their capabilities and resources and exactly where they would end up in the income distribution, they would be willing to agree to laws under which government would mitigate, and to some extent, whatever inequalities emerged from a market economy.

I. Efficiency:
I. Taxes should interfere as little as possible with the incentives to engage in specific types of economic activity.

I. Uses as a benchmark the production of goods and services which would occur in a market economy in the absence of taxes.

I. Simplicity:
I. Two basic reasons for a simple tax system: compliance costs and the perception of equity.

I. A complicated tax system requires a large amount of resources to administer and understand.

I. Under a complicated tax system, similarly situated taxpayers may have different tax liabilities b/c they are not equal in their ability understand the rules or pay for professional tax advice.

I. But a very simple tax system may rank low from the equity and efficiency viewpoints.

I. Tax Incentive Act of 1981:
(Reagan Admin)

I. The committee believed that extensive tax reductions are needed to relieve excessive tax burdens and to promote economic growth.  A tax cut was essential to a solid economy recovery.

I. The committee wanted the proportion of household income that is paid in individual income and employee social security taxes is no higher than it was in 1980.

I. Marginal tax rates were lowered in every tax bracket and that the greatest reduction should be made in the top bracket.

I. Procedure of Filing Taxes:
I. Collection:
I. Each taxpayer is required to file a prescribed return which shows the facts upon which tax liability may be determined and asserted.

I. Another means is through payments of estimated tax which are required by law to be paid by certain individual taxpayers.  Neither withholding nor payments of estimated tax relieves a taxpayer from the duty of filing a return otherwise required. 

I. Different Types of Collection:
I. Returns: 

I. Generally, a tax assessment is based upon a return required by law or regulations to be filed by the taxpayer upon which the taxpayer computes the tax in the manner indicated by the return.  

I. Returns must be made on the forms provided by the IRS.  

I. A husband and wife may make a single income tax return jointly.

I. Withholding tax at source:  

I. In the case of wage earners, the income tax is collected in large part through the withholding by employers of taxes on wages paid to their employees.  The tax withheld at the source on wages is applied as a credit in payment of the individual’s income tax liability for the taxable year.  

I. Payments of estimated tax:
I. Any individual who may reasonably expect to receive gross income for the taxable year from wages or from sources or from wages or from sources other than wages, in excess of amounts specified by law, and who can reasonably expect his or her estimated tax to be at least $500, is required to make estimated tax payments.  

I. Payments of estimated tax are applied in payment of the tax for the taxable year.

I. A husband and wife may jointly make a single payment which may be applied in payment of the income tax liability of either spouse in any proportion they may specify.

I. Enforcement Procedure:  

I. GENERAL:

I. Taxes shown to be due on returns, deficiencies in taxes, additional or delinquent taxes to be assessed, and penalties, interest, and additions to taxes, are recorded by the district director or the director of the appropriate service center as “assessments.”  Generally, the taxpayer bears the burden of disproving the correctness of an assessment.  Upon assessment, the district director is required to effect collection of any amounts which remain due and unpaid.

I. LEVY:

I. If a taxpayer neglects or refuses to pay any tax within the period provided for its payment, it is lawful for the district director to make collection by levy on the taxpayer’s property.

I. LIENS:

I. The US claim for taxes is a lien on the taxpayer’s property at the time of assessment.  Such lien is not valid until notice has been filed by the district director.  

I. A valid lien generally continues until the liability is satisfied, becomes unenforceable by reason of lapse of time or is discharged in bankruptcy.

I. PENALTIES:

I. In the case of failure to file a return within the prescribed time, a certain percentage of the amount of tax (or a minimum penalty) is added to the tax unless the failure to file the return within the prescribed time is shown to the satisfaction of the district director or the director of the appropriate service center to be due to reasonable cause and not neglect.

I. Civil penalties are also imposed for fraudulent returns, filing false withholding certificates, for substantial understatement of income tax, for filing a frivolous return, for organizing and participating in the sale of abusive tax shelters, and for aiding and abetting in the understatement of tax liability.

I. Criminal penalties are imposed for willful failure to make returns, keep records, supply information, etc.

I. Examination and Determination of Tax Liability:
I. When returns are filed in the office of the district director of internal revenue or the office of the director of a regional service center, they are checked for form, execution, and mathematical accuracy.

I. Mathematical errors are corrected and a correction notice is sent to the taxpayer.  Notice and demand is made for payment of any additional tax so resulting, or refund is made of any overpayment.

I. Some returns are selected for more examination.  If adjustments are proposed with which the taxpayer does not agree, ordinarily the taxpayer is afforded certain appeals rights.  If the taxpayer agrees with the proposed adjustments, the deficiency will be immediately assessed.

I. There are two types of examination:

I. District Office Examination:  

I. Individual tax returns identified as containing potential unallowable items are examined by the Examination Division at regional service centers.  If the taxpayer requests an interview to discuss the proposed adjustments, the case is transferred to the taxpayer’s district office.

I. Conducted primarily by the interview method.  

I. Examinations are conducted by correspondence only when warranted by the nature of the questionable items and by the convenience and characteristics of the taxpayer.  In a correspondence examination, the taxpayer is asked to explain or send supporting evidence by mail.  

I. In an office interview examination, the taxpayer is asked to come to the district office for an interview and to bring certain records in support of the return.  During the interview, the taxpayer has the right to point out the examiner any amounts included in the return which are not taxable, or any deduction which the taxpayer failed to claim on the return.  

I. Field Examination:
I. Involves an examination of the taxpayer’s books and records on the on the taxpayer’s premises.  An examiner will check the entire return filed by the taxpayer and will examine all books, papers, records, and memoranda dealing with matters required to be included in the return.  

I. At the conclusion of an office or field examination, the taxpayer is given an opportunity to agree with the findings of the examiner.  If the taxpayer does not agree, the examiner will inform the taxpayer of the appeal rights.  If the taxpayer does agree with the proposed changes, the examiner will invite the taxpayer to execute either Form 870 or another appropriate agreement form.  

I. Disputed Liability:
I. Appeals Office:  The taxpayer is given an opportunity to request that the case be considered by an Appeals Office.  The appeals office will afford the taxpayer the opportunity for a conference.  The determination of tax liability by the Appeals Office is final insofar as the taxpayer’s appeal rights within the Service are concerned.

I. Petition to the US Tax Court: Before a deficiency may be assessed, a statutory notice of deficiency (a “90 day letter”) must be sent to the taxpayer by certified mail or registered mail unless the taxpayer waives this restriction on assessment.  The taxpayer then files a petition for a redetermination of the proposed deficiency with the US Tax Court within the 90 days from the date of the mailing of the statutory notice.  If the taxpayer fails to file a petition with the Tax Court within the applicable period, the deficiency will be assessed upon the expiration of such period and notice and demand for payment of the amount thereof will be mailed to the taxpayer.  If the taxpayer files a petition with the Tax Court, the entire amount redetermined as the deficiency by a final decision of the Tax Court will be assessed and is payable upon notice and demand.

I. Claims for refund:
I. After payment of the tax a taxpayer may, within the applicable period of limitations, contest the assessment by filing with the district director a claim for refund of all or any part of the amount paid, except with respect to certain taxes determined by the Tax Court, the decision of which has become final.  

I. If the claim is allowed, the overpayment of tax and allowable interest will be credited against other liabilities of the taxpayer, or will be refunded by the taxpayer.

I.  If the claim is rejected in whole or in part, the taxpayer is notified by mail and may then bring suit in the US District Court or in the US Claims Court for the recovery of the tax.

I. Criminal Investigations:
I. Each district has a criminal investigation function whose mission is to encourage and achieve the highest possible degree of voluntary compliance with the internal revenue laws by:

I. enforcing the statutory sanctions applicable to income taxes through the investigation of possible criminal violations of such laws and the recommendation of prosecution and/or assertion of the 50% percent ad valorem addition to the tax

I. developing information concerning the extent of criminal violations of all federal tax laws

I. measuring the effectiveness of the investigation process

I. providing protection of persons and of property and other enforcement coordination as required.

I. A witness when questioned in an investigation conducted by the Criminal Investigation Division may have counsel present to represent and advise him.  Upon request, a copy of an affidavit or transcript of a question and answer statement will be furnished a witness promptly, except in circumstances deemed by the Regional Commissioner to necessitate temporarily withholding a copy.

I. A taxpayer who may be the subject of a criminal recommendation will be afforded a district Criminal Investigation conference when he requests one or where the Chief of the Division makes a determination that such a conference will be in the best interests of the Government.  At the conference, the IRS representative will inform the taxpayer by a general oral statement of the alleged fraudulent features of the case, to the extent consistent with protecting the Government’s interest, and making available to the taxpayer sufficient facts and figures to acquaint him with the basis, nature, and other essential elements of the proposed criminal charges against him.  

I. The Taxing Formula:
I. Gross Income
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I. The statutory taxing formula begins with gross income, a concept that encompasses the “accessions to wealth” on which an individual is taxed.  

I. Permissible deductions include:

I. Those associated with the conduct of the taxpayer’s trade or business

I. Those associated with an activity that, while not a trade or business, is geared to the production of income

I. Those not within the above two classes (such as personal expenses that typically would be denied deductibility) but that Congress has specifically authorized as deductions

I. Artificial deductions (those for which the taxpayer did not expend funds but that are allowed on policy grounds, such as the personal exemption).

II. WHAT IS GROSS INCOME?
II. Introduction:
II. §61(a) defines gross income as “all income from whatever source derived.”  

II. Commissioner v. Glenshaw Glass: income includes “undeniable accessions to wealth, clearly realized, and over which the taxpayers have complete dominion.”

II. Four Critical Issues:  

II. What items are included in gross income?

II. What is the amount of such inclusions?

II. To whom are these accessions gross income?

II. When must an accession to wealth be included in gross income.

II. Forms of Gross Income:
II. Compensation for Services and Sale of Appreciated Property:
II. §61(a): gross income includes “compensation for services, including fees, fringe benefits, commissions, and similar items.”  

II. §61(a)(3): includes “gains derived from dealings in property.”  

II. Gains derived from a property transaction, defined in §1001(a), is computed by subtracting the adjusted basis of the property sold from the amount realized by the taxpayer on the disposition.  
II. Adjusted basis is usually the taxpayer’s cost of acquiring the property.

II. Amount realized represents the total economic benefit received in exchange for the property. §1001 defines amount realized as the sum of any money received plus the fair market value of any property or other economic benefit received in the transaction.

II. Income without Receipt of Cash:
II. §61 includes noncash benefits in gross income.  Thus, a parcel of land as compensation for services rendered is gross income.

II. Two issues to consider in determining which in-kind receipts are included in gross income:

II. should the characterization of an in-kind receipt as gross income depend on the type of relationship (employer-employee, parent-child, etc) that exists between the parties?  The more familial the relationship, the less likely it is that the receipt is compensatory in nature.

II. What effect does the inclusion of noncash receipts in gross income have on the taxpayer’s ability to pay the resulting tax liability?  An in-kind receipt, unless reduced to cash, cannot be used to satisfy the tax liability.

II. McCann v. United States: Family attended seminars in Vegas paid for by his employer and did not include the trip in their gross income.  HELD: gross income can include money, property, services, meals, accommodations, stock, etc. and where an employer pays an employee’s expenses on a trip that is a reward for services rendered by the employee, the value of the reward must be regarded as income to the employee.  This was obviously an economic benefit to the family.

II. United States v. Gotcher: A car dealer received an all expenses paid trip to Germany to tour a Volkswagon manufacturing company.  HELD: the value of the trip is not includable in gross income.  There are two prerequisites to gross income: (1) there must be economic gain, (2) this gain must primarily benefit the taxpayer personally.  Here, the trip was business-related and the taxpayer did not benefit personally from it.

II. * The biggest difference between McCann and Gotcher is that McCann’s trip was organized primarily for the personal benefit of the agents while Gotcher’s trip was organized primarily for the benefit of Volkswagon.  Also, McCann was an employee of the company and Gotcher was not.  In McCann, the agents were not required to attend the seminars, but Gotcher had no choice but to attend.  Finally, McCann received a lot of personal time in Vegas and Gotcher’s trip was controlled and pre-planned.

II. Barter Transactions:
II. Reg. 1.161-1(a): income may be realized “in the form of services, meals, accommodations, stock, or other property, as well as in cash.  

II. Rev. Rul. 79-24: IRS applied the above rule to barter transactions in which services were exchanged for services an rent-free use of property for property.  

II. Reg. 1.61-2(d)(1): if services are paid for other than in money, the fair market value of the property or services taken in payment must be included in gross income.  If the services were rendered at a stipulated price, such price will be presumed to be the fair market value of the compensation received in the absence of evidence to the contrary.

II. Discharge of Indebtedness:
II. Economic gains arise when a taxpayer’s debt is discharged at less than its face amount, and therefore must be included in gross income.

II. §61(a)(12) provides that gross income may include income from the discharge of indebtedness, and Reg. 1.61-12 provides that a taxpayer may realize income by payment or purchase of the taxpayer’s obligation at less than its face amount.

II. United States v. Kirby Lumber Co: Issue of whether the difference in the value of bonds was taxable income.  HELD: if the corporation purchases and retires any of such bonds at a price less than the issuing price or face value, the excess of the issuing price or face value over the purchase price is gain or income for the taxable year.

II. Zarin v. Commissioner: A gambler was granted “credit” from a resort.  HELD: where something that would otherwise be includable in gross income is received on credit in a purchase money transaction, there should be no recognition of income so long as the debtor continues to recognize an obligation to repay the debt.  On the other hand, income, if not earlier recognized, should be recognized when the debtor no longer recognizes an obligation to repay and the creditor has released the debt or acknowledged its unenforceability.

II. Unanticipated Gains:
II. Gross income has expanded to include receipts without a compensatory nexus between the income-earning activities and the resulting receipt.  Thus receipts of such minimal activities such as answering the telephone and providing a correct response to a question (Turner) and the discovery of a treasure trove (Casarini) may constitute gross income.

II. Turner v. Commissioner:  won a prize–two first class airline tickets–when she correctly answered the name of a song on the radio.  She then traded in the two first class tickets for four coach tickets to a shorter destination.  HELD: the tickets were a luxury and not something they needed in the ordinary course of their lives for which they would have made an expenditure in any event.  The value to the  was not equal to their lack of retail cost.

II. Cesarini v. United States:  purchased a piano and later found money hidden in it, and then claimed (1) it was not gross income, and (2) the money was due when she purchased the piano and not when she later found the money.  HELD: gross income includes income realized in any form, including treasure trove.  (Reg. 1.61-14).   State law governs as to when the money is reduced to undisputed possession.  Here, Ohio law holds that  had to find the money to have possession over it, so this money was not “reduced to undisputed possession” until its actual discovery date, so the US was not barred by the SOL from collecting the money during that year.

II. Prizes and Awards:
II. §74(a) provides that prizes and awards are generally included in gross income, even if received due to achievement in fields such as the arts and sciences.

II. Prop. Reg. 1.74-1(a): prizes and awards which are includable in gross income include (but are not limited to) amounts received from radio and television giveaway shows, door prizes, and awards in contests of all types.  

II. Unemployment Compensation:
II. §85: expands the tax base by including all unemployment compensation in gross income.  Treats them in the same manner as wages or other wage-type payments.  

II. Limitations on Gross Income:
II. Recovery of Capital:
II. To be includable under the Glenshaw Glass formula, there must be an “accession to wealth,” not merely the recovery of one’s original capital investment.  

II. When one receives a rebate on the purchase of an asset, the rebate is classified as a reduction in purchase price (return of capital) and does not give rise to gross income.

II. Congress provides for a tax-free recovery of capital in most situations.  For example, in computing gain or loss arising on the sale of property, §1001(a) expressly provides that taxpayers are to offset the costs incurred in acquiring the property against the proceeds of the sale.

II. Rev. Rul. 81-277: §1012 provides that the basis of property is usually its cost.  Reg. 1.1012-1(a) provides that cost is the amount paid for property in cash or other property. §1016(a) provides that adjustments are made to the basis of property for expenditures, receipts, losses, or other items properly chargeable to the capital account. 

II. Issue of whether proceeds received in a lawsuit or received in settlement of a lawsuit constitute income under §61. 

II. HELD: It depends on the nature of the claim and the actual basis for recovery.  If the recovery represents damages for lost profits, it is taxed as ordinary income.  If the recovery is treated as replacement of capital, the damages received from the lawsuit are treated as a return of capital and are not taxable as income.  Payments by the one causing a loss that do no more than restore a taxpayer to the position he or she was in before the loss was incurred are not includable in gross income because there is no economic gain.  

II. Inflation Issue: The Code provides for an automatic adjustment to the tax tables to prevent tax increases caused by inflation (“bracket creep”).  The Code increases the amount of the standard deduction and personal exemption as well as increasing the minimum and maximum amounts for each rate bracket by the cost-of-living adjustment for a calendar year.  

II. §1(f): earning inflated by the spiraling cost of living are not economic gains at all, but simply return of capital.

II. United States v. Garber: Taxpayer was convicted of willfully and knowingly attempting to evade income tax liability on income earned from the sale of her blood plasma.  HELD: the sale of blood plasma, whether a personal service or product , generated gross income.  

II. Receipts Subject to Claims:
II. Borrowed funds are not an accession to wealth and are not includable in gross income.  

II. But this standard is tested when the borrower does not acknowledge an obligation to repay.  The determinative criteria for gross income is whether the competing claim is recognized and accepted by the taxpayer at the time payment is received.

II. Claim of Right Doctrine: When a taxpayer receives funds with (1) a contingent obligation to repay, either because the sum is disputed or mistakenly paid, and (2) no limitation on the use of the funds exists, those funds are included in the taxpayer’s income in the year they are received.

II. Kreimer v. Commissioner:  was indicted for fraud b/c he obtained loans by false pretenses.  Issue of whether the proceeds of the loans were taxable income or not b/c they intended to repay the loans.  HELD: it depends on whether the party has an intention to repay the loans.  If there is no obligation to repay the loans, then you have gross income.  A finding of fraudulent intent does not necessarily mean there is no intent to repay the loans.  They had an obligation to repay the loans, intended to repay the loans, and did so; it is not gross income.  

II. Realization:
II. This requirement ensures that the inherent gains or losses in the taxpayer’s investment are not taxed until they have been severed from the capital that created them.  Severance occurs on a sale, exchange, or other disposition of property.  

II. Taxpayers are not required to include in gross income the annual appreciation in the value of an asset until the year in which the appreciation is realized through a taxable disposition.  

II. Cottage Savings Assoc. v. Commissioner: Issue of whether a financial institution realizes tax-deductible losses when it exchanges its interests in one group of residential mortgage loans for another lender’s interests in a different group of residential mortgage loans.  Basically, they sold the mortgage loans for an amount lower than it acquired a similar package in exchange, and then claimed a loss for the difference in price on their taxes.  HELD: an exchange of property gives rise to a realization event under §1001(a) only if the properties exchanged are “materially different” – they embody legally distinct entitlements.  Because the participation interests exchanged derived from loans that were made to different obligors and secured by different homes, the exchanged interests did embody legally distinct entitlements.  So they realized their losses at the point of the exchange.  

II. Prsent Test: In response to the fact that the Court fashioned its own test, Reg. 1.1001-3 was issued, stating that “a modification must be significant in order to result in a deemed exchange.” It provides bright-line tests for specific types of modifications of debt instruments that are automatically considered “significant.”  The “economically significant” test generally requires a more significant change than does the Cottage Savings “different legal entitlements” test.

II. Policy Considerations for the Realization Requirement:  allowing taxpayers to defer the payment of taxes on large amounts of unrealized capital gains income.  

II. Advantages of Taxing Appreciation Annually:
II. Broadens the tax base:  eliminating the realization requirement for capital assets would result in unrealized capital gains being included in the tax base; exclusion reduces the size of the tax base and forces the remaining items to bear a higher tax rate.

II. Improves the equity of the tax system: because of the realization requirement, the wealthiest members of society can defer the payment of taxes on substantial amounts of unrealized capital gains income.  This allows the wealthy to invest more funds, increases their return on their initial investment, and allows them to defer even more taxes.  So when they finally sell their capital assets, the fewer real dollars are paid in taxes and the effective rate of tax on the appreciation of capital assets is much lower than the nominal rate.

II. Encourages efficient asset sales: because taxpayers do not have to pay taxes on the increase in value of an asset until they sell or exchange it, taxpayers will resist selling appreciated property even though they may have better available investments, or are in need of cash.  

II. The investors are “locked in” because of the tax penalty they would incur if they tried to sell their property and realize a gain.  And the incentive to hold an asset until death so that the basis can be increased to market value–allowing the unrealized gain to escape taxation entirely–becomes even greater.  

II. Eliminating the realization requirement would mean that capital gains income would be taxed regardless of whether the asset had been sold.  Thus taxpayers would have no incentive to retain less profitable investments to avoid paying taxes, and the lock-in phenomenon would be eliminated.

II. Problems with Taxing Appreciation Annually:
II. Valuation and liquidity: capital assets cannot be accurately valued until they are sold.  

II. Paper gains and cash flow problems: even if valuation could be performed accurately, the gain is only a “paper gain” and one that accrues even though the taxpayer receives no cash.  The paper gain can be lost at any time until the taxpayer sells the underlying asset.

II. Effect of Equity Markets; Annually taxing stock appreciation would drive down stock prices, or at least cause them to increase less rapidly, because it would reduce a stockholder’s after-tax return.  An appreciation tax also seems likely to increase the pressures for higher dividend payments, further reducing a corporation’s available cash.  With an appreciation tax, both retained earnings and dividends would be taxed twice, and the bias against paying dividends would be reduced.

II. Private Responses to Changed Rule: To avoid valuation and liquidity problems, these proposals will tax only the appreciation of those capital assets that are easily valued and relatively liquid.  Other capital assets would continue to be taxed as they are under current tax law.  But the decision to tax only some assets’ capital appreciation probably would cause private investors to shift their funds from assets subject to the appreciations tax into assets not subject to the tax, thereby distorting optimal investment behavior.  For example, if commercial real estate is taxed and residential real estate is not, capital will flee the commercial real estate market into the residential market.

II. Imputed Income:
II. Imputed income is excluded from the income tax base.  

II. Generated in two situations:

II. when taxpayers derive an economic benefit from the ownership and use of their own property (such as the rental value of one’s own home), it is exempt from tax.

II. when taxpayers derive an economic benefit from performing services for themselves or for family member (such as the value of one’s personal services) are exempt from tax.  The primary problem in taxing imputed income from services, which have led to its exclusion, are administrative and valuation difficulties and the burden that would be imposed on the poor, the industrious, and the creative.

II. The most complex impute income situations generally arise in the context of a bargain-purchase.  The decisions appear to focus on the employment relationship.  If this relationship exists, gross income will be found unless the taxpayer can document that an identical transaction would have taken place with an independent third party.  

II. Commissioner v. Daehler: Taxpayer is a real estate salesman and he purchased property and made commission on the sale.  Issue is whether the taxpayer acted as a salesman and had a right to commission, since he bought it for himself.  HELD:  the service was the same for the taxpayer if he submitted his own application and if he submitted the application of another.  His commission was compensation for services. Taxpayer performed services for his employer and the amount received from his employer grew out of the employer-employee relationship, which is gross income.  

II. Two reasons for not taxing imputed income are valuation difficulties and early misgivings about the constitutionality of taxing imputed income.  

II. Disposition of Property:
II. Gains on the Disposition of Property:  

II. On the sale or exchange of appreciated property, gain is determined by comparing the adjusted basis of the property transferred and the amount realized by the taxpayer on the disposition.  A gain is realized to the extent the amount realized exceeds the adjusted basis.

II. Amount Realized: 
II. §1001(b): amount realized is the sum of money received, plus the fair market value of any property received.  The amount realized represents the total economic benefit received in exchange for the property transferred. 

II. Because an economic benefit accrues whenever the transferee cancels or assumed the transferor’s indebtedness or acquires the property subject to a debt, the amount realized includes the amount of debt cancelled or assumed.  

II. Adjusted Basis: 

II. §1012: the general rule for most purchases of property is that the basis is equal to the taxpayer’s cost of acquiring the property.  

II. Cost includes not only cash paid by the taxpayer but also the fair market value of other property transferred or services rendered in exchange for property received.  

II. Cost basis also includes acquisition expenses–broker’s and attorney’s fees.

II. The concept is important with regard to computation of gross income arising from property dispositions; it is not relevant in determining gross income earned from the rendition of services.  The reason is that any amount realized in exchange for services rendered creates an economic gain, whereas an amount realized on the transfer of property creates economic gain only to the extent that amount exceeds transferor’s cost for the property sold.  Thus, in property dispositions, the adjusted basis concept results in a tax-free return of capital.  

II. Basis depends on the manner in which the property was acquired–sale, exchange, inheritance, gift, etc.  Although these rules determine the initial or unadjusted basis of the property, that basis is adjusted for subsequent events, including depreciation, capital improvements, etc.

II. Depreciation: Deductions are allowed on business or investment property because the taxpayer is denied a current deduction for the cost of the asset but should be entitled to recover the asset’s cost (the taxpayer’s capital) as the asset is used in the business or investment activity.  

II. When a depreciation deduction is taken, the basis of the asset being depreciated is reduced–the taxpayer no longer has an investment in that portion of the asset, having recovered part of its cost through a deduction from income.  

II. The asset is fully depreciated when all of its cost has been allocated to successive tax years.  At that time, the adjusted basis is zero because there is no longer any unrecovered investment in that asset.  

II. Taxable Exchanges of Property:
II. Property acquired in a taxable exchange of properties receives a cost basis equal to its fair market value.  The rationale is based on an analysis of tax, not actual economic, cost.  Basis in the acquired property should equal the basis of the property transferred, plus or minus any gain or loss realized by the transferor.  

II. Cost is the fair market value of the property received.  When property is exchanged for property in a taxable exchange the taxpayer is taxed on the difference between the adjusted basis of the property given in exchange and the fair market value of the property received in exchange.  For purposes of determining gain or loss the fair market value of the property received is treated as cash and is taxed accordingly.

II. Debt Incurred in the Acquisition of Property:
II. Crane v. Commissioner: the SC expounded one of the most important and controversial principles of tax law!

II. The entire amount of any debt incurred in the acquisition of property is included in the purchaser’s cost basis at the time the property is acquired, not at a later date when the debt is paid.  

II. The rule is premised on the assumption that the purchaser will satisfy the debt over time.  Thus, regardless of when the purchaser pays the money, the long-term consequences are the same as if the property had been purchased for cash.  If, however, the obligation is not discharged by the time the purchaser disposes of the property, the unsatisfied amount of the obligation is debt relief and is included in the amount realized on the disposition. Thus, on acquisition and disposition, debt incurred and debt relief are treated as equivalent to cash paid and received.  

II. Debt incurred on an acquisition may take several forms.  

II. The purchaser may provide the seller with the purchaser’s promissory note.  The debt may entitle the lender to reach the borrower’s personal assets if there is a default on the loan (a recourse debt).

II. The purchaser may assume an existing debt of the seller. Like in the first instance, debt may entitle the lender to reach the borrower’s personal assets if there is a default on the loan (a recourse debt).

II. The purchaser may merely acquire the property subject to an existing debt to a third party without becoming personally liable.  Here, only the property itself can be reached for payment in the case of default (a nonrecourse debt).

II. Debt Incurred after Property Acquisition:
II. Example: taxpayer purchases property for $100,000 cash and 2 years later, after the property has appreciated to $200,000, he borrows $140,000 from the bank by executing a mortgage on the property.  

II. Woodsam Assoc. v. Commissioner: The taxpayer refinanced real property by giving the lender a nonrecourse mortgage in excess of the property’s basis.  HELD: when property is mortgaged as security for a loan for a purpose other than the property’s acquisition, no current tax consequences arise because there has been no sale, exchange, or other disposition.  The same result occurs if the liability is a nonrecourse debt in excess of the basis of the unencumbered property.  Also, such debt does not represent the cost of the property; thus, it is not included in basis.

II. Although refinancing does not increase basis, the total amount of the unpaid debt is included in the amount realized on a subsequent disposition of the encumbered property.  

II. The result is reasonable because the debtor received cash at the time of refinancing that was not included in income because it was assumed that the debt would eventually be repaid, and that no overall economic gain would accrue to the taxpayer.  But when property is transferred subject to the liability the assumption that the original debtor would make repayment is no longer valid.  Thus, the unsatisfied liability is included as an amount realized on the disposition of the property.  This rationale requires inclusion of both nonrecourse and recourse liability.

II. Amount Realized from Debt Relief:
II. Nonrecourse Indebtedness:
II. Reg. 1.1001-2: general rule that amount realized on the disposition of encumbered property includes the full amount of any debt relief.  The rule applies regardless of whether the amount of the discharged liability is incurred in conjunction with he purchase or after the date of the property’s acquisition.

II. Crane v. Commissioner: agrees with Reg. 1.1001-2.  The court held that because the debt had been included in the seller’s basis, thereby increasing the amount of depreciation deduction and the measure for determining gain, it was essential to equalize this tax and economic benefit by including the amount of debt relief as an amount realized by the seller.  

II. But, only the unsatisfied balance of the obligation constitutes debt relief, not the entire face amount of the original obligation.  

II. The rationale for including all debt relief arising from a refinancing or after-acquired indebtedness as an amount of the debt was never included in basis.  Instead, the economic benefit lies in the taxpayer’s economic gain or increased net worth.  Proceeds from the refinancing were received tax free.  Consequently, if such debt relief is not considered an amount realized, the taxpayer’s life-long net worth has increased without any concomitant taxable gain.  

II. Footnote 37: the court indicated that if a nonrecourse liability exceeds the value of the property on the date of disposition, the excess amount might not be included as an amount realized.  The footnote implies that because the transferor would receive an economic benefit only to the extent of the value of the property, the amount realized might be limited to that amount.  

II. Tufts v. Commissioner: adopts the footnote reasoning by limiting the amount realized from a nonrecourse debt relief to the fair market value of the taxpayer’s encumbered property.  The court held that a taxpayer who sold property encumbered by a nonrecourse mortgage (the amount of the mortgage being less than the property’s value), must include the unpaid balance of the mortgage in the computation of the amount the taxpayer realized on the sale.  

II. The court reasoned that a debtor has no economic incentive to pay an amount in excess of the value of the property that would be lose on default.  Thus, when the property is transferred subject to a nonrecourse obligation, the debtor-transferor’s economic benefit is limited to the elimination of a possible claim against the value of the property transferred.  Because no further benefit has been received, the amount realized should also be limited to this extent.

II. Recourse Indebtedness:
II. Rev. Rul. 90-16: A taxpayer transfers to a creditor a residential subdivision that has a fair market value in excess of the taxpayer’s basis in satisfaction of a debt for which the taxpayer was personally liable.  Issue is whether the transfer is a sale or disposition resulting in the realization and recognition of gain by the taxpayer under §1001(c) and §61(a)(3).  The IRS held that §61(a)(3) income from dealings in property and §61(a)(12) income from debt cancellation arose in a transfer of property to a bank in satisfaction of a debt.  

II. To the extent of the fair market value of the property transferred to the creditor, the transfer of the subdivision is treated as a sale or disposition upon which gain is recognized under §1001(c).  To the extent the fair market value of the subdivision exceeds its adjusted basis, the taxpayer realizes and recognizes gain on the transfer.  To the extent the amount of debt exceeds the fair market value of the subdivision, the taxpayer realizes income from the discharge of indebtedness.  

III. EXCLUSIONS FROM GROSS INCOME:
III. Introduction:
III. Exclusions are divided into three categories:

III. Donative transfers, including gifts, life insurance proceeds, and scholarships.  

III. Employee fringe benefits, including benefits received in an employment relationship, which are excludable from gross income for specific policy reasons.  The excludable items include employer-provided meals and lodging for the employee, employer-provided health and life insurance coverage for the employee and the employee’s coverage, and a broad category of employer-provided fringe benefits for employees.  

III. Miscellaneous exclusions that reflect public policy concerns.  This includes diverse receipts that Congress has chose to exclude for various governmental policy reasons such as compensation for personal injuries, discharge of an insolvent taxpayer’s indebtedness, social security benefits, interest derived from state and municipal obligations, etc.  The governmental goals of assisting those who have experienced personal and financial hardships, or of providing financial support to state and local governments, undergird many of these exclusions.

III. Gifts and Bequests:
III. Introduction:
III. §102(a) excludes from gross income the receipt of gifts, bequests, devises, and inheritances.  

III. Commissioner v. Duberstein: A gift is a payment or transfer:

III. made out of a “detached and disinterested generosity”

III. made out of affection, respect, admiration, charity, or like impulses

III. not made primarily from the constraining force of any moral or legal duty

III. not made from the incentive of anticipated benefit of an economic nature

III. not made in return for services rendered.

III. The focus in determining whether a payment is an excludable gift or includable income is on the donor’s intent or motive in transferring the property to the recipient.  

III. In the family context, gifts are easy to identify because generosity is the expected motive.  But it is more difficult to identify a gift in the commercial context.  

III. The main concern is that an alleged gift, which is excludable from gross income, may actually be disguised compensation and includable in gross income; the payment results from an exchange relationship rather than from a true gift motivation.  

III. Gifts, bequests, devises, and inheritances are, like treasure trove, windfalls to the recipient.  But treasure trove is included in gross income and gifts and bequests are not included.

III. §102(b): even if the gift itself is not includable, the gift exclusion does not apply to income subsequently earned from the gift or devised property.  

III. Olk v. United States: Issue of whether money received by a craps dealer constitutes taxable income or gifts under §102(a) (some patrons of the casino give money to dealers).  HELD: payments are not motivated by acts of generosity.  The regularity of the flow, the equal division of the receipts, and the daily amount received indicate that a dealer acting reasonably would come to regard such receipts as compensation for his services.  They are similar to tips.

III. §1015: Basis for Property Received as a Gift:
III. Under §1012, property has a basis equal to its costs, except as otherwise provided in the code.

III. §1015: a taxpayer who receives a gift acquires a transferred or “carryover” basis in the gift property–the donee’s basis is generally the donor’s basis in the property at the time of the transfer.  

III. One effect of the carryover basis is that the appreciation in value that accrued while the property was held by the donor is not taxed to the donor but is taxed to the donee on a subsequent taxable disposition of that property.

III. But the appreciation in value of property transferred by gift is not permanently excluded from income but is taken into account by the donee if he subsequently sells the property for a gain.

III. Calculating Basis:
III. The rule for computing basis of property received by gift is dependent on whether the donee’s subsequent disposition of the property results in gain, or in loss, or in neither gain nor loss.

III. First have to determine whether the fair market value of the property at the time of the gift is greater or less than the donor’s adjusted basis in the property.

III. If the fair market value is greater than or equal to the donor’s adjusted basis, the donee’s basis will be the donor’s adjusted basis increased (but not above the property’s fair market value) by the gift tax paid, which is attributable to the net appreciation in the property.

III. The carryover rules preserve any inherent gain in the property until a subsequent realization event.  Thus, the donee who eventually disposes of the property in a sale or other taxable exchange realizes a gain equal to the total appreciation since the last taxable disposition of that property.

III. If the fair market value of the property at the time of the gift is less than the donor’s adjusted basis (there is an inherent loss), the donee will have two bases in the property: a basis for determining gain and a basis for determining loss.  The basis for gain is the donor’s adjusted basis (see above) and the basis for loss is the fair market value of the property at the time of the gift.  If the donee sells the property for more than the gain basis, the excess is realized gain.  If the property is sold for less than the loss basis, the excess is a realized loss.

III. Second, we look at the adjustment for the amount of federal gift tax paid with respect to the gift.  

III. §1015(d):  The increase in the donee’s basis for gift tax paid is limited to the portion of the gift tax attributable to the net appreciation in value of the gift property–the amount by which the fair market value of the property at the time of the gift exceeds the donor’s adjusted basis.  

III. Part Sale/Part Gift Transactions:
III. Reg. 1.1015-4:  A part sale/part gift arises when property is transferred in return for consideration totaling less than the property’s fair market value.  

III. To the extent that consideration is received, the transaction is treated as a sale.  

III. To the extent that the fair market value of the property exceeds the consideration, the transaction is generally treated as a gift.  

III. The transferee takes a basis in the property received equal to the amount paid or the transferor’s adjusted basis, whichever is greater, increased by the gift tax attributable to the net appreciation on the gift.

III. To determine whether a loss is realized on the transferee’s subsequent sale of property acquired in the part sale/part gift, Reg. 1.1015-4(a) provides that the basis is the lesser of (1) the transferee’s basis (the greater of cost or the transferor’s adjusted basis), or (2) the fair market value of the property at the time of the transfer.

III. Deidrich v. Commissioner: Taxpayer gave shares of stock to his children using both a direct transfer and a trust arrangement, and did not include as income on their tax return any portion of the gift tax paid by the donee.  HELD: when a gift is made, the gift tax liability falls on the donor.  When a donor makes a gift to the donee, a “debt” to the US for the amount of gift tax is incurred by the donor.  When a donee agrees to discharge an indebtedness in consideration of the gift, the person relieved of the tax liability realizes an economic benefit.  The donor realizes an immediate economic benefit by the donee’s assumption of the donor’s legal obligation to pay the gift tax.

III. When a donee agrees to pay the gift tax, he discharges indebtedness of the donor to pay it.  Thus the donor has gross income (when the gift tax exceeds donor’s adjusted basis).

III. Basis of Property Acquired by Inheritance or Devise:
III. §1014(a) provides the general rule that the basis of property received by a decedent is the fair market value of the property on the date of death.  

III. When the fair market value of the property at the date of death is greater than its adjusted basis, the devisee receives a “stepped-up basis.”  In such cases, the difference between the decedent’s basis and the stepped-up basis effectively escapes income taxation.  

III. If the property had a basis in excess of its fair market value on the date of death, there is a step-down in basis, and neither the decedent nor the person receiving the property can realize the inherent tax loss.

III. The steppe-up basis rules do not apply with respect to appreciated property acquired by the decedent through gift within one year of death where such property passes from the decedent to the original donor or the donor’s spouse.  This applies regardless of whether the bequest by the decedent to the donor is a specific bequest, a general bequest, a pecuniary bequest, or a residuary bequest.

III. Life Insurance Proceeds:
III. §101: excludes from gross income death benefits received as life insurance proceeds.  The exclusion is consistent with §102, which excludes bequests from gross income, and with §1014, which provides a step-up in basis for appreciated property acquired from a decedent.  

III. There are three categories of life insurance policies, but the §101(a) exclusion applies to death benefits received from all three policies.

III. Term–only provide insurance coverage for a stated period; the insured acquires no cash value while the policy is in force.  Thus, the premium purchases only the insurance coverage.

III. Endowment–provide two types of coverage.  Generally, the policy provides that if the insured lives for a specified number of years, he will receive a predetermined sum at the end of that period.  If, however, the insured dies before becoming entitled to receive the policy benefit, a beneficiary will receive a predetermined death benefit.  

III. Whole Life–have characteristics of both term and endowment policies.  Like endowment policies, they acquire a cash value, but more of the premium goes toward purchasing a death benefit than does the endowment policy premium.  

III. A terminally ill or chronically ill person may exclude the proceeds of a life insurance contract even though not paid by reason of death, when certain requirements are met.

III. §101(g)(3):  An amount received by a chronically ill individual is excludable only if it is received under a rider or other provision of a contract that is treated as a qualified long-term insurance contract.  

III. A “terminally ill person” is one who, by physician certification, has an illness or physical condition that is expected to result in death within 24 months.  A “chronically ill person” has diminished activity capacities or severe cognition impairments, as defined by the statute. §7702B(c)(2).

III. Scholarships and Fellowships:
III. §117: permits individuals who are degree candidates at an educational institution to exclude from gross income the value of scholarship and fellowship grants, including amounts received for certain incidental expenses.  

III. The rationale for the deduction is that society as a whole benefits from education and activity.

III. Scholarship vs. Disguised Compensation:
III. A scholarship or fellowship grant is a cash amount paid or allowed to, or for the benefit of, an individual to aid such individual in pursuit of study or research.

III. Prop. Reg. 1.117-6(d)(2): limits the definition of scholarships and fellowships by removing from its scope amounts paid as compensation for services or amounts paid primarily for the benefit of the grantor.  Thus a scholarship or fellowship grant conditioned upon either pat, present, or future teaching, research, or other services by the recipient represents payment for services.

III. Bingler v. Johnson: Issue is the tax treatment of payments received by the respondents from their employer while on “educational leave” from their jobs.  HELD: The SC distinguished between grants that were “relatively disinterested, no strings attached educational grants, with no requirements of any substantial quid pro quo in return for those services rendered–whether past, present, or future.  The Court said that the amounts received were taxable compensation rather than excludable scholarships.  The employee benefits were continued; employees were required to hold their positions throughout the work-study phase and were obligated to return to employment after completion of the program.  

III. Determining the Excludable Amount:
III. Amount excluded from gross income depends on two factors:

III. Whether any portion of the scholarship represents payment for services in the nature of part-time employment.  

III. Generally, except for settings governed by §117(d), if the taxpayer is required to perform services as a condition to the grant, the amount allocable to those services is not excludable (§117(c); Prop. Reg. 1.117-6(d)(3)).

III. Look at the category of benefits that may be enjoyed by the recipient.

III. §117(b):  The only amounts attributable to tuition and related expenses (fees, books, supplies, and equipment for courses of instruction) meet the statutory standard.  Amounts attributable to other items (such as room and board) are includable in gross income.  

III. Employee Benefits:
III. Reg. 1.61-1, 1.61-2: All compensation for personal services, regardless of the form of payment, is gross income, unless otherwise excluded by the Code.  

III. The code affords preferential treatment to many benefits conferred by employers on employees. 

III. Items excluded from gross income include meals and lodging (§119) and employer-provided life insurance and health insurance (§79, §106).  

III. §132 provides for the exclusion from gross income any fringe benefit that qualifies as an employee benefit at no additional cost to the employer, an employee discount, a working condition fringe, a de minimis fringe, a transportation fringe, or a moving expense reimbursement.   


III. Meals and Lodging:
III. §119 permits employees to exclude the value of meals and lodging furnished by an employer when those benefits satisfy two conditions:

III. they must be provided for the convenience of the employer

III. they must be provided on the employer’s business premises

III. Lodging is subject to a third requirement: the taxpayer must accept the housing as a condition of employment.  Reg. 1.119-1(b).  

III. Reg. 1.119-1(a)(2) states that “meals furnished by an employer without charge to the employee will be regarded as furnished for the convenience of the employer if such meals are furnished for a substantial un-compensatory business reason of the employer.”

III. The key policy is that meals and lodging, when provided for the convenience of the employer rather than for the benefit of the employee, are not compensation and thus not gross income.  

III. Commissioner v. Kowalski: Police trooper received a base salary and additional money as allowance for meals.  The amount of the meal allowance varied with rank.  Trooper argued that meal allowance was not compensation and was furnished for the convenience of the employer and thus excludable under §119.  HELD: the trooper’s meal allowance was income and not deductible.  The money is an accession to wealth under §61 and trooper had complete control over the allowance.  The allowance must be necessary for the trooper to perform his duties in order to be excludable.  The code emphasizes the necessity of benefits to the functioning of employer’s business.

III. Adams v. United States: Issue is whether the fair rental value of a Japanese residence furnished by an employer to his employee is excludable under §119.  The employee was required to live there as a matter of company policy.  The house also accommodated the business activities of the plaintiff. §119 requires (1) employee must be required to accept lodging as condition of employment, (2) lodging furnished as convenience of employer, (3) lodging is on business premises of employer.  HELD:  All conditions are met: employee is required to live their for employment; convenience of employer test is satisfied b/c there is “a direct nexus between the housing furnished the employee and the business interests of the employer served thereby” and condition of employment test gives basis for convenience of employer test; “business premises of employer” can have the same effect of “place of employment” and is not limited to business headquarters of employer.  It is merely a place where employee’s duties are to be performed, and since employee worked and had business meetings in his home, he meets the third requirement.

III. Costs for Employee Life and Health Insurance:
III. Employee Life Insurance:
III. To encourage employers to purchase life and medical insurance for their employees, Congress has excluded from gross income amounts paid by the employer for such insurance.  

III. §79(a) excludes the cost of up to $50,000 of group term life insurance from an employee’s gross income; the cost of any additional term life insurance is includable.  

III. §79 only applies to group term life insurance, so any premiums paid by the employer for endowment or whole life policies are includable in the employer’s gross income.

III. Restrictions have been added to §79 to discourage employers from providing insurance benefits that discriminated among employees.  

III. To qualify for the exclusion, the life insurance plan must meet the non-discrimination requirements of 79(d).  

III. In general, if an employer’s life insurance plan does not cover all employees, or if it offers more substantial benefits to key employees than those offered to other employees, the nondiscrimination rules require that the cost of coverage be included in the key employee’s gross income.  

III. Employee Health Insurance:
III. Employer contributions to health or accident plans are excluded from the employee’s gross income by §106.  

III. The costs of employer-provided health or accident insurance are not subject to such anti-discrimination provisions.

III. Other Employee Fringe Benefits:
III. The Tax Reform Act of 1984 specifically addressed the taxation of fringe benefits and provided specific rules governing the exclusion of fringe benefits from gross income.  

III. §132 provides that gross income excludes any fringe benefit that qualifies as a:

III. No-additional-cost service – includes the value of any service provided by an employer to an employee for the use of that employee, the employee’s spouse, or dependent children, for which the employer incurs no additional cost.  

III. The exclusion applies whether the service is provided directly at no charge, at a reduced price, or through a cash rebate.

III. Subject to two conditions:

III. The exclusion is available to officers, directors, owners, and highly compensated employees of an employer only if the benefits are available to all employees on a nondiscriminatory basis.

III. The service must be of the same type of service as that sold to the public in the ordinary course of the employer’s line of business in which the employee works.  If an employee provides services that directly benefit more than one line of business of the employer, such as a payroll department employee, that employee is treated as performing services for all of the employer’s lines of business.

III. Qualified employee discount – defined under §132(c)(3) as the amount by which (A) the price of the property or services are provided to the employee by the employer is less than (B) the price at which such property or services are being offered by the employer to customer.  

III. Employee discounts are allowed from the selling price of qualified goods or services if the discounts are available to employees on a nondiscriminatory basis.

III. An employee discount is excludable as a “qualified employee discount” if it is with respect to qualified property or services and falls within a specified percentage requirement.  

III. §132(c)(4):  The exclusion is not available for discounts on real property or for discounts on any personal property of the kind which is usually held for investment, such as securities and gold coins. 

III. §1321(c)(1)(B):  A discount for services may not exceed 20% of the price to the employer’s customers.

III. §132(c)(2): The discount percentage on goods may not exceed the employer’s “profit percentage” determined by reference to the sales price to customers compared with the employer’s cost for the merchandise.

III. The employee discount exclusion is also subject to a line of business limitation–the goods or services on which the discount is available must be those that are offered for sale to non-employee customers in the ordinary course of the employer’s line of business in which the employee works.

III. Working condition fringe – defined under §132(d) as any property or services provided to an employee of the employer to the extent that, if the employee paid for such property or services, such payment would be allowable as a deduction under §162 (concerning trade or business) or §167 (concerning depreciation).   

III. Rev. Rul. 92-69: 

III. Reg. 1.132-5(a)(2)(i):  If a hypothetical payment for the property or service would be allowable as a deduction with respect to a trade or business of an employee other than the employee’s trade or business of being an employee of the employer, it cannot be taken into account for purposes of determining the amount, if any, of the working condition fringe.

III. A hypothetical payment for property or services is allowed as a deduction with respect to the employee’s specific trade or business of being an employee of the employer, rather than the employee’s general trade or business of performing services as an employee.  

III. This requirement is usually satisfied if the employer derives a substantial business benefit from the provision of property or services that is distinct from the benefit that it would derive from the mere payment of an additional compensation, and the employee’s hypothetical payment for the property or services would otherwise be allowable as a deduction by the employee under §162.

III. If the employer also derives a substantial business benefit from the provision of such outplacement services that is distinct from the benefit that it would derive from the mere payment of additional compensation, such as promoting a positive corporate image, maintaining employee morale, and avoiding wrongful determination suits, the services may generally be treated as a working condition fringe. 

III. §162(a) allows a deduction for all the ordinary and necessary business expenses paid or incurred during the taxable year in carrying on a trade or business.  Neither §162 nor the regulations specifically address whether an employee’s payment for outplacement services or other expenses associated with looking for new employment would be allowed as a deduction under that section.

III. Rev. Rul. 75-120:  Bona fide expenses incurred in seeking new employment in the same trade or business in which an employee is presently engaged are allowed as a deduction under §162 if they are directly connected with that trade or business as determined by all the objective facts and circumstances, even though new employment is not obtained.

III. De minimis fringe – defined under §312(e) as any property or service the value of which is so small that accounting for it is made unreasonable or administratively impracticable.

III. §132(e)(2)(B):  The exemption includes employer-operated eating facilities that offer meals to employees at below fair market value prices, provided the employer charges enough to recover its direct operating costs.   

III. Eating facility fringe benefits must be available on a non-discriminatory basis.  

III. Other de minimis fringe benefits may be bestowed discriminatorily.

III. May include the typing of personal letters by a company secretary, occasional personal use of the company copying machine, monthly transit passes provided at a discount not exceeding $21, occasional company cocktail parties or picnics for employees, occasional supper money or taxi fare b/c of overtime work, traditional holiday gifts or property with a low fair market value, occasional theater or sporting event tickets, and coffee and doughnuts furnished to employees. 


III. Qualified transportation fringe – defined under §132(f) as including employer-provided commuter transportation, transit pass, or qualified parking.  Ceilings are imposed on the amounts that will qualify for exclusion; these are limited to $60 a month for commuter transportation and transit passes, and $155 a month for parking.

III. Qualified moving expense reimbursement – §132(g) excludes from gross income the amount of moving expenses paid by the taxpayer’s employer.  

III. The exclusion applies if the taxpayer is reimbursed or if the employer pays the expenses directly.  

III. Moving expenses are defined as (1) the reasonable costs of moving household goods and personal effects from th former residence to the new residence, and (2) the reasonable costs of traveling (including lodging) from the former residence to the new residence.  

III. Moving expenses do not include expenses for meals.

III. On-premises athletic facility – §132(j)(4) excludes from gross income the fair market value of on-premises athletic facilities for employees if substantially all of he use of the facility is by employees and their spouses or children.  

III. The exclusion does not apply to country clubs or athletic facilities memberships, unless the facility is owned and operated by the employer and satisfies the other requirements for exclusion.  

III. The nondiscrimination requirement does not apply to the athletic facilities exemption.

III. Noncash forms of compensation that do not fall within one of the statutory categories must be included in the employee’s gross income.

III. Compensation for Personal Injuries and Sickness:
III. §104 excludes from gross income amounts received on account of personal injury or illness, regardless of whether they are received through worker’s compensation, accident or health insurance, or civil suit.  

III. The exclusion is not applicable to reimbursements for medical expenses for which the taxpayer has taken an itemized deduction.  

III. §104 and §105(a) deny an exclusion for amounts received through accident or health insurance to the extent that (1) the amounts are paid by the taxpayer’s employer or (2) the amounts are attributable to contributions by the employer that were not includable in the employee’s gross income.  

III. But under §105(b), payments for personal injury or illness are excluded if they are paid, directly or indirectly, to the employee as reimbursement for expenses incurred for the medical care of the employee or the employee’s spouse or dependents.  

III. §105(c) also excludes amounts that (1) “constitute payment for the permanent loss or loss of use of a member of function of the body, or permanent disfigurement of the employee, his spouse, or a dependent” and (2) “are computed with reference to the nature of the injury without regard to the period of absence from work. 

III. §105(h):  The privileged treatment of such benefits is curtailed if a self-insured plan is utilized by the employer and discriminates in favor of highly compensated individuals.

III. §104(a)(3):  Unlike benefits received under employer-provided insurance, all payments received from self-provided insurance coverage are excludable from gross income.

III. If the taxpayer contributes to a health insurance policy furnished by the employer and also obtains a personal policy, an additional step will be required to allocate the proceeds for purposes of the §105 exclusion.  After the taxpayer-employee allocated the proceeds between the two policies, it is necessary to allocate the excess indemnification attributable to the employer’s policy, based on the employer’s contribution.

III. §104 addresses the tax consequences of compensation for physical injuries or sickness caused by the tortious conduct of another. 

III. §104 provides for the exclusion of gross income of payments received as compensation for the injuries.  These payments may be in the form of settlement of a tort claim or money received on a judgment.

III. Punitive damages recovered in a personal injury action are not exlcudable from gross income, whether or not the damages are related to a physical injury or sickness.  But for punitive damages awarded before 1996, only punitive damage awards are excludable to the extent that it was received on account of a personal, nor necessarily physical, injury or sickness.

III. RULE – §104(a):  The exclusion from gross income only applies to damages (other than punitive damages) received on account of a personal physical injury or physical sickness.  Thus, if an action has its origin in a physical injury or physical sickness, all damages (other than punitive damages) related to the injury or sickness are excludable whether or not the recipient of damages is the injured party (loss of consortium due to the physical injury or physical sickness of a spouse are excludable).

III. Damages received based on a claim under the Age Discrimination in Employment Act are not excludable from income.  

III. Emotional distress is not considered a physical injury or a physical sickness.  The exclusion from gross income does not apply to any damages received (other than for medical expenses as discussed below) based on a claim of employment discrimination or injury to reputation accompanied by a claim of emotional distress.  

III. But because all damages received on account of physical injury or physical sickness are excludable from gross income, the exclusion from gross income applies to any damages received based on a claim of emotional distress that is attributable to a physical injury or sickness.  

III. In addition, the exclusion from gross income specifically applies to the amount of damages received that is not in excess of the amount paid for medical care attributable to emotional distress.

III. Other Miscellaneous Exclusions:
III. Tax-exempt interest: 


III. State and local government bonds are a popular investment for high-bracket taxpayers b/c the interest that they earn is generally excluded from gross income by §103(a).  

III. The tax-exempt interest on government obligations creates a tax-favored investment, an incentive for taxpayers to engage in what Congress has deemed to be a preferred activity.  

III. The exclusion operates as an indirect form of federal assistance to states and municipalities b/c they can raise funds at lower interest rates than would be possible if the lenders were taxed on their interest income.

III. The income tax exclusion has led to abuse, so congress enacted a series of exceptions.  

III. The taxation of interest from government obligations is complex and interest from a bond will not always be tax exempt merely b/c the bond was issued by a state or local government.  

III. §103(b): an exemption to the general exclusionary rule of §103(a) that revokes the exemptions for a private activity bond, which is not a qualified bond, an arbitrage bond, or a bond not registered in form. §103(b) attempts to prevent the use of the interest exclusion to benefit private industry.

III. Social Security:
III. §86 reflects a policy-based exclusion.  Because of the financial hardships experienced by many recipients of social security, congress has historically refrained from taxing such amounts.  But because government needed revenue and the policy gave blanket exclusions to even wealthy taxpayers, congress limited the extent of the exclusion.

III. The provision limits the blanket exclusion for social security in cases where the recipient’s income exceeds a statutorily designated amount.  

III. §86 requires that if a taxpayer’s modified adjusted gross income plus one-half of his social security benefits exceeds a certain base amount, a portion of the taxpayer’s social security benefits will be included in his taxable income.  

III. The amount included in taxable income is either one-half of the social security benefits received or one-half of the amount by which his modified adjusted gross income plus one-half of his social security benefits exceeds his base amount, whichever is less.

III. Golden v. Baker: A city challenged §86 as unconstitutional, claiming it placed a tax on municipal bond interests and thus violated the intergovernmental immunity doctrine and the 10th amendment.  HELD: The court said that because federal taxes that place indirect burdens on states and municipalities have not generally implicated this policy, the intergovernmental immunity doctrine has not been a bar to the broad array of taxes at least as burdensome on states and municipalities as §86.  An economic burden on traditional state functions without more is not a sufficient basis for sustaining a claim of immunity.  Further, b/c the power to tax private income has been expressly delegated to congress, the 10th amendment does apply.

IV. THE APPROPRIATE TAXPAYER:
IV. Assignment of Income – Services:
IV. The Concept of Income Splitting:
IV. Since we have a progressive rate structure (the greater the taxable income, the greater the rate of tax), if an individual is able to transfer or shift a portion of his or her income to certain family members or controlled entities in a lower marginal tax bracket, the tax liability for the transferred income will be reduced.

IV. Lucas v. Earl: the assignment of income doctrine is designed to ensure that taxpayers do not circumvent the congressional policy underlying progressive taxation.  If income is taxed to the person whose services or property created it, the taxpayer will pay tax at the rate that congress has decided reflects the property social burden for a particular level of income.

IV. The properly taxed party is the one who controls the earning of the income, rather than the one who merely receives it.  

IV. To determine which party has “ultimate direction and control,” it is important to consider who has the authority to dictate (1) the nature and extent of the individual’s services and (2) to whom those services should be rendered.  

IV. Shifting Income by Gratuitous Transfer:
IV. Techner v. Commissioner: There was a contest for a scholarship and parents could enters as long as the child received the money.  The parents entered and won the contest and didn’t claim the money in their gross income tax return.  HELD: The taxpayer had ultimate direction and control over his own services but participated in an activity the benefits for which he could not receive.  Although he was not permitted to receive the benefits, he was permitted to designate the recipient.  He never had a right to control the daughter’s income–he had no choice but to give the money to child under the contest’s rules.

IV. Shifting Income by Compensatory Arrangement:
IV. Fritschle v. Commissioner: Taxpayer had children assist in making ribbons, but never paid the children compensation for their work.  She claimed the children performed work so that proportion of payment should be taxed under the children’s tax bracket.  HELD: We look to see who was in control of the earnings.  Here, the children never controlled the earnings, so not taxable under their tax bracket.

IV. Shifting Income to a Related Corporation:
IV. Johnson v. Commissioner:  Taxpayer was a professional basketball player who signed a contract with a corp. giving them exclusive rights over his athletic services and they made monthly payments to him for life.  Then that company later assigned the contract to another company.  He negotiated a contract with a team and although the company was not a part, the team agreed to pay all sums under the K to the company.  In his income tax return, he only included the amount of money received from the company.  HELD: There are two necessary elements for a corp., rather than its service-performer employee, to be considered the controller of income.  (1) the service-performer employee must be an employee of the corp. who the corp. has a right to direct or control in some meaningful sense. (2) there must exist between the corp and the person or entity using the services a contract or similar indicium recognizing the corp’s controlling position.  Here, he meets the first element b/c payments were made to the corp. but there was no K between the corp and team.  Thus the taxpayer, and not the corp. controlled the earnings paid by the team, so those amounts were income to the taxpayer under §61(a)(1).

IV. Assignment of Income – Property:
IV. Appreciated Property Transferred by Gift:
IV. §1015 sets forth the rules for determining the basis for property acquired by gift, embodies a legislative exception to the assignment of income doctrine for gifts of appreciated property.

IV. Under §1015, a donee assumes the donor’s basis, and pursuant to §102 the donee recognizes no income on the receipt of the property.  The donor has enjoyed an economic benefit by transferring appreciated property to the donee of his or her choice.   

IV. Because the transfer of appreciated property by gift is not a realization event to the donor, the gift of such property from a high-bracket donor to a low-bracket donee may result in a lower tax liability when the appreciation is fully realized.  Thus, the taxpayer is permitted to choose the tax rate for the appreciated value: a direct contradiction of the policy of progressive taxation generally enforced by assignment of income principles.

IV. Transfers of Income from Property:
IV. Helvering v. Horst: Issue of whether the gift, during the donor’s taxable year, of interest coupons detached from the bonds, delivered to the donee and later in the year paid at maturity, is the realization of income taxable to the donor.  HELD: Rule that income is not taxable until realized cannot be taken to mean that the taxpayer who has fully enjoyed the benefit of the economic gain represented by his right to receive income, can escape taxation b/c he has not himself received payment of it from his obligor.  

IV. Although the donor here, by the transfer of the coupons, has precluded any possibility of his collecting them himself, he has nevertheless, by his act, procured payment of the interest as a valuable gift to a member of his family.  Even though he never receives the money, he derives money’s worth from the disposition of the coupons which he has used as money or money’s worth in the procuring of a satisfaction which is procurable only be the expenditure of money or money’s worth. 

IV. Unlike income thus derived from an obligation to pay interest or compensation, the income of the trust was regarded as no more the income of the donor than would be the rent from a lease or a crop raised on a farm after the leasehold or the farm had been given away.  Where the donor retains control of the trust property the income taxable to him although paid to the donee.  

IV. Property and Income Transfers Compared:


IV. Moore v. Commissioner: A university professor contracted with Prentice-Hall to write a textbook and he retained no rights in the manuscript but received a right to future royalties, which he later gave to his children.  HELD: Moore did not transfer property to his children b/c he had previously granted all property rights in the manuscript to Prentice-Hall by contract. Thus, Moore merely assigned his children all that he had retained–the right to receive future income.  

IV. Heim v. Fitzpatrick: The taxpayer assigned his rights to his invention and any applicable patents to a corporation.  He then assigned 75% of his rights in the agreement to his wife and children.  The IRS asserted that all royalties paid on the patents were taxable to the taxpayer. HELD: the taxpayer transferred income producing property to his wife and children, thus the royalties were taxable to the donees.

IV. Distinguishing feature in Heim is that more than a mere right to future income was assigned to the donees.  By retaining and subsequently assigning a bargaining power over certain rights and royalties, the taxpayer transferred property to his children.  This successful assignment resulted from the coupling of a right to income with additional significant rights, thus elevating a mere right to future income to the status of income-producing property.  

IV. Substance vs. Form Analysis:
IV. Salvatore v. Commissioner: Taxpayer contracted for sale of property and at the same time, received a down payment from the purchaser.  After contracting to sale, but before the sale was consummated, she conveyed a ½ interest in the property to her children.  After the gift to her children, they conveyed their interests in the property to the purchaser in return for the balance of the purchase price.  HELD: although the taxpayer’s transfer to her children was in form a gift of property, in substance it constituted an anticipatory assignment of ½ of the income from the sale of the property and not a transfer of property.  The court found it significant that the taxpayer conveyed the property to her children after she had executed the contract for sale.

IV. If the transfer to the children had occurred prior to the execution of the contract, the result might have been different.  In this situation, the assignment to the children might have been considered a transfer of property in substance as well as form and not the mere assignment of income.

IV. Estate of Applestein v. Commissioner: Taxpayer transferred “at cost” various shares of realty to custodial accounts for their children and executed a series of demand notes for such amounts.  The children later reported the capital gain with respect to the merger exchange.  The issue whether the taxpayer and not his children, should be taxed on the gain.  HELD: A donor remains liable for the tax on income later received by the donee where the occurrence of a specific event with respect to that property creates the right to the income at the time of the transfer.  In such cases, the “fruit has ripened before the transfer.”  Where the right to income has matured at the time of the transfer, the transferor will be taxed notwithstanding the technical transfer of the income-producing property.  Here, the stocks transferred were hollow receptacles by which the taxpayer conveyed the merger proceeds to his children.  All the children had to do was allow the stock to sit in their custodial accounts for a day or two and then hold out their caps to receive the proceeds.  The timing of the transfer makes it clear that petitioner’s right to the merger proceeds had virtually ripened prior to the transfer and that the transfer of the stock constituted a transfer of the merger proceeds rather than an interest in a viable corp.

IV. Dividends on Stock:
IV. The concept of ripeness is particularly relevant in the sale or gift of stock.  

IV. Reg 1.61-9(c): the question of who is taxed on dividend income received after the transfer of stock is a matter of timing.  The regulation focuses on three dates: (1) the date of the declaration of the dividend, (2) the record date–the date that determines which shareholders are eligible to receive the dividend, and (3) the date of the transfer of the stock.  

IV. If a stock is transferred prior to the date that a dividend is declared, any dividend payable after the date of transfer is taxed to the transferee.

IV. If stock is transferred after declaration of a dividend but before the record date, then the dividend is the transferee’s income.

IV. If the stock is transferred after the record date, the dividend income has matured (ripened) prior to the transfer, and the dividend income is taxable to the transferor, regardless of who receives it.

IV. Assignments of Income for Consideration:
IV. Estate of Stranahan v. Commissioner: Decedent owed IRS interest for deficiencies and b/c his income would not normally be high enough to absorb the interest deduction, he accelerated his future income to avoid losing the tax benefit of the interest deduction.  He executed an agreement where he assigned to his son a certain amount in stock dividends from decedent’s stock.  Both he and his son were employees and shareholders of the company at that time.  For the stock dividends, his son paid the decedent.  HELD: the agreement assigned the right to receive future income, which could have been estimated fairly accurately.  The acceleration of income was not designed to avoid or escape recognition of the dividends but rather to reduce taxation by fully utilizing a substantial interest deduction which was available.  The fact that this was a legitimate transaction with consideration distinguishes this case from Helvering v. Horst.   Risks, even though remote, did exist; the fact that such risks did not materialize is irrelevant.  Thus the transaction was economically realistic and should be recognized for tax purposes.  The son acquired an independent right against the corporation since the latter was notified of the private agreement.  Decedent completely divested himself of any interest in the dividends and vested the interest on the day of execution of the agreement with his son.

IV. Unearned Income of Children under Age Fourteen:
IV. The Tax Reform Act of 1986 curtailed the ability of taxpayers to use the low tax brackets of their children to reduce the family’s overall tax liability.

IV. The committee was aware that treatment of a child as a separate taxpayer encouraged parents whose income would otherwise be taxed at a high marginal rate bracket to transfer income-producing property to a child to ensure that the income is taxed at a child’s lower marginal rates.  In order to reduce the opportunities for tax avoidance through intrafamily transfers of income producing property, the committee concluded that it is generally appropriate to tax the income on property transferred from a parent to a minor child at the parent’s marginal rates.

IV. The act significantly limits the effectiveness of income splitting among family members.  Generally a child under age 14 is taxed on his unearned income at his parent’s highest marginal rate. (§1(g)).  In effect, the code simply overrides traditional assignment of income principles for children under age 14 by taxing their income at their parent’s rates.  In contrast, unearned income of a child age 14 and over continues to be taxed at the child’s marginal rate.

IV. Below-Market and Interest-Free Loans:
IV. Interest-free Loans as an Income-shifting Device:
IV. J. Simpson Dean v. Commissioner: Court held that the amount that the borrowers would have had to pay in interest had they not received an interest-free loan was not income to the borrowers.  The court refused to impute interest on the loan, reasoning that if the borrowers had been required to make an interest payment, it would have been fully deductible, thus resulting in tax wash.

IV. Because the treatment of below-market interest rate loans was often inconsistent with the assignment of income principles, congress enacted §7872.

IV. §7872: Loans that are subject to the provision and that do not require payment of interest, or require payment at a rate below the statutory rate (referred to as the “applicable federal rate”) are re-characterized as an arm’s length transaction in which the lender made a loan to the borrower in exchange for a note requiring the payment of interest at the applicable federal rate.  This rule results in the parties being treated as:

IV. the borrower paid interest to the lender that may be deductible to the borrower and is included in income by the lender, and

IV. the lender made a gift (in the case of a gratuitous transaction) or paid compensation (in the case of a loan to a person providing services), or made some other payment characterized in accordance with the substance of the transaction.

IV. Loans subject to the provision:
IV. The provision applies to term or demand loans that are gift loans, compensation-related loans and tax avoidance loans.

IV. Congress intended the provision to apply to other similar transactions (loan transactions that in substance affect a transfer from the lender to the borrower other than the transfer of the principal amount of the loan) if the interest arrangements have a significant affect on the tax liability of either the borrower or the lender.  

IV. The term “loan” is interpreted broadly so any transfer of money that provides the transferor with a right to repayment is a loan.

IV. Demand loans and term loans:
IV. A demand loan is any loan which is payable at any time upon the demand of the lender.  A term loan is any loan which is not a demand loan.

IV. Gift loans:
IV. A gift-loan is any below-market loan where the foregone interest is in the nature of a gift.  

IV. In general, there is a gift if property (including foregone interest) is transferred for less than full and adequate consideration under circumstances where the transfer is a gift for gift tax purposes.  A sale, exchange, or other transfer made in the ordinary course of business (a transaction which is bona fide, at arm’s length and free from any donative intent) generally is considered as made for full and adequate consideration.  

IV. A loan between unrelated persons can qualify as a gift loan.

IV. Compensation-related loans:
IV. A compensation-related loan is any below-market loan made in conncetion with the performance of services directly or indirectly between (1) an employer and an employee, or (2) an independent contractor and a person for whom such independent contractor provides services.

IV. The congress intended that an arrangement be treated as a compensation-related loan if, in substance, there is a compensatory element arising from the transaction. 

IV. For example, a below-market loan by an employer to a child of an employee generally will be re-characterized under the provision as a compensation-related loan by the employer to the employee and a gift loan by the employee to the child.

IV. Congress intended that if an employer makes a payment to an unrelated third-party lender to buy-down a mortgage loan for an employee and, taking into account all facts and circumstances, the transaction is in substance (1) a loan at a market rate by a third party lender to the employee, and (2) a payment by the employer to secure a valuable benefit for the employee, the payment by the employer to the lender is to be treated as compensation under generally applicable principles of tax law.  To that extent, the below-market loan rules do not apply.  However, if the transaction is in substance a loan by the employer made with the aid of services provided by the third-party lender acting as an agent of the employer, there is a compensation-related loan subject this provision.

IV. If the employer receives payment from a customer for services rendered on behalf of an employer, and is permitted to retain the money for a period without paying interest at a rate equal to or greater than the applicable federal rate, there is generally a compensation-related loan.


IV. Tax avoidance loans:
IV. A below-market loan is a tax-avoidance loan if one of the principal purposes of he interest arrangement is the avoidance of any federal tax by either the borrower or the lender.  

IV. Tax avoidance is a principal purpose of the interest arrangement if it is a principal factor in the decision to structure the transaction as a below-market loan, rather than a loan requiring the payment of interest at a rate that equals or exceeds the applicable federal rate and a payment by the lender to the borrower.

IV. Other below-market loans:
IV. A loan that is not a gift loan, compensation-related loan, corporation-shareholder loan or tax avoidance loan may be subject to these provisions if the interest arrangement has a significant effect on the tax liability of the borrower or the lender.

IV. The interest arrangement of a below-market loan has an affect on the tax liability of the borrower or the lender if, among other things, it results in the conversion of a nondeductible expense into the equivalent of a deductible expense.  

IV. Generally there is such a conversion when a taxpayer makes a non-interest bearing refundable deposit in partial or total payment of the cost of a nondeductible item or expense.

IV. To determine whether an affect is significant, the IRS considers all the facts and circumstances including:

IV. whether items of income and deduction generated by the loan offset each other 

IV. the amount of such items

IV. the cost to the taxpayer of complying with the provision

IV. any non-tax reasons for deciding to structure the transaction as a below-market loan rather than a loan with interest at a rate equal to or greater than the applicable federal rate and a payment by the lender to the borrower.

IV. Congress did not intend that the provision apply to below-market loans in the form of interest-bearing or other accounts in a financial institution in the ordinary course of its trade or business, loans by financial institution in the ordinary course of its trade or business, loans by an insurance company to a policyholder of the cash value of such policyholder’s insurance policy, or to most loans subsidized by the government (such as government insured or guaranteed student loans or residential mortgages).  Further, the Congress did not intend that the provision apply to any below-market program-related loan by a private foundation or other charitable organization.

IV. Timing and Amount of Transfers:
IV. Term loans other than term gift loans:
IV. In the case of a term loan other than a gift term loan, the lender is treated as transferring to the borrower and the borrower is treated as receiving from the lender an amount equal to the excess of the amount of the loan over the present value of all principal and interest payments due under the loan. 

IV. The transfer is treated as occurring on the date the loan is made.  

IV. The present value of all principal and interest payments is to be determined under regulations using a discount rate equal to the applicable federal rate.

IV. An amount equal to the excess of the amount of the loan over the present value of the payments due under the loan is treated as original issue discount.

IV. As a result, the borrower is treated as transferring to the lender, and the lender is treated as receiving from the borrower, interest income at a constant rate over the life of the loan.  

IV. The interest which the borrower is treated as paying is deductible to the same extent as interest actually paid by the borrower.

IV. Demand loans and term gift loans:
IV. The lender is treated as transferring to the borrower, and the borrower is treated as receiving from the lender, an amount equal to the forgone interest on an annual basis.  

IV. The borrower is treated as transferring to the lender, and the lender is treated as receiving from the borrower, an amount equal to the foregone interest on an annual basis.  This forgone interest is included in income by the lender and deductible by the borrower to the same extent as interest actually due on the loan from the borrower.

IV. Compensation-related deemed demand loans:
IV. For purposes of determining the timing and amount of the transfers deemed made under the provision, a compensation-related term loan is treated as a demand loan if it is (1) non-transferable, and (2) conditioned on the future performance of substantial services by the employee.

IV. Applicable Federal Rate:
IV. For any period beginning on or after Jan.1, 1985, there will be three such rates:

IV. a short term rate

IV. a long term rate

IV. a mid term rate

IV. In the case of a demand loan, the relevant rate generally is the short term rate.

IV. In the case of a term loan, the relevant rate is determined by reference to the term of the loan as set forth below.

IV. Term is 3 years or less – short term rate

IV. Terms is over 3 years, but less than 9 years – mid term rate

IV. Term is over 9 years – long term rate

IV. Under the Act, in the case of a term loan, the applicable federal rate is the rate for the day on which the loan is made.  

IV. In the case of a demand loan, amounts are treated as transferred and re-transferred on a daily basis, and the applicable federal rate for any day is the relevant rate for the 6-month period in which such days falls.  

IV. Further, in the case of a demand loan, the relevant applicable federal rate is always the federal short term rate.

IV. De Minimis Exceptions:
IV. De Minimis exception for gift loans between individuals:
IV. As a general rule, no amount is treated as transferred by the lender to the borrower, or re-transferred by the borrower to the lender, for any day during which the aggregate outstanding amount of loans does not exceed $10,000.  For this purpose, the aggregate outstanding amount of loans includes all loans between the lender and the borrower regardless of the rate of interest.

IV. The de minimis rule does NOT apply if the loan is directly attributable to the purchase or carrying of income-producing assets.

IV. Because a term gift loan is treated as a demand loan for purposes of determining the timing and amount of the deemed transfers by the borrower to the lender, generally no amount is deemed transferred by the borrower to the lender for any day on which the aggregate amount owed is $10,000 or less.  Thus, if the balance of a term gift loan fluctuates, there ,a be income tax consequences for some days but not for other days.

IV. Special rules for gift loans:
IV. The amount treated as re-transferred by the borrower to the lender for any day on which the aggregate outstanding amount of loans between the lender and the borrower does not exceed $100,000 is limited to the borrower’s net investment income for the year.  

IV. If the borrower has outstanding two or more gift loans, net investment income is allocated among such loans in proportion to the respective amounts that would be treated as re-transferred by the borrower without regard to this limitation.

IV. If the borrower has less than $1000 of net investment income for the year, such borrower’s net investment income for the year is deemed to be zero.  Thus, if the aggregate outstanding amount of loans from the lender to the borrower does not exceed $100,000 on any day during a year, and the borrower has less than $1000 of net investment income for the year, no amount is treated as re-transferred by the borrower to the lender for such year.

IV. The special rules for gift loans do NOT apply if a principal purpose of the interest arrangement is the avoidance of federal taxes.

IV. The Mechanics of §7872:
IV. The first step is to determine whether the transaction is a loan.

IV. Reg. 1.17872-2(a)(1): defines “loan” as an extension of credit in any transaction where one person transfers money to another for any period of time after which it is to be re-transferred to the owner or applied according to an express or implied agreement with the owner.

IV. Reg. 1.7872-2(a)(3): each extension of credit or other transfer of money is treated as a separate loan.

IV. If it is a loan, the second step is to determine whether the loan is a “below-market loan” to which §7872 applies.

IV. The definition of a “below-market loan” focuses on whether the loan is a term loan or a demand loan.  

IV. Gift loans, regardless of their terms, are treated as demand loans.

IV. A demand loan is a below-market loan if the interest rate payable on the loan is less than the applicable federal rate.  

IV. The applicable federal rate for demand loans is the federal short-term rate compounded semiannually in effect under §1274(d) for the period during which the forgone interest is being computed.

IV. §7872(e)(1)(B): a term loan is below market if the amount loaned by the lender exceeds the present value of all payments (including principal and interest) to be made by the borrower under the terms of the loan.  

IV. The present value, which is determined as of the date of the loan, is calculated by using a discount rate equal to the applicable federal rate.  

IV. The applicable federal rate for term loans is determined under §1274(d) as of the day on which the loan was made.

IV. There are six categories of §7872 loans:
IV. gifts

IV. compensation-related loans

IV. corporation-shareholder loans

IV. tax avoidance loans

IV. a catch-all category, which includes all other below-market loans in which the below-market interest rate arrangement significantly affects the tax liability of either the lender of the borrower.

IV. qualified continuing care facility loans.

IV. If the loan is one to which §7872 applies, the next step is to consider whether an applicable de minimis exception exempts the loan from coverage of §7872.

IV. There are two de minimis exceptions:

IV. gift loans are exempt if (1) the aggregate outstanding amount of the loans between the lender the borrower does not exceed $10,000 and (2) the loan proceeds were not used by the borrower to purchase or to carry income-producing assets.

IV. compensation-related and corporation-shareholder loans are exempted (1) for any day on which the aggregate outstanding amount of loans between lender and borrower does not exceed $10,000 and (2) if the principal purpose of the loan was not tax avoidance.

IV. If the de minimis exception does not apply to the below-market loan, then §7872(a) and (b) govern its tax consequences.

IV. Application of §7872:   If the loan is gift loan or a demand loan:

IV. The forgone interest is computed as follows: Interest determined under §7872(e)(2)(A) less interest payable, allocable to that period.

IV. The forgone interest is treated, on the last day of the calendar year to which it is attributable, as:

IV. transferred from the lender to the borrower and characterized by the underlying transaction–that is, gift, compensation, and so forth, and then as

IV. re-transferred by the borrower to the lender as the payment of interest.

IV. The amount of forgone interest treated as re-transferred from the borrower to the lender in a gift transaction is limited to the borrower’s net investment income (generally defined as investment income less investment expenses) for the year if:

IV. the aggregate amount of loans by the lender to the borrower does not exceed $100,000, and

IV. there is no principal purpose of tax avoidance.

IV. KTA-Tator, Inc. v. Commissioner: The Tators got loan funds for construction projects–advances on the funds.  Upon completion of each project, the advances were repaid.  The loan company did not report the interest income on the advances.  

IV. First issue: Was each advance a separate loan?  Reg. 1.7872-2(a)(3) says that “each extension or credit or transfer of money by a lender to a borrower is treated as a separate loan.”  So each advance was a separate loan.

IV. Second issue: Was the loan a demand or term loan?  The company made loans, without written repayment terms, to its only shareholders and had absolute discretion to determine when the loans would be repaid.  Thus, the loans are demand loans.

IV. Third issue: Was the demand loan a below-market loan?  During the construction phase of each project, the company make loans to the Tators and prior to completion of construction, the Tators did not pay interest on the loans.  Thus, the loans are below-market demand loans and fit under §7872.

IV. Divorce and Alimony:
IV. Alimony vs. Property Settlements:
IV. Prior to 1942, alimony or separate maintenance payments made to a former spouse were neither income to the recipient nor deductible by the payor.

IV. In 1942, congress noted the hardship of that rule and required alimony to be included in gross income of the recipient and permitting a deduction for the payor to the extent that such amount was included in gross income by the recipient.  

IV. The Tax Reform Acts of 1984 and 1986 changed the rules governing treatment of alimony payments.  Congress wanted to insure that payments that were in substance property settlements but that were disguised as alimony payments in form, were not allowed to shift taxable income.  

IV. Tax Reform Acts of 1984 and 1986:
IV. To qualify as an alimony or separate maintenance payment, the payment must be

IV. in cash

IV. made pursuant to a divorce or separation instrument that does not specifically provide that such payment is not includable in gross income to the payee and is not allowable as a deduction to the payor

IV. between spouses who are not members of the same household at the time payment is made

IV. subject to discontinuance upon death of the payee spouse.

IV. Annual payments are subject to restrictions against the front loading of payments in early years.

IV. Cash Payment:
IV. §71(b)(1) provides that, to qualify as alimony, the payment received by the payee must be in cash.  

IV. Payments made on behalf of the payee spouse–that is, to creditors–and still qualify as alimony.

IV. Payments do not have to be made directly by the payor spouse but can be paid, for example, by a trustee or insurance company on his or her behalf.

IV. Divorce or Separation Instrument:
IV. §71(b)(2): defines a divorce or separation instrument as:

IV. a decree of divorce or separate maintenance or a written instrument incident to such a decree

IV. a written separation agreement

IV. a decree, other than a decree of divorce or separate maintenance, requiring a spouse to make payments for the support or maintenance of the other spouse

IV. §71(b)(1)(B): allows the parties to designate in the divorce or separation instrument that a payment by one spouse to another, which would otherwise be classified as alimony, is not to be treated as alimony.  The provision allows the parties to structure the tax aspects of the alimony or separate maintenance payments.  The written agreement must include the statutory formula–the payment is not includable in gross income under §71(a) and is not allowable as a deduction under §215.

IV. Prohibition against payor and payee membership in same household:
IV. §71(b)(1)(C): for a payment to qualify as alimony, the payor and payee spouses must not live together.  Congress intended to prevent sham divorces as a tax avoidance device by couples whose total tax liability would be reduced if they were not married to each other.

IV. The requirement of separate households only applies to cases in which the parties are legally separated under decree of divorce or separate maintenance.  Thus, if no final decree has been entered and payments are made under a written separation agreement between the parties (§71(b)(2)(B)), the payments may be alimony, despite the fact that the parties are part of the same household.  

IV. Payor cannot be required to make payments after payee’s death:
IV. §71(b)(1)(D): provision that tries to discourage attempts to disguise property settlements as alimony.

IV. If the payor is required to make payments after the death of the payee, those payments appear less like alimony (support) and more like an agreement to pay a fixed sum, such as a property settlement, in installments.  

IV. When the payor spouse is obligated to make payments after the death of the payee spouse, then none of the payments made before or after the payee’s death, will be considered alimony.

IV. Front-Loading:
IV. §71(f): another provision that prevents an installment property settlement from being disguised as alimony.  

IV. The rule limits the extent to which large payments made over a relatively short period of time could qualify as alimony or separate maintenance payments.  

IV. Under new recapture rules, alimony and separate maintenance payments made in the second post-separation year will be “recaptured” (included in the taxable income of the payor and deducted from the taxable income of the payee) if such payments exceeds the payments made in the third post-separation year by more than $15,000.  Alimony or separate maintenance payments made in the first post-separation year will b recaptured if such payments exceed the average alimony or separate maintenance payments made in the second post-separation year (not including the payments recaptured as described above) and the third post-separation year by more than $15,000.  The excess amounts with respect to both the first and second post-separation years will be recaptured only in the third post-separation year.

IV. Child Support:
IV. Child support, unlike alimony, is NOT deductible to the payor and is not income to the payee.

IV. The distinction between alimony and child support is arises from the purpose of the payments.  A spouse who pays alimony to a former spouse is dividing income with that spouse.  Payments of child support are not treated as divisions of income.  No income splitting occurs through the payment of child support.

IV. Property Transfers between Spouses:
IV. Neither cash nor property received as a property settlement is taxable to the recipient.

IV. One of the most significant enactments of the Tax Reform Act of 1984 was the treatment of transfers of property between spouses pursuant to divorce.

IV. Congress believed that, as a matter of policy, transfers of property within the marital community, a single economic unit, should not be taxed.

IV. Congress enacted §1041, which provides for non-recognition of gain and a carryover of basis to the transferee on transfers of property between spouses or pursuant to divorce.

IV. The transfer of property to a spouse incident to divorce will be treated, for income tax purposes, in the same manner as a gift.

IV. Gain (including recaptured income) or loss will not be recognized to the transferor, and the transferee will receive the property at the transferor’s basis (whether the property has appreciated or depreciated in value).  

IV. A transfer will be treated as incident to divorce if the transfer occurs within one year after the parties cease to be married or is related to the divorce.

IV. The non-recognition rule applies whether the transfer is for the relinquishment of marital rights, for cash or other property, or for other consideration and is intended to apply to any indebtedness which is discharged.  

IV. The non-recognition rule applies in the case of transfers of property between spouses during marriage.

V. WHEN IS INCOME SUBJECT TO TAXATION?
V. Introduction:
V. §441(c) and §451(a) are central to the timing of gross income.  

V. These provisions constitute two of the three pillars of tax accounting:

V. the annual accounting period (generally a 12 month period)

V. the permissible methods of tax accounting

V. Annual Accounting Period:
V. The annual accounting period is defined in §441(c) as the annual period in which a taxpayer regularly computes income in keeping his records.  

V. This annual period becomes the taxpayer’s taxable year and may be either a calendar or fiscal year.

V. A calendar year, commonly used by individual taxpayers, is the 12-month period ending on December 31st.  A fiscal year, more often used by businesses, is the 12-month period ending on the last day of any month other than December.

V. The federal income tax is imposed on annual basis in order to produce government revenues at regular intervals.

V. The annual nature of the income tax may, however, create inequities b/c each taxable year stands on its own–each year is generally a separate taxable period in which income and deductions from transactions of previous and subsequent years do not affect the current taxable year.

V. The regulations recognize the inequities resulting from the annual accounting period and permit transactional accounting in limited circumstances. 

V. Congress has also attempted to mitigate the burdensome effect of annual accounting by enacting provisions that allow a net operating loss incurred in one taxable year to be carried over to another.  

V. §172 permits business losses (net operating loss) to be carried back two years and forward 20 years, permitting current losses to be deducted from income arising in the earlier or later period.

V. When a taxpayer reports an item of income in one year and, in a subsequent year, discovers that he or she has no right to the payments and is required to repay the amount that was previously included, the taxpayer’s only remedy is a deduction at the time of repayment in the subsequent year.  United States v. Lewis.
V. Tax Accounting Method:
V. §446 allows taxpayers to compute taxable income by the method of accounting they regularly use in keeping their books, with the §446(b) qualification that the method must clearly reflect income.

V. §446(c) enumerates the permissible methods of accounting:
V. cash method

V. accrual method 

V. other methods permitted by the code, such as installment reporting and long-term contracts.

V. Relief Provisions:
V. Progressive tax rates, annually fluctuating income levels, the bunching of income, and the annual accounting concept may interact to produce an inequitably high tax liability in a particular taxable year.  

V. For instance, b/c of the progressive tax rates, a given amount of income may result in a greater tax liability when the entire amount is included in one taxable year than when the same amount is spread over two or more taxable years.

V. Onerous taxation resulting from graduated tax rates, bunching, and fluctuating income led to the adoption of exceptions to the general rules for annual accounting and tax accounting methods–these exceptions are “relief provisions.”

V. §453 installment reporting, probably the most important and widely used of the relief provisions, is like the cash and accrual accounting methods and is actually another statutorily permissible method of accounting.

V. It may be used in deferred payment sales of property in lieu of either the cash or accrual methods.

V. §453(c) permits a taxpayer to defer income by prorating payments as they are received in order to recover a portion as basis and to report the remainder as income.  Thus, under installment reporting, the receipt of the purchaser’s obligaiton is generally not considered a payment in the year of sale, regardless of whether the note is a cash equivalent or the seller is a cash or accrual method taxpayer.  

V. A second exception to the general rules of tax accounting is the judicially created open transaction reporting method, which may apply to either cash or accrual method taxpayers. 

V. It may be used only in those cases in which the consideration received has no readily ascertainable fair market value–for example, contracts and claims to receive indefinite amounts of income such as a percentage of future earnings.

V. When it applies, the transaction is held “open” until the taxpayer first recovers his or her basis in th property sold and then reports income when and if receipts exceed the basis in the property transferred.  

V. Thus, open transaction reporting permits the deferral of income until basis has been completely recovered.  In contrast, installment reporting permits the deferral of income and the pro rata recovery of basis as payments are received.  

V. Cash Method of Accounting:
V. §448: precludes the use of the cash method of accounting by certain taxpayers.

V. Reg. 1.446-1(c)(1)(i):  Taxpayers report income in the taxable year in which they actually or constructively receive an item income in the form of cash (or its equivalent), property, or services.  

V. Actual receipt poses few interpretative problems; it requires the physical acquisition and unrestricted use of the item.

V. Constructive receipt is more complex b/c it does not require physical acquisition.  In general, income is constructively received in the year in which an item is credited, set apart, or otherwise made available to the taxpayer.  Reg. 1.451-2(a).

V. Ross v. Commissioner: the constructive receipt doctrine prevents taxpayers from turning their backs on items of income earned and available to them in an attempt to defer inclusion and taxation until such items are actually received.   

V. Taxpayers are not permitted to avoid the inclusion in income of items over which they have sufficient control to compel payment even though they may not have actually received payment.  

V. Reg. 1.451-2(a): constructive receipt may only arise when there are no substantial limitations or conditions on the taxpayer’s right to bring the funds within his or her control.

V. Hornung v. Commissioner: a football player won an award and accepted the car on Dec. 31 but the taxpayer would not actually receive the car until Jan 3.  The taxpayer argued that based on constructive receipt, the value of the car should be included in gross income for that year.  The court held that the taxpayer did not exercise unfettered control over the car until actual receipt on Jan 3.  

V. Judicial and Administrative rulings have limited the application of the doctrine by considering:

V. the debtor’s ability to pay

V. whether the amount of the obligation is fixed or ascertainable

V. whether there are contingencies or limitations on the right to receive the item.

V. The cash equivalency doctrine was developed in conjunction with the cash receipts and disbursements method of accounting.  

V. It requires that promissory notes or other contractual obligations received as consideration by cash method taxpayers must be analyzed to determine whether they have a readily ascertainable fair market value.

V. Obligations having a readily ascertainable market value are included in a cash method taxpayer’s gross income (or treated as an amount realized in the case of a sale or property) at their fair market value; obligations that do not have a readily ascertainable fair market value are generally not included in gross income in the year of their receipt.

V. Although the constructive receipt and cash equivalency doctrines are theoretically different, they share a common element: each doctrine determines the precise time, or taxable year, in which a receipt should be included in gross income.  

V. Where the constructive receipt doctrine applies, an amount may be deemed to have been received, and therefore included in gross income, in a taxable year preceding actual receipt.  

V. Similarly, under the cash equivalency doctrine, an obligation may be included in gross income at its fair market value in the year of its receipt rather than a later taxable year in which the cash payment is actually received.

V. Accrual Method of Accounting:
V. Focuses not upon receipt, but instead includes items in gross income on the basis of an “all events test.”

V. Reg. 1.451-1(a): The “all events test” requires that income be reported in the year in which:

V. all events have occurred that fix the right to receive the income, and 

V. the amount of such income can be determined with reasonable accuracy.

V. Pursuant to this test, accrual method taxpayers may be required to report income once it has been earned, even though the contract requires payment to be received in a subsequent taxable period.

V. All the events that fix the right to receive income under an accrual method of accounting occur when one of the following happens first:

V. The required performance occurs,

V. Payment therefor is due, or 

V. Payment therefore is made

V. Advance payments must be included in income when received, not at a later date when services are actually performed or title transferred.

V. Judicial Exceptions Postponing Inclusion:
V. Judicially created exceptions to both cash and accrual tax accounting principles postpone the inclusion of amounts received for security deposits or for the sale of an option.  

V. Security Deposits:
V. The rationale for holding security deposits in abeyance is that, at the time of receipt, it is unknown whether the deposit will be retained by the taxpayer (and treated as gross income) or returned to the depositor (and treated as a nontaxable loan).  

V. True security deposits, which may offset the lessee’s damages to the lessor’s property or be returned in the event that all covenants are fulfilled, are not included in the lessor’s income in the year of receipt.  

V. Security deposits can assume many forms, and the label security deposits does not necessarily dictate the actual substance of the transaction or tax treatment of money received under its terms.  For instance, a security deposit by name may be an advance payment of rent.

V. In characterizing a security deposit, it is important to look to the nature of the taxpayer’s protected interest.  

V. A security deposit protects the taxpayer’s interest in the property, while prepaid rent protects the taxpayer’s income from the property.

V. Commissioner v. Indianapolis Power & Light Co: IPL chose certain customers by a formula and only those customers would pay a security deposit to insure payment on bills.  The customers could get a refund if they paid their bills on time, etc.  IPL didn’t record the deposits as income upon receipt but claimed they were advance payments for electricity.  Since IPL had to refund the deposits, it claims the payments were similar to loans, but the IRS claimed the advance payments were to secure payment of future income, goods, and services.  HELD: IPL did not have complete control over its customers’ deposits b/c it was obligated to refund them.  The key is whether the taxpayer has some guarantee that he will be allowed to keep the money and IPL’s receipt of the deposits made no such guarantee.

V. SUMMARY: The court recognized that IPL derived an economic benefit from the deposits.  But a taxpayer does not realize taxable income from every event that improves his economic condition.  A customer who makes the deposit reflects no commitment to purchase services, and IPL’s right to retain the money is contingent upon events outside of its control.  The control IPL had over these customer deposits was insufficient for the deposits to qualify as taxable income at the time they were made.

V. Options: 

V. The payment for an option to purchase property is also held in abeyance b/c generally it is not known at the time of receipt whether the option will be exercised (and included as part of the seller’s amount realized on the sale of property) or will not be exercised (and treated as ordinary income to the seller). 

V. A distinguishing characteristic of option contracts is that neither the option grantor (the one who receives the payment) nor the option holder (the one who makes the payment) experiences any resulting tax consequences at the time the option is purchased.  

V. The grantor generally defers income until either the option holder exercises the option or allows it to lapse, whichever comes first.

V. Virginia Iron Coal & Coke Co. v. Commissioner: An option agreement provided for one payment in the first year and additional payments in each year for the next five years in order to keep the option open.  If the option was exercised, the funds received were to be applied to the purchase price.  Otherwise, the grantor was permitted to use the payments received without restriction.  After the first year, the optionee notified the grantor that it would not exercise the option and permitted the option to expire.  The issue was whether the payments made in the first year were to be included in the grantor’s income in the year received or held in abeyance until the year the option expired.  HELD: Option payments are taxable in the year the optionee surrenders (or exercises) all rights under the option contract and not in the year the option payment is actually received.  The holder of the option similar delays realizing tax consequences until the option is exercised, lapses, or is resold.

V. Several economic and tax benefits flow from the use of options.  

V. The grantor enjoys tax-free use of the option payment for the period that the proceeds are held in abeyance.  The option holder, meanwhile, has the opportunity to participate in unpredictable markets with a relatively small amount at risk–the option payment.  

V. If the underlying property appreciates, the holder may either resell the option contract for more than its cost or exercise the option.

V. If the underlying property depreciates in value, the option holder may minimize the loss by reselling the option at a discounted price.

V. In either event, however, the option holder is able to wait and see if the initial investment becomes profitable without purchasing the asset.

V. Although “straight options” (the purchase of a right to buy property at a future time for a fixed price) are common, many other transactions such as lease-options, use the option arrangement.  

V. If straight option principles apply to the lease-option, the grantor-lessor may receive the deferral benefits of options and, at the same time, receive business deduction advantages such as depreciation.

V. In analyzing the lease-option, the principal issue is whether payments made under the contract should be characterized as rental payments, to be taxed in the years received, or as sales proceeds, to be held in abeyance until the option is acted on.

V. Kitchin v. Commissioner:
V. Issue is whether payments made under a lease-option contract should be prospectively characterized as either rental payments or sales proceeds and taxed accordingly in the years in which they are made or held in abeyance until the option is acted upon.

V. The court found differences between the underlying economic consequences to the parties in a “straight option” contract and in the average lease-option contract involving concurrent use of the property by the lessee/buyer which justify a distinction for purposes of taxation.

V. The straight option contract exists in an economic vacuum.  Its creation does not normally cause any appreciable change in the ownership or possession of a the property.  At its inception, there are no tax consequences for the purchaser of the option.  If the option is exercised, the consideration paid for the option is likely to represent only a minor fraction of the consideration received for the entire transaction, but in any event, there is no tax-necessity of differentiating between the amount paid for the privilege of the option and that paid as consideration for the thing optioned.  B/c these options are insulated from other tax occurrences, they present substantially different problems with regard to tax administration than do the periodic payments involved in the normal lease-option agreement which is so common in modern business.

V. Since the lease-option contract contemplates possession by the lessee (optionee) the periodic payments are likely to represent a much larger portion of the total transaction.  In many cases, these payments will represent the total transaction.  Thus, if the lease runs until the option price is paid in “rent,” half the total consideration will have been paid at points in time closer to the inception than the termination of the transaction.  Failure to exercise this option in long term lease-contracts would result in bunching of income in the year the option expires and may result in a heavy tax burden on the lessor.

V. Failure to characterize the transaction at the beginning would not only interfere with the recognition of income but also with the allowance of a deduction for depreciation.  Only the “owner” may take the depreciation deduction.  If ownership is left in doubt until exercise or forfeiture of the option, then depreciation must also be held in suspense.  This would involve a change in the practice of allowing the depreciation deduction only in the year in which the wear and tear occurred.  The principle behind this yearly deduction for depreciation is that the deduction roughly corresponds to the income produced in the process of that wear and tear.

V. If characterization is delayed and the option is forfeited no violence is done to this principle.  Depreciation could be applied against the rental income.  If the option is exercised, however, there is a totally different situation.  The lessee has no deferred income; depreciation would be charged against current income which is unrelated to the wear and tear.

V. HELD: the periodic payments represented a fair return for the use of the equipment and the contracts were exactly what they purported to be–leases with options to purchase and not disguised sales.

V. Summary of the distinctions between option-to-purchase and straight-options:
V. The straight option does not normally cause any appreciable change in the ownership or possession of the property.  In contrast, the lease-option not only secures the purchase opportunity but also contemplates possession by the lessee-optionee.  In addition, payments under a lease option may represent a much larger portion or even the entire amount of the purchase price (due on exercise of the option), whereas the consideration paid for a straight option is likely to represent only a small portion of the value of the underlying property.  

V. If the two were treated in the same manner, the periodic payments held in abeyance until the option terminates or is exercised would result in “bunching” the grantor-lessor’s income in one tax year.  Correspondingly, deductions for depreciation would also have to be suspended.  B/c the annual depreciation deduction is normally allowed in the year in which wear and tear occurs and the leasing arrangement contemplates such use, treating the lease-option as a sale held open for tax purposes becomes impracticable.  Thus, rental payments received under a lease-option must be treated as income in the year received, with depreciation taken that roughly corresponds to the wear and tear incurred, in order to preserve the principles of tax accounting and to ensure the orderly administration of the tax laws.

V. Deferred Payment Sales of Property:
V. Deferred payment sales arise whenever property is sold and all or a portion of the sales proceeds are to be received at a future date.  When payments are to be received after the close of the taxable year of sale, tax accounting problems surface.  

V. There are three ways to report deferred payments sales:
V. Closed transaction reporting – §1001

V. Open transaction reporting – cost recovery and a judicial created of limited application.

V. Installment reporting – §453

V. Closed Transaction Reporting:
V. Under §1001(c), unless a non-recognition provision applies, the entire gain or loss realized on the sale or exchange of property is to be recognized.  

V. If all gain realized in a deferred payment sale is recognized in the year of sale, the transaction is referred to as a “closed transaction” b/c the tax consequences are established at the time of the sale.  In this case, a taxpayer generally recognizes gain to the extent the amount realized exceeds the adjusted basis of the property sold.

V. For a taxpayer using the cash receipts and disbursements method of accounting, items are included in gross income when cash or its equivalent, services, or property is actually or constructively received.  Under §1001(b), if a purchaser’s promissory note is considered “property received,” then the taxpayer must determine the fair market value of the note and include that value in the amount realized.  Thus, a cash method seller who closes a transaction and recognizes gain in the year of sale may have a tax liability in excess of cash received in the year of sale.  

V. For a taxpayer using the accrual method for reporting a closed transaction, under Reg. 1.451-1(a), “income is includable in gross income when all the events have occurred which fix the right to receive such income and the amount thereof can be determined with reasonable accuracy.”  Thus, an accrual method seller who receives a purchaser’s note must generally include the face amount of the note as an amount realized at the time of sale b/c the obligation to repay that amount is fixed.

V. Warren Jones Co. v. Commissioner: A corporation sold an apartment building to a family and the family was to make monthly payments for 15 years, at which time, the corp. Would turn over title to the building.  The issue was whether §1001(b) required the taxpayer to include the fair market value of its real estate contract with the family in determining the “amount realized” during the taxable year of the sale.  HELD: §453 was enacted to relieve taxpayers from having to pay an income tax in the year of sale based on the full amount of anticipated profits when in fact they had received in cash only a small portion of the sales price.  The installment basis does not change the character of the gain received.  If gain on an exchange would otherwise be capital, it remains capital under §453.  The installment basis treats cash and accrual basis taxpayers equally. §453 provides relief from the rigors of §1001(b).  

V. If the fair market value of a deferred payment received in a sale or other exchange can be ascertained, that fair market value must be included as an amount realized under §1001(b).  Here, the taxpayer’s real estate contract with the family had an ascertainable fair market value in the taxable year of sale, and thus must be included in the amount realized under §1001(b).

V. Open Transaction Reporting:
V. If it is virtually impossible to determine the amount to be realized under §1001(b) (b/c the purchaser’s obligation does not have a specific face amount and it may be incapable of valuation), then open transaction reporting may be permitted.

V. In those limited circumstances in which open transaction reporting is available, the seller is permitted to hold the transaction open, treating payments received as a tax-free recovery of basis to the extent of the basis of the property sold and thereafter treating any payments received in excess of basis as taxable gain in the year received.  Consequently, open reporting permits total deferral of gain until basis has been completely recovered.

V. Burnett v. Logan: A company paid for shares and agreed to pay annually for distribution of those shares.  The taxpayer did not include amounts from annual payments.  HELD: the value of the taxpayer’s right to receive future payments, based on the recovery of iron ore, would become apparent only with time and that tax assessment should therefore be deferred until basis was fully recovered.  In considering the time of taxation, the court was concerned not only with the practical difficulties associated with valuing the consideration received but also with the fairness to the seller.  At the time of sale, the seller was not assured that the total payments to be received would actually exceed her basis in the property, so the court rule that the taxpayer would be allowed to hold the transaction open and report the income received on the cost recovery method.  When profit is realized, she will have to include it.

V. Installment Reporting:
V. The most widely used deferred payment reporting method is §453 installment reporting.  

V. Installment sale reporting is designed to:

V. to relieve taxpayers from having to pay an income tax in the year of sale based on anticipated profits when they have, in fact, received only a portion of the sales price,

V. to avoid the difficult task of appraising the value of the purchaser’s promissory obligations in uncertain markets.

V. §453: installment reporting automatically applies unless the taxpayer “elects out.”  

V. It eliminates the hardship often created by the general tax accounting methods.  This is accomplished by placing the seller on a hybrid tax reporting method: As payments are collected, the seller treats a portion of each payment as a return of basis and a portion of income.  After the total sales proceeds have been collected, the entire gain will be taxed, but the seller will generally incur his tax liability at the time cash or other payments are received.

V. The mechanics of §453: 
V. Divides payments between income and return of basis, requires the identification of three things:

V. payments received in a taxable year

V. gross profit

V. total contract price

V. For each taxable year, taxable gain equals the total payments received in that year, multiplied by the gross profit percentage (that is, the gross profit divided by the contract price).  

V. Gross profit generally equals the selling price minus the adjusted basis of the property sold.  Thus, income to be recognized from an installment sale is computed each year as follows: income recognized = payment x (gross profit/total K price).

V. By using §453 installment reporting, the seller may discharge the resulting tax liability from the proceeds collected each year, spread the tax liability over the payment period, and maintain a positive after-tax cash position.

V. The treatment alleviates the hardship often associated with closed transaction reporting, which may require the seller to recognize an amount of realized gain in the year of sale in excess of cash received.

V. Installment Sales Revision Act of 1980:
V. Related Party Sales:
V. The committee believed that the application of the judicial decisions to intra-family transfers of appreciated property led to unwarranted tax avoidance by allowing the realization of appreciation within a related group without the current payment of income tax.

V. The bill prescribes special rules for situations involving installment sales to certain related parties who also dispose of the property and for situations involving installment sales of depreciable property.

V. Sales other than sales of depreciable property between certain closely related parties:
V. Under the bill, the amount realized upon certain resales by the related party installment purchaser will trigger recognition of gain by the initial seller, based on his gross profit ratio, only to the extent the amount realized from the second disposition exceeds actual payments made under the installment sale.  

V. Thus acceleration of recognition of the installment gain from the first sale will generally result only to the extent additional cash and other property flows into the related group as a result of a second disposition of the property.

V. In the case of a second disposition which is not a sale or exchange, the fair market value of the property disposed of is treated as the amount realized for this purpose.  For these purposes, the portion of the amount realized from a second disposition will not be taken into account to the extent attributable to any improvements which had been made by the related installment purchaser.

V. The excess of any amount realized from resales over payments received on the first sale as of the end of a taxable year will be taken into account.  Thus, the tax treatment would not turn on the strict chronological order in which resales or payments are made.  If a resale results in the recognition of gain to the initial seller, subsequent payments actually received by that seller would be recovered tax-free until they have equaled the amount realized from the resale that resulted in the acceleration of recognition of gain.

V. There is no acceleration of recognition of gain from a second disposition which occurs after the death of the instalment seller or purchaser.

V. Resale rules will not apply in any case where it is established to the satisfaction of the IRS that none of the dispositions had as one of its principal purposes the avoidance of income taxes.

V. In appropriate cases, it is anticipated that the regulations and rulings under the nontax avoidance exception will deal with certain tax-free transfers which normally would not be treated as a second disposition of the property (charitable transfers, like-kind exchanges, gift transfers, and transfers to a controlled corporation or a partnership).

V. Generally, it is intended that a second disposition will qualify under the nontax avoidance exception when it is of an involuntary nature (foreclosure upon the property by a judgment lien creditor of the related purchaser or bankruptcy of the related purchaser). 

V. In addition it is intended that the exception will apply in the case of a second disposition which is also an installment sale if the terms of payment under the installment resale are substantially equivalent to, or longer than, those for the first installment sale.


V. However, the exception would not apply if the resale terms would permit significant deferral of recognition of gain from the initial sale when proceeds from the resale are being collected sooner.

V. Under the bill, the period for assessing a deficiency in tax attributable to a second disposition by the related purchaser will not expire before the day which is two years after the date the initial installment seller furnishes a notice that there was a second disposition of the property.

V. Sales of depreciable property between certain closely related parties:
V. Under the bill, the accrual method of accounting in effect is required for deferred payment sales of depreciable property between certain closely-related parties.  

V. In general, this rule is intended to deter transactions which are structured in such a way as to give the related purchaser the benefit of depreciation deductions (measured from a stepped up basis) prior to the time the seller is required to include in income the corresponding gain on the sale.  

V. For transactions to which the special rule will apply, the deferred payments will be deemed to be received in the taxable year in which the sale occurs.  In the case of sales for contingent future payments, it is intended that, in general, the amount realized in the year of sale will be equal to the value of the property sold.

V. Sales subject to a contingency:
V. The committee believed that a taxpayer should be permitted to report gain from a deferred payment sale under the installment method even if the selling price may be subject to some contingency.

V. The bill permits installment sale reporting for sales for a contingent selling price.  In extending liability, the bill does not prescribe specific rules for every conceivable transaction; rather, the bill provides that specific rules will be prescribed under regulations.

V. Incidental or remote contingencies are not to be taken into account in determining if there is a stated maximum selling price.  In general, the maximum selling price would be determined from the “four corners” of the contract agreement as the largest price which could be paid to the taxpayer assuming all contingencies, formulas, etc. operate in the taxpayer’s favor.

V. Income from the sale would be reported on a pro rata basis with respect to each installment payment using the maximum selling price to determine the total contract price and gross profit ratio.

V. In cases where the sales price is indefinite and no maximum selling price can be determined but the obligation is payable over a fixed period of time, it is generally intended that basis of the property sold would be recovered ratably over that fixed period.  

V. In cases where the selling price and payment period are both indefinite but a sale has in fact occurred, it is intended that the regulations would permit ratable basis recovery over some reasonable period of time.  Also, in appropriate cases, it is intended that basis recovery would be permitted under an income forecast type method.  

V. It was the Committee’s intent that the cost-recovery method not be available in the case of sales for a fixed price (whether the seller’s obligation is evidenced by a note, contractual promise, or otherwise), and that its use be limited to those rate and extraordinary cases involving sales for a contingent price where the fair market value of the purchaser’s obligation cannot reasonably be ascertained.

V. Note on the Disposition of Installment Obligations:
V. §453B was designed to prevent tax evasion in connection with:

V. the transfer of installment obligations on death, 

V. the distribution of installment obligations in corporate liquidations or as dividends,

V. the making of a gift of such obligations, and 

V. the transfer of obligations in similar situations.  

V. In most of these situations, no gain was recognized upon the transfer of the obligation, yet the transferee received a stepped-up basis in the property.  As a consequence, the transferee would avoid any gain recognition on the subsequent collection on the instrument. 

V. §453B is intended to set as a safeguard against such abuse.

V. Upon disposition of an installment obligation, gain or loss is recognized to the extent of the difference between the basis in the obligation and either
V. the amount realized in the case of satisfaction at other than face value or a sale or exchange, or

V. the fair market value of the obligation at the time of any other distribution, transmission, or disposition.

V. Under §453B, a taxpayer’s basis in an installment note is the face value of the note minus amount that would be taxable if the note was satisfied in full.

V. United Surgical Steel Co. v. Commission: Plaintiff was in the business of selling cookware and china to customers.  Most of the sales were made on conditional sales contracts with installment notes where a 10% down payment was made by the customer and the balance of the contract was secured by a note payable in monthly installments.  The issue was whether the plaintiff “disposed of” installment obligations during its taxable years so as to preclude its reporting income on the installment method under §453B.  Plaintiff claimed that because the amount borrowed on collateral was equal to the obligation, there was a disposition of that obligation.  HELD: The facts clearly establish that the transaction between plaintiff and the bank was in form, as well as substance, a loan and not a sale of the collateral.  The bank did not realize any income from the installment obligations but only realized interest charges measured by the actual balance owing by the plaintiff.  Thus, while the bank assumed no risk, other than as a lender of money to the plaintiff, the bank could realize no gain except as interest on that loan.  The plaintiff did not dispose of its installment obligations within the meaning of §453B, so the plaintiff is entitled to use the installment basis in reporting the gain on the sales represented by such obligation.

V. Note on Pledges of Installment Obligation:
V. §453A provides that certain pledges of installment notes will result in gain recognition even though the pledge is not a §453B taxable disposition .  

V. Under §453A, if an installment obligation arises from the disposition of business or investment property and the sales price for such property exceeds $150,000, then the proceeds from the pledge will be treated as a deemed payment on the installment obligation.  

V. §453A(d)(2) limits the amount of deemed payments to an amount equal to the total contract price minus previous payments. §453(d)(3) provides that the subsequent actual payments on the installment obligation are not taken into account unless they exceed previous deemed payments.

V. Note on Installment Sales of Encumbered Property:
V. If encumbered property is sold on the installment method and the purchaser assumes or takes the property subject to the debt, application of the general mechanics of §453 does not result in taxation of all the seller’s inherent gain.  

V. Reg. 1.453-4(c) and Temp. Reg. §15A.453-1(b)(3) prevent an under-reporting of gain through two adjustments, one to the contract price and one to year of sale payments, based on the relationship between the seller’s adjusted basis and the mortgage.  

V. Two situations may occur:

V. The debt assumed does not exceed the adjusted basis.  

V. One adjustment is necessary.  The total contract price is reduced by the amount of qualifying indebtedness assumed.

V. The debt assumed exceeds the adjusted basis.

V. Two adjustments are required.  (1) The total contract price is reduced by the amount of qualifying indebtedness not in excess of the adjusted basis, and (2) qualifying indebtedness exceeding the adjusted basis is treated as a constructive payment in the year of sale.

V. Temp. Reg. §15A.453-1(b)(2)(iv) defines “qualifying indebtedness” as a mortgage or other indebtedness encumbering the disposed property and other indebtedness not secured by the property but incurred or assumed by the purchaser incident to the purchaser’s acquisition or operation of the property in the ordinary course of business or investment.

V. Non-recognition of Gross Income:
V. Non-recognition provisions do not permanently exclude gains and losses from taxation; they merely defer the timing of their inclusion by requiring that the basis of the property acquired be adjusted to reflect the taxpayer’s unrecognized gain or loss on the property disposition.  

V. This assures that the unrecognized gain will be included at a later date, presumably on disposition of the newly acquired property.  

V. Non-recognition treatment is based on the premise that a taxpayer who has retained an investment in property that is essentially similar to the original investment property has not terminated the investment.  

V. Because the taxpayer has not “cashed out” on his original investment, it is considered equitable to defer taxation of realized gains and losses.  

V. This is true even if the investment has changed in form or identity so long as the investment has not changed in substance.

V. Like-Kind Exchanges:
V. §1001(c) provides a general rule requiring recognition of any gain or loss realized on the disposition of property.  

V. §1031 provides an exception to this rule by permitting the exchange of qualifying, like-kind property without the immediate recognition of realized gain or loss.

V. In effect, §1031 temporarily defers taxable gain from gross income and defers the recognition of losses that might otherwise reduce taxable income with regard to a specific type of property disposition.

V. There are two important policies underlying §1031.  

V. A taxpayer who continues an investment in newly acquired property that is of alike-kind to the property the taxpayer transferred has not changed the economic substance of ownership.  

V. Because the taxpayer who has received like-kind property has not cashed in his investment, it is equitable to defer recognition and the accompanying tax consequences until there is a taxable disposition of the newly acquired property.

V. Three strict requirements must be met to qualify for §1031 non-recognition.
V. Both the property given and the property received must be held for “productive use in trade or business or for investment.”  

V. Thus, the exchange of one’s personal car will not qualify for §1031 non-recognition.

V. The transaction must qualify as an exchange as distinguished from a sale or purchase. 

V. In an exchange, property is transferred in return for other property.  

V. Thus, if the taxpayer sells qualifying property and immediately reinvests the proceeds in other qualifying property, the exchange requirement is not met, and §1031 does not apply.  

V. The properties exchanged must be of like kind.  

V. Reg. 1.1031(a)-1(b):  states that the term “like kind” refers to “the nature or character of property and not to its grade or quality.”    

V. Reg. 1.1031(a)-2(b)(1):  establishes detailed rules for compliance with the like-kind standard as regards depreciable tangible property held for productive use in business and intangible property.

V. §1031 non-recognition need not apply to all parties to a transaction.  Thus, one party to an exchange may qualify for §1031 non-recognition even though the other does not.  

V. If the §1031 requirements are met, even unintentionally, non-recognition is mandatory, it may not be elected or waived.  

V. Because §1031 applies to losses as well as gains, this mandatory application may detrimental to a taxpayer who wishes to recognize a loss when trading in depreciated or obsolete property.  

V. Click v. Commissioner: Issue of whether plaintiff’s exchange of farmland for two residential properties, cash, and a note qualifies for non-recognition treatment under §1031.  The parties agree that the property is of like-kind and an exchange, but disagree as to whether it was an investment.  HELD: a taxpayer’s intent to hold property for investment must be determined as of the time of the exchange.  The plaintiff’s estate planning activities are highly indicative of an intent at the time of the exchange to gift the residences to her children.  Plaintiff had no investment intent in accepting the homes as “swap” property.  Her primary purpose was to provide larger homes in which her children and grandchildren could reside.  

V. Note on the Basis of Acquired Property:
V. §1031 applies to an exchange, the taxpayer’s basis in the newly acquired property is determined by reference to the basis of the property he or she exchanged. §1031(d).

V. As a result of the §1031(d) basis mechanism, recognition of the inherent gain or loss in the property transferred is deferred until a subsequent taxable disposition of the acquired property.  

V. A different situation arises when, in addition to receiving qualifying like-kind property, the taxpayer also receives money or other property.  

V. If non-qualifying property (“boot”) is received in addition to qualifying like-kind property, §1031 may still apply, but the exchange results in partial gain recognition to the extent that boot is received.  

V. This is a logical result b/c there has been a partial change in the substance of the taxpayer’s ownership as well as a cashing-in of his or her investment.  

V. When boot is received, the §1031(d) substituted basis in the acquired property is decreased by the amount of any money received by the taxpayer and increased by the gain recognized in the exchange.  

V. If both like-kind and non-like-kind property (other than money) are received in a tax-free exchange, the taxpayer must allocate the §1031(d) aggregate basis between those properties.  The allocation is made, first, to non-qualifying property (other than money) received to the extent of its fair market value, and then, to the extent any basis remains, to the qualifying property received.

V. Exchange of Encumbered Property:
V. When exchanging encumbered property, the taxpayer continues to use the same formula for determining his new basis.  Debt incurred in the exchange is treated as cash paid, while debt relieved in the exchange is treated as cash received.

V. The ability to reduce the amount of boot received by mortgage netting is limited to cases in which boot may arise as a result of mortgage relief.  In contrast, when the boot received is “other property” or money, the taxpayer is generally not permitted to net or reduce this amount, either by transferring cash or non-like-kind property or by assuming or taking property subject to a mortgage.

V. Installment Sales Revision Act of 1980:
V. The committee believed that, when like kind property and an installment obligation are received, the like kind property should not be treated as payment in order to achieve the basic purpose of installment sale reporting, i.e., gain should be recognized as cash (and other property with respect to which gain is recognized) is received.

V. Under the bill, property permitted to be received without recognition of gain in an exchange described under §1031(b) will not be treated as payment for purposes of reporting income under the installment method.

V. In reporting the gain on the exchange under the installment method where an installment obligation is received in addition to the like kind property, the gross profit will be the amount of gain which will be recognized on the exchange if the installment obligation were satisfied in full at its face amount.

V. The total contract price will not include the value of the like kind property but instead will consist solely of the sum of the money and the fair market value of other property received plus the face amount of the installment obligation.

V. The basis of the like kind property received (determined under §1031(d)) will be determined as if the obligation had been satisfied at its face amount.  Thus, the taxpayer’s basis in the property transferred will first be allocated to the like kind property received (but not in excess of its fair market value) and any remaining basis will be used to determine the gross profit ratio.  

V. Involuntary Conversions:
V. Without the non-recognition protection §1033, gain realized as a result of the involuntary conversion of property would be recognized, despite the involuntary nature of the event.  

V. To relieve the owner from having to recognize a forced or involuntary gain, congress enacted rules to provide non-recognition for gains realized from certain involuntary conversions.  

V. These rules, found in §1033, permit deferral of gain recognition if qualified replacement property is acquired within a time period prescribed by statute.  

V. When the cost of the replacement property is less than the amount realized from the conversion, the taxpayer must recognize gain to the extent of the excess.

V. §1033(a) defines “involuntary conversion of property” to include destruction, in whole or in part, by theft, seizure, the requisition or condemnation of property, or the sale of property under threat or imminence of requisition or condemnation.  

V. There may be either a direct conversion into other property (for instance, an exchange of real estate threatened with condemnation for property at another location or the transfer of condemned property to the condemning authority for other property) or an indirect conversion into other property through reinvestment of the conversion proceeds.

V. In a direct conversion, non-recognition of gain is mandatory; but in an indirect conversion, non-recognition of gain is elective.  

V. The election required in an indirect conversion can be made in the year of the conversion or in the year of replacement, with failure to elect resulting in the recognition of realized gain.  Reg. 1.1033(a)-2(c)(2),(3).  

V. An indirect conversion into qualified property must be by purchase. §1033(a)(2)(A)(ii) provides that a taxpayer is considered to have purchased the property if, but for §1033(b), the unadjusted basis of the property would be its cost.  Thus, the acquisition of replacement property by gift, or by another transaction resulting in a basis other than cost, would not qualify under §1033.

V. §1033(a)(1) and (a)(2)(A) require that the replacement property be “similar or related in service or use” to the converted property.

V. §1033(g)(1) provides a more liberal like-kind replacement rule, however, for certain types of condemned property.  

V. If business or investment real property is involuntarily converted b/c of seizure, requisition, or condemnation or threat of property of a like-kind also held for productive use in trade or business or investment, then the replacement property is deemed to satisfy the “similar or related in service or use” requirement of §1033.  

V. In applying the like-kind rule to involuntary conversions, Reg. 1.1033(g)-1 provides that the principles relating to §1031 like-kind exchanges are also applicable.

V. §1033(a)(2)(B) requires generally that the replacement property be purchased by the taxpayer-owner within a period:

V. beginning with the date of the disposition of the converted property by destruction, theft, condemnation, etc., or the date on which condemnation or requisition was first threatened or became imminent, whichever is earlier, and 

V. ending two years after the close of the first taxable year in which any part of the gain on the conversion is realized.  

V. In the case of an involuntary conversion of real property into like-kind property that qualifies under §1033(g), the replacement period is extended to three years by §1033(g)(4).  

V. The basis of replacement property received in a qualified §1033 transaction is determined under §1033(b).  

V. §1033(b)(1) provides that if property is converted directly into qualified replacement property, the basis of the property received is converted directly into qualified replacement property, the basis of the property received is the same as that of the property converted, decreased by the amount of any money received that was not expended in acquiring the replacement property, and increased by the amount of loss recognized 

V. Under §1033(b)(2), the basis of the property acquired by purchase, following a §1033(a) conversion into cash or other property, equals the cost of the new replacement property, decreased by the amount of realized gain not recognized.  

V. If two or more replacement properties are purchased, the total basis must be allocated among the properties in proportion to their respective replacement costs.

V. Liant Record v. Commissioner: Plaintiffs owned a building and the city instituted condemnation proceedings on the office building and acquired title on the same date.  The plaintiff-taxpayers received payment in settlement for the condemned property during two years which substantially exceeded their respective tax basis in the property.  HELD: §1033 turns on whether the replacement property is “similar or related in service or use” to the converted property.  There is a single test to apply to both users and investors–a comparison of the services or uses of the original and replacement properties to the taxpayer-owner.  In applying such a test to a lessor, the court must compare the extent and type of the lessor’s management activity, the amount and kind of services rendered by him to the tenants, and the nature of his business risks connected with the properties.  

V. Rev. Rul. 76-319: Issue is whether the a recreational billiard center (replacement proeprty) is “similar or related in service or use” to the recreational bowling center (involuntarily converted property under §1033.  HELD: Rev. Rul. 64-237 states that, with respect to an owner-user, property is not considered similar or related in service or use to the converted property unless the physical characteristics and end uses of the converted and replacement properties are closely similar.  The physical characteristics of the replacement property are not closely similar to those of the converted property since bowling alleys and bowling equipment are not closely similar to billiard tables and billiard equipment.  The billiard center is not similar or related in service or use to the bowling center within the meaning of §1033(a)(3)(A) of the Code.  Therefore, the billiard center does not qualify as replacement property under §1033.

V. Sale of Principal Residence:  

V. Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997:
V. Under prior law, no gain was recognized on the sale of a principal residence if a new residence at least equal in cost to the sales price of the old residence was purchased and used by the taxpayer as his or her principal residence within a specific period of time.  

V. The provision encouraged some taxpayers to purchase larger and more expensive houses than they otherwise would in order to avoid a tax liability, particularly those who move from areas where housing costs are high to lower-cost areas.  This promoted an inefficient use of taxpayer’s financial sources.  It also discouraged some older taxpayers from selling their homes.

V. Under the Act, a taxpayer generally is able to exclude up to $250,000 ($500,000 if married and filing a joint return) of gain realized on the sale or exchange of a principal residence. 

V. The exclusion is allowed each time a taxpayer selling or exchanging a principal residence meets the eligibility requirements, but generally no more frequently than once every two years.

V. To be eligible for the exclusion, a taxpayer must have owned the residence and occupied it as a principal residence for at least two of the five years prior to the sale or exchange.  

V. A taxpayer who fails to meet these requirements by reason of a change of place of employment, health, or other unforseen circumstances is able to exclude the fraction of the $250,000 (or $500,000 if married filing a joint return) equal to the fraction of two years that these requirements are met.

V. In the case of joint filers not sharing a principal residence, an exclusion of $250,000 is available on a qualifying sale or exchange of the principal residence of one of the spouses.  

V. Similarly, if a single taxpayer who is otherwise eligible for an exclusion marries someone who has used the exclusion within the two years prior to the marriage, the Act would allow the newly married taxpayer a maximum exclusion of $250,000.  

V. The provision limiting the exclusion to only one sale every two years by the taxpayer does not prevent a husband and wife filing a joint return from each excluding up to $250,000 of gain from the sale or exchange of each spouse’s principal residence provided that each spouse would be permitted to exclude up to $250,000 of gain if they filed separate returns.

V. Rev. Rul. 80-249: Issue of whether the amount of each installment payment that is reportable under the installment method of accounting determined when the taxpayer elects to exclude gain pursuant to §121.  HELD: §453(b) permits a taxpayer to report certain qualifying gains from the sale or other disposition of real property on the installment method of accounting in the manner prescribed in §453(a). §453(a)(1) provides for reporting as income in each taxable year the proportion of the installment payments actually received in that year which the gross profit realized or to be realized bears to the total contract.  Reg. 1.453-1(b) provides that gross profit, in the case of the sale of real property, means the selling price less the adjusted basis as defined in §1011.  For purposes of determining the amount of each installment payment that is reportable under the installment method of accounting gross profit in the formula provided in §453(a)(1) is the amount of the gain that is not excludable from gross income under §121.  

VI. TRADE OR BUSINESS DEDUCTIONS:
VI. Deductions in General:
VI. Business expenses are deductible under §162; personal expenses are not deductible under §262.

VI. The tax imposed by §1 is a function of the taxpayer’s taxable, or net, income during a specific taxable period.  Reduction of gross income to taxable income results in imposing an income tax only on annual accretions in wealth.  

VI. This approach represents a middle ground between taxation of all gross receipts and taxation of savings alone (that is, income less all current expenses).  

VI. Such expenses as employee salaries, office rental, advertising, employee health insurance, business-related travel expenses (including meals and lodging), interest on business loans, and business-related entertainment for clients are all costs that may be necessary and reasonable in her business.

VI. Adjusted Gross Income:
VI. Adjusted Gross Income (AGI) is defined by gross income minus the deductions specified in §62.

VI. AGI deductions are primarily, but not exclusively, business or profit related deductions that are intended to yield the net amount available to a taxpayer to pay for food, housing, and other costs of living (that is, disposable income).  

VI. §62 does not create deductions; it merely describes where in the taxing formula certain deductions permitted by other code sections may be taken.

VI. §62 AGI deductions work together with the standard deduction (§63(c)) and itemized deductions (§63(d)) to produce taxable income.

VI. For individuals, deductions are subtracted from gross income to produce taxable income in a two-step process.  

VI. First, §62 deductions (primarily business deductions) are deducted from gross income to determine AGI.  

VI. Next, §63 standard and itemized deductions are deducted from AGI to determine taxable income.

VI. AGI deductions may be more useful than itemized deductions as a result of the influence of the standard deductions on itemized deductions.

VI. The standard deduction is available to all taxpayers, the amount of which is dependent on their filing status (single, married, etc.).  

VI. The standard deduction, which entitles every taxpayer to offset a certain specified amount, thus caters to administrative convenience and tax simplification.  

VI. Because a substantial number of taxpayers have few itemized deductions, the standard deduction serves as a set allowance for such expenses without requiring the more cumbersome reporting of all itemized deductions.

VI. Taxpayers whose itemized deductions exceed their standard deduction are entitle to the full value of their itemized deductions; however, only the excess of their itemized deductions over their standard deduction amount will alter their tax liability.  

VI. Actual itemized deductions to the extent of the standard deduction are of no benefit because all taxpayers, even those who do not itemize deductions, are presumed to have itemized deductions in the amount equal to the applicable standard deduction amount.

VI. The advantage of §62 deductions, by contrast, is that every dollar of AGI deductions will reduce gross income and accordingly reduce taxable income.

VI. Certain business expenses may be deductible under both §62 and §63, raising the problem of dual coverage.

VI. Because an item may not be deducted twice, the taxpayer must determine whether such expenses are §62(a)(1) or §63(d) deductions.  If the deduction is technically described in both sections, it is taken under §62, as it may have little or no value if the taxpayer’s other itemized deductions do not exceed the standard deduction amount.

VI. One of the purposes of AGI is to arrive at disposable income.  The AGI concept also attempts to equalize the tax treatment of self-employed taxpayers and the treatment of employees. 

VI. The code attempts to reach this result by granting business deductions from gross income to produce AGI.

VI. The mechanism used to equalize the tax treatment between employee and non-employee taxpayers is the categories of deductions assigned to each class by §62.  

VI. Under §62(1), non-employees may deduct all business expenses other than those arising under §211 through §219; §62(a)(2), on the other hand, restrict employees to business deductions that have been reimbursed by their employer.  

VI. Consequently, if an employee business expense is deductible but not reimbursed, its tax utility is determined under the potentially less favorable rules for itemized deductions.  

VI. AGI serves a computational purpose also.  

VI. For deductions such as medical expenses (§213), casualty losses (§165), miscellaneous itemized deductions (§67), and overall itemized deductions (§68), AGI is the base on which the deductible amount is computed.

VI. By restricting medial, casualty loss, miscellaneous, and overall itemized deductions, Congress permits only those taxpayers burdened with abnormally large expenses or losses to deduct a portion of these amounts.  

VI. §262:  Because they are considered personal or de minimis in nature, average medical expenses, casualty losses, miscellaneous, and overall itemized deductions are generally nondeductible.  

VI. Statutory Requirements for Business Deductions:
VI. §162 authorizes the deduction of “all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business.

VI. §162 is the most broadly written of the deduction-granting provisions (§162 - §220) and encompasses most expenditures encountered in operating a business.  The generous language focuses on the distinction between deductible business expenses and non-deductible personal or cost of living expenses.  

VI. §62 specifies three criteria for deductibility:
VI. The item must be ordinary and necessary

VI. The item must be incurred in a trade or business

VI. The time must be an expense, rather than a capital expenditure

VI. Ordinary and Necessary Requirement:
VI. “Ordinary” means normal, usual, or customary.  An expense may be ordinary even though it happens but once in the taxpayer’s lifetime, but the transaction which gives use to it must be of common or frequent occurrence in the type of business involved.

VI. “Necessary” requires that the expense be appropriate and helpful in the taxpayer’s business.

VI. Most courts focus on the ordinary half of the test b/c the ordinary requirement is more difficult to define and thus to establish. 

VI. Trebilcock v. Commissioner: Plaintiff sought advice and spiritual counseling from an ordained minister for his employees.  In the beginning, he paid him no fee except reimbursement for his expenses.  A few years later, plaintiff began paying the minister a monthly salary.  The minister had no assigned duties but he did perform some business-related tasks.  Plaintiff deducted the amount he paid to the minister as an ordinary and necessary business expense.  HELD: The benefits that plaintiff and his employees received are personal in nature so §262 must apply.  Plaintiff offered no proof that his payments to the minister for solutions to business problems were “ordinary” in his type of business.  Although not assigned specific duties, the minster carried on various business related tasks and a deduction under §162 is allowable for payments to the minister for performing such tasks.  Probably $1000 a year was the amount paid for services related to business.

VI. NOTE: In its attempt to adhere to the literal definition of “ordinary,” the court emphasized the frequency and in the process may stifle business innovation.  The court seemed to imply that the imaginative business person will be denied a deduction for innovative practices, while those who later adopt those techniques (thus making them frequent) will be rewarded for their cautious approach.  

VI. Incurred in a Trade or Business Requirement:
VI. In general, two problem areas arise under this requirement:

VI. the taxpayer’s activities must constitute a trade or business, not merely investment activity, and

VI. to be deductible, the expense must be incurred pursuant to that trade or business and not to some personal activity.  

VI. §212 allows the deduction of expenses arising from the production or collection of income or the management, conservation, or maintenance of property held for the production of income.

VI. Thus, for many nonbusiness investment activities, including securities investments, expenses are now deductible under §212.  

VI. With the sole exception of §62(a)(4) expenses, expenses incurred in the production of income are itemized deductions.

VI. Courts have struggled to find a workable definition of “carrying on a trade or business.”  Each formulation may simply be the response to an “all the facts and circumstances” analysis, thus diminishing the applicability of either formula to specific situations.

VI. Commissioner v. Groetzinger: Issue of whether a gambler is allowed a deduction under §62 b/c he claims his income is obtained by a trade or business–he claims gambling is his business/trade.  HELD: To be engaged in a trade or business, the taxpayer must be involved in the activity with continuity and regularity and that taxpayer’s primary purpose for engaging in the activity must be for income or profit.  A sporadic activity, a hobby, or an amusement diversion does not qualify.  If one’s gambling activity is pursued full time, in good faith, and with regularity, to the production of income for a livelihood, and is not a mere hobby, it is a trade or business under §62.  

VI. The deductibility of expenses incurred by a job seeker, who is required to travel to a distant city for a job interview or to compensate an employment agency for its efforts in securing a job for him, is controversial.

VI. Such expenses are business related, but do they meet the §162 requirement that they be “incurred in trade or business?”

VI. A critical factor in answering these questions is whether the job seeker has an existing trade or business.  

VI. Thus, a student seeking his first job cannot deduct expenses that he incurs for resume preparation or travel.

VI. On the other hand, a computer engineer, employed by a company that manufacturers computer software, may be permitted to deduct expenses incurred in seeking a new job with a personal computer manufacturer.

VI. Even if the engineer’s job hunt is unsuccessful, he may nevertheless be entitled to a deduction b/c the IRS has sanctioned the deduction of fees paid to an employment agency for seeking employment in the same trade or business even if no job is secured.

VI. But employment agency fees are NOT deductible if the taxpayer is seeking initial employment or employment in a new trade or business.  

VI. Current Expense vs. Capital Expenditure:
VI. §162 requires that to be currently deductible an item must be an expense as opposed to a capital expenditure.   Thus, expenses may be currently deductible under §162, whereas deductions for capital expenditures must be postponed at least partially to future taxable years.

VI. §162 authorizes deductions for ordinary and necessary expenses; §263 and §263A prohibit a current deduction for capital expenditures even if they are ordinary and necessary and incurred in the taxpayer’s trade or business.  

VI. §263(a)(1) and (2) provide that capital expenditures include “any amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate” and amounts “expended in restoring property or in making good the exhaustion for which an allowance is or has been made.”  

VI. Capital expenditures are not limited to costs incurred in the acquisition of buildings but also encompass the acquisition of “machinery and equipment, furniture and fixtures, and similar property having a useful life substantially beyond the taxable year.  Reg. 1.263(a)-2(a).  

VI. §263A provides that capital expenditures include the costs of real or tangible property produced by the taxpayer.

VI. Depreciation and Amortization: The taxpayer can allocate and deduct the asset’s cost over the asset’s expected useful life in the taxpayer’s business.  Essentially allows deductions for the purchase price (or costs of improvements) over the useful life of the acquired or improved asset.

VI. The regulations permit a deduction for the cost of incidental repairs which neither materially add to the value of the property nor appreciably prolong its life, but keep it in an ordinarily efficient operating condition provided the basis of the property is not increased by the amount of such expenditure.  

VI. Thus, the cost of new roof would be a capital expenditure if it either materially added to the value of the house or substantially prolonged the useful life of the building.

VI. The acquisition of property raises issues concerning whether the cost is an expense or a capital expenditure.

VI. The issue is to determine what constitutes a cost of acquisition in the definition of a capital expenditure (see above).

VI. The cases tend to give this phrase a broad interpretation, encompassing such costs as fees paid to consultants, attorneys, appraisers, and other professionals whose services are rendered in connection with the acquisition of an asset.  

VI. A cost that the taxpayer deducts as a business expense may be disallowed b/c it is an acquisition cost to be treated as a capital expenditure.  If the cost is so characterized, it is added to the basis of the acquired asset and is recoverable through depreciation deductions, if the asset is depreciable, or, if it is not depreciable, through reduced gain or increased loss realized on disposition of the asset.

VI. Commissioner v. Idaho Power Co: Issue whether a taxpayer is entitled to a deduction from gross income for the depreciation on equipment the taxpayer owns and uses in the construction of his own capital facilities, or whether the capitalization provision bars the deduction.  The taxpayer asserts that its equipment is used in his trade or business, thus depreciation is deductible under §167.  The commission claims that §263 capitalization provision which prohibits a deduction for an amount “paid out for new buildings or for permanent improvements” takes precedence over §167.  HELD: the cost of the equipment is paid out like the cost of supplies and materials, which are capitalized.  The code requires that §263 capitalization take precedence over §167. §161 provides that §167 deductions are subject to the exceptions provided in §263.  

VI. Rev. Rul. 92-80: What is the treatment of advertising costs as business expenses, which are generally deductible under §162?  HELD: Reg. 1.162-1(a) provides that “advertising and other selling expenses” are among the items included in deductible business expenses under §162. §263 provides that no deduction is allowed for any amount paid out for permanent improvements or betterments made to increase the value of any property.  Advertising costs are generally deductible under §162 even though advertising may have some future effect on business activities, such as in the case of institutional or goodwill advertising.  Only in the unusual circumstances where advertising is directed towards obtaining future benefits significantly beyond those traditionally associated with ordinary product advertising or with institutional or goodwill advertising, must the costs of that advertising be capitalized.

VI. Tax Reform Act of 1986: Capitalization of Inventory, Construction, and Development Costs under §263A:
VI. The committee believed the present laws regarding capitalization of costs incurred in producing property were deficient in two respects:

VI. The existing rules allowed costs that are in reality costs of producing, acquiring, or carrying property to be deducted currently, rather than capitalized into the basis of the property and recovered when the property was sold or as it was used by the taxpayer.  This produced a mismatching of expenses and the related income and an unwarranted deferral of taxes.

VI. Different capitalization rules applied depending on the nature of the property and its intended use.  The differences created distortions in the allocation of economic resources and the manner in which certain economic activity was organized.

VI. The bill requires application of a uniform set of capitalization rules to all costs incurred in manufacturing or constructing property or in purchasing and holding property for resale.  In addition , interest costs generally will be subject to capitalization in cases where the interest is allocable to construction of real property, or to production of personal property that is long-lived property to be used by the taxpayer, or that requires an extended period to produce.

VI. Uniform Capitalization Rules:
VI. Will govern the inclusion in inventory or capital accounts of all costs:

VI. incurred in manufacturing, construction, and other types of activities involving the production of real or personal property,

VI. incurred in acquiring or holding such property for resale.

VI. The rules will apply to assets to be held by a taxpayer in inventory or for sale to customers in the ordinary course of business, and to assets or improvements to assets constructed by a taxpayer for its own use in a trade or business or in an activity engaged in for profit.

VI. The rules apply to intangible as well as tangible property.  However, the committee did not modify the old rules governing the determination of whether an expenditure results in a separate and distinct asset that has a useful life substantially beyond the taxable year.  Thus, if the costs of producing an intangible item such as goodwill are deducible under current law, such costs will continue to be deductible.  The rules merely prescribe which costs associated with an asset required to b capitalized must be included in its basis or otherwise capitalized.

VI. The rules are patterned after those applicable to long-term contracts set forth in §451.  Taxpayers subject to the rules will be required to capitalize not only direct costs but also an allocable portion of most indirect costs that benefit the assets produced or acquired for resale, including general and administrative or overhead costs and other costs described in Reg. 1.451-3.

VI. Retailers and Wholesalers:
VI. The Rules will apply to taxpayers who acquire and hold property for resale in the same manner as they apply to producers.  

VI. Among the costs “retailers and wholesalers” are required to treat as inventory costs under the bill are: costs incident to purchasing inventory (wages or salaries of employees responsible for purchasing); repackaging, assembly, and other costs incurred in processing goods while in the taxpayer’s possession; costs of storing goods (rent, depreciation, insurance premiums, and taxes attributable to a warehouse, and wages of warehouse personnel); and the portion of general and administrative costs allocable to these functions.

VI. In the case of a taxpayer engaged in a retails sales business, however, only off-site storage costs (costs of storing goods in a facility distinct from the facility where the taxpayer conducts retail sales of these goods) will be inventoriable costs under the provision.  

VI. The rules relating to capitalization of interest do not apply to real or personal property solely acquired for resale.

VI. Pension Costs:
VI. Under the rules, contributions to a pension, profit-sharing, or stock bonus plan and other employee benefit expenses are considered indirect costs that must be capitalized to the same extent as other indirect costs, unless such contributions relate to past-service costs.

VI. Interest:
VI. Interest on debt must be capitalized if such debt is incurred or continued to finance the construction or production of:

VI. real property (whether such property is held for sale to customers or is used by the taxpayer in a trade or business or activity for profit), or

VI. other property with a class life of 20 years or more under the bill’s depreciation system if the property is to be used by the taxpayer in its trade or business or an activity for profit.

VI. Interest incurred in connection with other property estimated to have a production rate of more than two years (one year in the case of items costing more than $1mil) also is subject to capitalization under the rule.  

VI. For this purpose, the production period for property begins when construction or production is commenced and ends when the property is ready to be placed in service or is ready to be held for sale.

VI. Under these rules, any interest expense that would have been avoided if production or construction expenditures had been used to repay indebtedness of the taxpayer is treated as construction period interest subject to capitalization.  

VI. Thus, debt that can be specifically traced to production or construction expenditures must be allocated to production or construction.  

VI. If production or construction expenditures exceed the amount of this debt, interest on the other debt of the taxpayer must be treated, to the extent of this excess, as production or construction period interest.  

VI. For this purpose, the assumed interest rate would be an average of the rates on the taxpayer’s outstanding debt (excluding debt specifically traceable to production or construction).

VI. Specific Categories of Business Expenses:
VI. Business-Related Travel:
VI. §162(a)(2) permits a deduction for travel and travel related expenses.

VI. In order to qualify for a §162 travel deduction an expense must be:

VI. for travel or be travel related (including meals and lodging)

VI. incurred in pursuit of the taxpayer’s trade or business

VI. incurred while away from home

VI. §262 expressly precludes a deduction for expenses (including travel) that are personal in nature.

VI. Commuting Expenses:
VI. There is a long stance by courts against allowing deductions for commuting expenses:

VI. Commissioner v. Flowers: A lawyer was offered a position with a company in Mobile, AL and he accepted the position conditioned on his ability to continue residing in Jackson, MI.  Although the principal office was in Mobile, he spent most of his time in Jackson and made frequent trips to Mobile.  HELD: SC said the travel expenses must be (1) ordinary and necessary, (2) incurred while away from home, and (3) incurred in pursuit of business.  Since Flower’s job did not require him to maintain homes in two cities, the commuting expenses were his personal choice of where to live.  Thus no deduction was allowed.  

VI. White v. Commissioner: Taxpayer claimed that, due to the remote location of the missile range, there was no habitable housing within 45 miles and that his job frequently required him to work into the night, when public transportation was unavailable.  The court denied his travel expense deduction.  

VI. Exception for commuting expenses incurred in transporting job-required tools to and from the workplace.

VI. Fausner v. Commissioner: A commercial pilot sought to deduct the entire cost of commuting by private car b/c he was required to carry his flight bag and overnight bag to and from work.  HELD: Although the court denied the deduction for commuting expenses, it allowed some deduction.  The deduction is calculated by separating nondeductible commuting expenses from deductible expenses incurred in transporting “incidentals of the taxpayer’s occupation” when the latter represent ordinary and necessary business expenses.  The exception for expenses incurred in transporting a taxpayer’s tools has been applied narrowly.  

VI. Exception when a taxpayer incurs expenses traveling between two or more places of employment.

VI. Rev. Rul. 55-109: A member of the armed forces was permitted to deduct expenses incurred in traveling from his civilian job to a site for reserve training drills.    Since both positions constitute part of the taxpayer’s trade or business, local transportation expenses in getting from one place of employment to another constitute ordinary and necessary expenses incurred in carrying on his combined trade or business and in discharging his duties at both locations in the same day.  

VI. Buccino v. United States: Concerned the taxpayer’s deductions of his expenses incurred in traveling from his residence to the hospital and back.  HELD: the personal nature of commuting expenses outweighs any business characteristics they may have.  Because the hospital rounds were a part of the taxpayer’s business, expenses incurred in traveling between his residence and the hospital were non-deductible.  The fact that most of the taxpayer’s after-hour trips were in response to emergency calls did not change the court’s mind.

VI. Travel Away from Home:
VI. To deduct §162(a)(2) travel expenses, the taxpayer must travel “away from home.”  

VI. Although travel expenses include the full costs of transportation and lodging, only 50% of meal expenses are deductible. §274(n).  

VI. In an attempt to define when a taxpayer is away from home, the courts have adopted two doctrines designated as the “sleep or rest” rule and the “temporary and indefinite” rule.

VI. United States v. Correll: A traveling salesman for a wholesale grocery company left home early in the morning, ate breakfast and lunch on the road, and returned home in time for dinner.  He deducted the cost of the morning and noon meals as “traveling expenses” incurred in the pursuit of business “while away from home” under §162(a)(2).  HELD: because the taxpayer’s daily trips did not require sleep or rest, the deduction was disallowed.  The cost of the meals was a personal living expense under §262 rather than a travel expense under §162(a)(2).  

VI. NOTE: Illustrates that determining whether a taxpayer is “away from home” turns on how long the taxpayer must travel for business purposes, not on how far he or she has traveled from home.  

VI. Rev. Rul. 75-170: Considered the deductibility of railroad employees’ meals and lodging expenses.  The employees were released from service by the employers for a sufficient time to secure necessary sleep or rest on their arrival at away-from-home terminals.  The employees sought to deduct expenses for means and lodging incurred before starting their return trips.  HELD: The commission ruled that the railroad employees who stop performing their regular duties with the express or implied approval of their employer, are entitled to deduct their costs of meals and lodging at remote terminals.  The period for sleep or rest need not be a 24 hour period or overnight, but it must be of such duration or nature that the taxpayer cannot reasonably be expected to complete the round trip without being released from duty for sufficient time to obtain substantial sleep or rest.

VI. Mixed Business/Pleasure Travel:
VI. §162 provide that on trips in which the taxpayer engages in both business and personal activities, transportation costs to and from the destination will be deductible only if the primary purpose of the trip is business.  

VI. If the purpose of the taxpayer’s trip is primarily personal, no deduction will be allowed for transportation costs, even though the taxpayer engages in business activities at the destination.

VI. EX: A taxpayer travels from her home to a business meeting in Phoenix.  The taxpayer spends all day for three days in business meetings related to the taxpayer’s trade or business.  Then the taxpayer stays until Friday to swim and play golf.  

VI. If the taxpayer’s primary purpose for the trip is business, the taxpayer remains is permitted to deduct transportation expenses for travel between the two cities and those food, lodging, and other expenses that are allocable to the first three days.

VI. If the taxpayer decided to extend her stay through the weekend and return home on Sunday and the primary purpose of the trip is pleasure, the taxpayer is NOT permitted a deduction for transportation costs.  Nevertheless, she is still entitled to deduct expenses for meals and lodging incurred on the first three days when she had the business meetings subject to §274(n) limitations.  

VI. Foreign Travel: 

VI. Where mixed business and personal travel takes place outside the US, the additional requirements of §274(c) may apply to further restrict the §162(a)(2) travel expense deductions.

VI. Under §274(c), transportation costs incurred for foreign business travel are to be allocated by reference to the number of days devoted to business and personal activities.  

VI. For purposes of §274, a day is devoted to business if the taxpayer’s principal activities during the hours normally appropriate for business activity is, in fact, related to the taxpayer’s trade or business.  In addition, travel expenses are considered to be business days if the taxpayer can establish that he or she was traveling in pursuit of trade or business.

VI. Before the §274 limitations applies, the travel expenses must first meet the requirements of §162 (that is, the primary purpose of the trip must be for business).  If §162 is not satisfied, then none of the transportation costs are deductible.

VI. There are two primary exceptions to the application of §274(c) to foreign travel:

VI. §274(c) applies only if the trip outside the US exceeds one week (the first day of travel will not be counted, but the day on which the travel ends will be considered).  Reg. 1.274-4(c)

VI. §274(c) applies only if 25% or more of the time outside the US is devoted to nonbusiness activity.

VI. Spousal Travel on Business Trips:
VI. Reg. 1.162-2(c) provides that for a deduction to be permitted for a spouse’s traveling expenses, the taxpayer must show that the spouse’s presence on the trip served a bona fide business purpose.  

VI. §274(m)(3) provides that no deduction shall be allowed for travel expenses of a spouse, dependent, or other individual who accompanies the taxpayer on business travel unless a three part test is satisfied:

VI. He/she must be an employee of the taxpayer

VI. The travel must be for a bona fide business purpose, and

VI. The expenses must be otherwise deductible. 

VI. If a spouse’s presence does not satisfy the requirements of §274(m)(3), the additional expenses attributable to the spouse are nondeductible personal expenses.  In such cases, in computing deductible lodging expenses, the amount by which the total lodging expenses is increased by the spouse’s presence is not deductible.  

VI. Tax Home Doctrine:
VI. Temporary vs. Indefinite Travel:
VI. The travel-expense deduction necessarily assumes that the taxpayer is away from home for only a short or temporary period of time.  

VI. When a taxpayer is away for an indefinite period of time, traveling expenses become nondeductible personal expenses b/c it becomes more reasonable for the taxpayer to move his or her home near the new place of employment.

VI. There is a presumption that employment is indefinite and the taxpayer is not away from home if the actual and anticipated duration of the stay at the remote duty post is more than a year.  

VI. §162 provides that in any case where employment away from home lasts more than one year, the employment will be treated as indefinite regardless of any other factors, and related travel expenses will be nondeductible. 

VI. Rev. Rul. 93-86:   

VI.  A taxpayer’s “home” for purposes of §162(a) is generally considered to be located at:

VI. the taxpayer’s regular or principal (if more than one regular) place of business

VI. if the taxpayer has no regular or principal place of business, then at the taxpayer’s regular place of abode in a real and substantial sense

VI. Travel expenses paid or incurred in connection with an indefinite or permanent work assignment are generally nondeductible.  

VI. Travel expenses paid or incurred in connection with a temporary work assignment away from home are deductible under §162(a)(2).  Courts have held that employment is temporary for this purpose only if its termination can be foreseen within a reasonably short period of time.

VI. Employment that is initially temporary may become indefinite due to changed circumstances.  

VI. An individual may deduct ordinary and necessary travel expenses paid or incurred during the first four months of the employment.  

VI. However, the individual may not deduct travel expenses paid or incurred thereafter, unless the expenses are paid or incurred in connection with the temporary employment away from the location of the individual’s regular employment.  

VI. If employment away from home in a single location is realistically expected to last (and does in fact last) for one year or less, the employment will be treated as temporary in the absence of facts and circumstances indicating otherwise.

VI. If employment away from home in a single location is realistically expected to last for more than one year or there is no realistic expectation that the employment will last for one year or less, the employment will be treated as indefinite, regardless of whether it actually exceeds one year.  

VI. If employment away from home in a single location initially is realistically expected to last for one year of less, but at some later date the employment will be treated at temporary (in the absence of facts and circumstances indicating otherwise) until the date that the taxpayer’s realistic expectation changes.

VI. Hantzis v. Commissioner: Determined that if a traveling salesperson is always on the road and maintains no permanent abode, there is no tax home to be away from while traveling and no travel expenses are deductible §162(a)(2).  The temporary employment doctrine does not eliminate any requirement that continued maintenance of a first home have a business justification.  The rule has no application where the taxpayer has no business connection with his usual place of residence.  If no business exigency dictates the location of the taxpayer’s usual residence, then the mere fact of his taking temporary employment elsewhere cannot supply a compelling business reason for continuing to maintain that residence.  

VI. Only a taxpayer who lives one place, works another and has business ties to both is in the ambiguous situation that the temporary employment doctrine is designed to resolve.  

VI. In such circumstances, unless his employment away from his usual home is temporary, a court can reasonably assume that the taxpayer has abandoned his business ties to that location and is left with only personal reasons for maintaining a residence there.

VI. Where only personal needs require that a travel expense be incurred, however, a taxpayer’s home is defined so as to leave the expense subject to taxation.  

VI. Thus, a taxpayer who pursues temporary employment away from the location of his usual residence, but has no business connection with that location, is not “away from home” for purposes of §162(a)(2).  

VI. NOTE: With the notable exception of Hantiz, the Tax Court has typically held that a taxpayer’s tax home is where the taxpayer’s principal business is located.  

VI. Daly v. Commissioner: Taxpayer maintained a home in Virginia with his wife but worked in Washington DC.  The taxpayer was a regional sales manager ad he made personal calls on customers in his sales territory of Delaware, Penn, and NJ, although 80% of his sales were in Philly. Only 6% of his calls were in Virginia but he maintained an office in his home for job-related paperwork.  Taxpayer deducted the travel expenses incurred in traveling from VA to DC.  HELD:  the taxpayer’s home for tax purposes was Philly, his principal place of business, and disallowed the deductions as personal expenses.  The taxpayer’s work at his residence in VA was incidental and not determinative of his principal place of business.

VI. Paolini v. Commissioner: Taxpayer was in construction business and performed a substantial amount of his work in NJ.  He resided in Penn, but b/c his job required him to be in NJ, he also maintained an apartment there.  He was only required to be at any one construction site for a short period of time.  Taxpayer wanted to deduct the costs of maintaining the apartment in NJ b/c he was only temporarily away from his Penn home when he as working on a given job.  HELD: no deduction allowed for the living expenses incurred in NJ.  Although the precise locations of the taxpayer’s job sites were constantly changing, almost all were in NJ.  Thus, the taxpayer was permanently employed in NJ and it would be treated as his home for tax purposes.

VI. Entertainment Expenses:
VI. To be deductible, entertainment expenses must meet certain requirements in addition to those of §162 and be adequately substantiated.  For those expenditures meeting these standards, additional limitations are imposed by §274(n), which creates a 50% ceiling on the amount of the deduction.

VI. General Requirements for Deduction:
VI. To be deductible, entertainment expenses must not only be ordinary and necessary as required by §162, but must also meet additional §274 tests.

VI. In general, to meet the §274(a) standard, entertainment expenditures must be either “directly related to” or “associated with” the active conduct of the taxpayer’s business.

VI. Reg. 1.274-2(c)(3):  To meet the directly-related-to test, the taxpayer must satisfy three requirements:
VI. At the time of the expenditure, the taxpayer must have a reasonable expectation of deriving income or some other specific business benefit, other than goodwill, from the business discussion or entertainment.  

VI. The taxpayer, however, is not required to show that the intended benefit actually resulted.

VI. The taxpayer must actively engage in a business discussion, negotiation, or some other bona fide business transaction during the entertainment.

VI. This is satisfied if the business was the principal aspect of the combined activity, but this does not require that more time be spent on business than entertainment. 

VI. The business meeting or transaction must be the principal reason for the entertainment.  This does not require that more time be spent on business than entertainment.  

VI. Unless the taxpayer clearly shows otherwise, it is presumed that the business is not the principal reason for hunting of fishing trips or meetings held on yachts or pleasure boats.   

VI. If deduction of the entertainment expenditure is permitted, only amounts allocable to the taxpayer (and persons closely connected with the taxpayer) and the person(s) with whom the taxpayer conducted business during the entertainment may be deducted.

VI. Unlike the directly-related-to test, the associated-with business entertainment can be for the purpose of maintaining customer goodwill, and there is no requirement that any business discussion actually take place during the entertainment.

VI. Entertainment occurring on the same day as the business meeting will generally satisfy the directly preceding or following requirement, but if the two do not occur on the same day, the facts and circumstances of the situation are examined to determine if the requirement is met.  Reg. 1.274-2(d)(3)(ii).

VI. Walliser v. Commissioner: Manage and vice president of bank traveled with wife abroad two times with tour groups organized for people involved in the building industry.  The taxpayers deducted as employee business expenses, ½ of the price of each of the tours (the portion attributable to the husband’s travel).  HELD: §162 allows deductions for all ordinary and necessary expenses incurred in carrying on a business or trade, including travel expenses incurred while away from home in pursuit of business or trade.  Where a corporate officer personally incurs expenditures which enable him to better perform his duties and which have a direct effect on the amount o his compensation and chances for advancement, un-reimbursed expenses may be deductible under §162.  There is evidence that his travel expenses were “ordinary and necessary” as business expenses under §162(a)(2).  But, §274 disallows a deduction for entertainment expenses in certain situations for expenses which would otherwise be deductible under §162.  Clearly the tours were of a type generally considered vacation trips and thus under the objective test which is used, constituted entertainment under §274(a).  The husband participated in the trips to meet new people and he did not engage in business meetings or negotiations on the tours.  He was merely taking the trips to create or maintain goodwill. §274 says that for an expenditure to be deductible, it must be for the purpose of deriving income or business benefit, and not for the goodwill of the persons entertained.

VI. NOTE: §274(a) may supplant the authority of §162(a) and disallow deductions otherwise allowable under §162.

VI. Entertainment Facilities:
VI. Entertainment facilities are defined as “any item of personal or real property owned, rented, or used by a taxpayer for, or in connection with, an activity normally considered to be of an entertainment nature.  

VI. Reg. 1.274-2(e)(2) provides examples of common entertainment facilities:

VI. yachts

VI. hunting lodges

VI. fishing camps

VI. homes in vacation resorts

VI. No deduction is permitted for expenses relating to most entertainment facilities.  

VI. Dues or fees to social, athletic, or sporting clubs or organizations are not deductible under §274(a)(3).

VI. Substantiation Requirements and the 50% limitation:
VI. §274(d): If the taxpayer does not adequately substantiate travel, entertainment, or business gift expenses, the entire claimed deduction will be disallowed.

VI. To meet the substantiation requirement, the taxpayer must produce adequate records or sufficient corroborative evidence showing:

VI. the amount of the expense

VI. the time and place of the event giving rise to the expense

VI. the business purpose of the expense

VI. the business relationship between the taxpayer and the person benefitted by the expense.

VI. §274(n) imposes a 50% ceiling on otherwise allowable entertainment and meal deductions.  The reduction reflects the fact that meals and entertainment inherently involve an element of personal living expenses, but still allows a 50% deduction where such expenses also have an identifiable business relationship.

VI. Business Meals:
VI. Business meals fall into two general categories:

VI. those incurred while the taxpayer is traveling away from home, and

VI. those incurred while the taxpayer is not away from home.

VI. Requirements for Deduction:
VI. The deduction for business lunches are not as easy as most taxpayers believe.

VI. Meal costs straddle the fence between personal and nonpersonal expenses, thus courts have developed tests for determining which side a claimed deduction should fall.

VI. Sutter v. Commissioner: The Tax Court established the “different from or in excess of the taxpayer’s personal expenses” standard.  

VI. A doctor attempted to deduct as business expenses the cost of lunches at the local chamber of commerce and the local hospital council.  Although the lunches were related to the taxpayer’s business as a doctor, the court disallowed the deductions b/c there was no evidence that the expenditures were greater than those that the taxpayer would have incurred for his own personal purposes.  

VI. Had the luncheon expenses been “in excess of” his normal lunch expenditures, the court would have allowed the entire cost of the luncheons, not merely the excess, as a deduction.

VI. Policy Concern: The rule has many critics b/c it causes taxpayers to be treated differently based on their personal eating habits.  Thus, someone who eats an expensive lunch daily might never be able to deduct a business lunch expense, while another individual who normally eats a “brown bag” lunch could deduct a business lunch expense.

VI. Moss v. Commissioner: Taxpayer was a partner in a small litigation firm.  Each day, the lawyers met for lunch at a café near their office to discuss who would held handle which cases.  HELD: Court uses the Sutter test.  A meeting with a client or customer is an easier situation, but it is different when all the participants in the meal are coworkers and already know each other.  If a large firm had a monthly lunch so the partners could socialize and get to know the associates, the expense of the meal might be necessary, and allowed as a deduction.  It was necessary for the firm to meet daily to coordinate the work of the firm and lunch was the most convenient time.  However, the expense of the lunch was NOT a necessary business expense.  Although it saved time to combine lunch with work, the meal itself was not an organic part of the meeting and the business objective did not require sharing a meal in order to be achieved.

VI. Amount of Deduction:
VI. A ceiling exists on the amount of otherwise permissible meal deductions.  Under §274(n), the deduction is limited to 50% of the amount deducted.  

VI. Education Expenses:
VI. Reg. 1.162-5(a): educational expenses are deductible as ordinary and necessary business expenses only if the education either:

VI. maintains or improves skills required by the taxpayer’s employment or other trade or business, or

VI. meets requirements imposed by the employer, or applicable law or regulations, as a condition of retaining the taxpayer’s established employment relationship, status, or rate of compensation.  

VI. Reg. 1.162-5(b): even if the expense meets one of these requirements, a deduction will be disallowed if the expense is incurred to:

VI. meet the minimum educational requirements of the taxpayer’s employment or other trade or business, or

VI. is part of a program of study qualifying the taxpayer for a new trade or business

VI. Educational vs. Personal Expenses:
VI. Conventions: Reg. 1.162-2(d) calls for a facts and circumstances test that asks whether there is a “sufficient relationship” between the convention attended and the taxpayer’s trade or business.

VI. There are two standards to determine the deductibility of convention costs:

VI. Referral Standard: the taxpayer claims deductibility for activities that generate business (future clients, business connections, etc).

VI. Agenda Standard: focuses on the relationship of the agenda for the seminar or conference to the taxpayer’s trade or business, both as to subject matter and time allotted to actual business.  

VI. IRS uses this standard!
VI. Even if a convention expense qualifies for a deduction, travel expenses should still be tested separately under the primarily related test (Reg. 1.162-2(b)(2)).  

VI. The convention regulation qualifies as deductions only expenses for meals, lodging, registration, and materials–expenses that can be characterized as education expenses under Reg. 1.162-5.  

VI. With regard to meal deductions, the limitations of §274(k) and (n) must be met.  

VI. In the international context, stricter rules for deductibility are established under §274(h).

VI. There are two methods for reporting reimbursement for business expenses:

VI. The taxpayer is required to include in gross income the full amount of the reimbursement but is then permitted to offset this income by deducting expenses, only if the activity was deductible under §162.  

VI. By contrast, Reg. 1.162-17 provides for netting reimbursement and authorized expenses together.  

VI. It appears that a taxpayer can choose between either method for reporting such business expenses.  But the pitfall in this area is that the reimbursement may be offset or netted only to the extent that the reimbursed expense is deductible under §162.

VI. §274(m)(2): disallows any deduction for travel as a form of education.  

VI. The rule applies when a travel deduction would otherwise be allowable only on the ground that the travel itself serves educational purposes (for example, a teacher of French travels to France in order to maintain general familiarity with the French language and culture).

VI. This disallowance rule does NOT apply when a deduction is claimed with respect to travel that is a necessary adjunct to engaging in an activity that gives rise to a business deduction relating to education (for example, a scholar of French literature travels to Paris in order to do specific library research that cannot be done elsewhere, or to take classes that are only offered there–in circumstances such that the non-travel research or course costs are deductible).

VI. Minimum Education Requirements:
VI. Reg. 1.162-5(b) does not allow a deduction for educational expenses that enable the taxpayer to meet the “minimum educational requirements for qualification” in a trade or business.

VI. Sharon v. Commissioner: Taxpayer was a lawyer who claimed that his costs of his college education, legal education, bar review courses, bar exam fees, and court-admittance fees should be deductible as business expenses or that he should be permitted to amortize them as costs of obtaining a capital asset–his license to practice law.  HELD: His education and bar review course expenses fulfilled minimum educational requirements and thus were not deductible nor amortizable.  However, the court did allow the amortization of the taxpayer’s bar and court-admittance fees, agreeing that his license to practice law was a capital asset.

VI. Wassenaar v. Commissioner: Taxpayer enrolled in the masters program at NYU directly from law school.  Taxpayer wanted to deduct as an ordinary and necessary expense incurred in his trade or business, the expense for tuition, books, meals, lodging, etc. paid by him while he obtained a masters degree.  HELD: The court observed that there was an uninterrupted continuity in his legal education between law school and his masters program.  Although the work he performed before his graduation for law school and NYU was admittedly of a legal nature, such work did not constitute the practice of law–before his admission to the bar, he was not authorized to practice as an attorney.  His expenses at NYU while obtaining a masters degree in taxation were not incident to his trade or business of practicing law, and thus he was not maintaining or improving the skills of that profession under Reg. 1.162-5(a)(1).  Furthermore, taxpayer’s attendance at NYU was part of his “program of study” of becoming a lawyer, a trade or business in which he was not previously engaged before his attendance there.   His expenses are nondeductible personal expenses.  

VI. New Trade or Business Limitation:
VI. Reg. 1.162-5(b)(3)(i): prohibits deductions of “expenditures made by an individual for education which would lead to qualifying him in a new trade or business.”

VI. Courts find a narrow ground on which to based the decision to disallow a deduction, particularly in light of the Regs that seem to postulate a change in profession or field of business as the criterion for denying a deduction.  

VI. Sharon v. Comissioner: See above.  B/c the court found that completion of law school enabled the taxpayer to perform substantially different legal tasks than he was previously able to perform, the travel and educational expenses incurred by the taxpayer in obtaining a law degree were held to be nondeductible.  The court rejected the taxpayer’s argument that the additional legal education served only to improve his skills as a practicing attorney.

VI. Vetrick v. Commissioner: Taxpayer was an attorney who was qualified to practice only in federal courts.  B/c the court found that completion of law school enabled the taxpayer to perform substantially different legal tasks than he was previously able to perform, the travel and educational expenses incurred in obtaining a law degree were held to be nondeductible.  The court rejected the taxpayer’s argument that the additional legal education served only to improve his skills as a practicing attorney.  

VI. Contrast with the extremely liberal treatment afforded the taxpayer in Toner v. Commissioner: The court allowed a deduction for the cost of obtaining a bachelor’s degree when the taxpayer’s job required only a high school diploma.  The liberal treatment of the teaching profession encourages further education for teachers and discourages such attempts at self-improvement for attorneys and other professionals.

VI. Depreciation and Cost Recovery:
VI. Taxpayers can recover capital invested in certain assets that have a finite physical or technological life.  

VI. The depreciation provisions, §167 and §168, allow a deduction over a period of time for the costs of most business-related capital expenditures.  

VI. Expenditures for tangible or intangible property that will be used for more than one year and incurred in producing income are classified as capital expenditures.  

VI. Examples of capital expenditures include the acquisition of a typewriter, delivery van, or office furnishings.

VI. The Concept of Depreciation:
VI. Both §167 and §162 permit deductions in an attempt to reflect the costs that a business incurs in producing income, thereby insuring that net income rather than gross income is taxed.

VI. In tax accounting, the expense must match the income.  The only way to match a capital expenditure properly to the annual income it generates is to capitalize and amortize the cost of the asset over its useful life.  

VI. This means that the entire cost of a capital expenditure is not expensed or deducted in the year in which it is incurred.  Instead, a portion of the cost is matched with a particular accounting period and then expensed as a depreciation deduction.  

VI. Depreciation deductions are taken over the property’s useful life–the years in which the property is expected to be used in the business.  

VI. Thus, the useful life of the asset must be finite or ascertainable.  

VI. Consequently, assets such as land, which have an infinite useful life, are not depreciable.

VI. In addition to matching income and expenses, depreciation deductions also help taxpayers replace wasting assets by reducing taxable business income. 

VI. If taxable income is reduced, the taxpayer reduces tax liability and retains more income that can be used to purchase a new asset when the old one wears out or becomes obsolete.

VI. It may be possible, however, to recoup the total cost of the asset in depreciation deductions, thereby leaving the asset with a zero basis even though the asset retains a positive fair market value..  This phenomenon occurs b/c the depreciation costs allocated to various accounting periods usually do not track declines or fluctuations in the value of an asset.  

VI. The depreciation process is designed to allocate the cost of an asset, not to reflect its decline in value.

VI. The Mechanics of §167: 

VI. The SC in United States v. Ludey defined depreciation:  

VI. The amount of the allowance for depreciation is the sum which should be set aside for the taxable year, in order that, at the end of the asset’s useful life in the business, the aggregate of the sums set aside will (with the salvage value) suffice to provide an amount equal to the original cost.  

VI. The theory behind this allowance for depreciation is that by using up the asset, a gradual sale is made of it.  The depreciation charged is the measure of the cost of the part which has been sold.  When the asset is disposed of after years of use, the thing then sold is not the whole thing originally acquired.  The amount of the depreciation must be deducted from the original cost of the whole in order to determine the cost of that disposed of in the final sale of properties.

VI. The percentage of an asset’s cost allocable to a particular year can be determined by several methods.  

VI. The method chosen depends in part on whether cost is being allocated for financial accounting purposes or for tax purposes.  

VI. The differences in methods of cost allocation arise b/c accountants and legislators have different objectives in providing for depreciation:

VI. Accountants allocate the cost of the asset so that the financial records of a business accurately state its financial condition.

VI. Legislators, in structuring tax laws, provided depreciation deductions to accomplish two objectives:

VI. to give the taxpayer a deduction for the reasonable business-related costs denied a current deduction by the §263 and §263A capital expenditure limitation, and

VI. to implement a national economic policy that encourages capital investment and adjusts tax revenues accordingly.

VI. The Accelerated Cost Recovery System:
VI. Permits taxpayers to depreciate assets at a more rapid rate.

VI. §168(b)(4) and §168(c): eliminates two controversies that existed under §167 (the determination of useful life and salvage value) by providing statutory periods over which allowable deductions may be taken.  

VI. Tax Reform Act of 1986 – Cost Recovery & Depreciation:
VI. Accelerated Depreciation:
VI. Eligible personal property and certain real property are assigned among a three-year, five-year, seven-year, ten-year, fifteen-year, or a twenty-year class.

VI. The depreciation method applicable to property included in the three-year, five-year, seven-year, and ten-year classes is the double declining balance method, switching to the straight-line method at a time to maximize the depreciation allowance. 

VI. For property in the fifteen-year and twenty-year classes, you apply the 150% declining balance method, switching to the straight-line method at a time to maximize the depreciation allowance.

VI. The cost of §1250 real property is generally recovered over 27.5 years for residential rental property and 39 years for nonresidential property, using the straight-line method.

VI. The Treasury Department has the authority to adjust class lives of most assets (other than residential rental property and nonresidential real property) based on actual experience.

VI. Any class life prescribed must reflect the anticipated useful life and the anticipated decline in value over time, of an asset to the industry or other group.  

VI. Useful life means the economic life span of property over all users combined and not, as under prior law, the typical period over which a taxpayer holds the property.

VI. Accounting Conventions:
VI. All property placed in service or disposed of during a taxable year is treated as placed in service or disposed of at the midpoint of such year.  

VI. In the case of a taxable year less than 12 months, property is treated as being in service for half the number of months in such taxable year.

VI. Expensing:
VI. The amount eligible to be expensed is limited to the taxable income derived from any trade or business.

VI. The difference between expensing and ACRS deductions is recaptured if property is converted to nonbusiness use at any time before the end of the property’s recovery period.

VI. Married individuals filing separate returns are treated as one taxpayer for purposes of determining the amount which may be expensed and the total amount of investment in tangible personal property.

VI. NOTE: Once the taxpayer determines that property is subject to §168, the provisions are mandatory unless straight-line depreciation is elected under §168(b)(5).   

VI. Simon v. Commissioner: The issue was whether professional musicians could take a depreciation deductions for wear and tear on antique violin bows under the ACRS although the taxpayers could not demonstrate that the bows had a “determinable useful life.”  HELD:  Congress simplified the depreciation rules by eliminating the need for useful life and salvage value, which are inherently uncertain.  For purposes of the “recovery property” provisions of §168, “property subject to allowance for depreciation” means property that is subject to exhaustion, wear and tear, or obsolescence.  Allowed the depreciation.

VI. Mixed-Use Assets – §280F:
VI. A mixed-use asset issue arises when an asset, such as a car or computer, is purchased and used for both business and personal uses.

VI. Generally, the rules apply to cars and other means of transportation (plane), to computers, and to property used for entertainment, as well as to any other types of property specified in the regulations.  

VI. Mixed-use property must be predominantly used in a qualified business to be entitled to accelerated depreciation–that is, its business use percentage must be more than 50%.  If the business use in the first year is not more than 50%, it must be depreciated under the straight-line method of §168(g).  

VI. If the business use subsequently falls to 50% or below, depreciation taken in earlier years in excess of that allowable for those years under a specified straight-line method is to be recaptured.

VI. Joint Committee on Taxation–General Explanation on the Tax Reform Act of 1984:
VI. Congress believed that luxury vehicles should not qualify for accelerated depreciation b/c such expenditures do not add significantly to the productivity which these incentives were designed to encourage.

VI. Limitation on Depreciation for Luxury Cars:
VI. The maximum allowance for depreciation that can be claimed with respect to any passenger car is $2560 in the year the car is placed into service by the taxpayer, and $4100 for the second year, $2450 for the third year, and $1475 for each succeeding year.  

VI. These limitations are applied after the depreciation, and election to expense are computed (§179), but before reduction of the depreciation to reflect the portion of the car ‘s use that is personal use.

VI. The limits for any year are reduced by the proportion of total use in that year that is personal use.  

VI. If the limitation imposed on depreciation results in unrecovered basis existing after otherwise applicable recovery period, then that basis may be recovered through an allowance for depreciation in subsequent years equal to the lessor of the unrecovered basis or $1475 if the use of the car in those years is such that a deduction for depreciation is otherwise allowable.  

VI. The deduction allowed under this rule is treated as a recovery deduction allowed under §168 for purposes of the income tax.

VI. The unrecovered basis of a car is the excess of the car’s adjusted basis over the amount of recovery deductions that would have been allowed during the recovery period if 100% of the car’s use had been in trade or business or for the production of income.

VI. Personal Use of Cars and other Property:
VI. The expensing election is not available and depreciation must be computed under the straight-line method using a specified life longer than the ACRS recovery period if use for personal purposes or the production of income constitutes 50% or more of the property’s use.

VI. Listed Property: Defined as (1) any passenger car, (2) any other property used as a means of transportation, (3) any property of a type generally used for entertainment purposes, recreation, or amusement, (4) any computers or peripheral equipment, and (5) any other property of a type listed in the regulations.

VI. Listed property does NOT apply to any computer exclusively located at a regular business establishment (including a qualifying home office) of the employer and owned by or leased by the employer.

VI. Qualified Business Use: The accelerated percentages and shortened lives of ACRS, and the expensing election are not available with respect to listed property unless the “qualified business use” of the listed property during the taxable year exceeds 50% of the total use of the property.  

VI. If a qualified business use for an item of listed property does not exceed 50% of total use for the current year or any prior year, cost recovery for the portion of the use for which depreciation deductions are allowed must be computed on a straight-line basis (using a half-year convention and without regard to salvage value) under §168(g).

VI. A reduction in the qualified business use portion from above 50% to 50% or below in any year triggers recapture of excess depreciation.

VI. Allowable Portion of Depreciation Deductions: The qualified business use percentage is used only to determine eligibility for the method of depreciation that may be used (i.e., either the accelerated percentages or shortened lives of ACRS or the straight-line method).  

VI. The qualified business use percentage is not used to determine the amount of depreciation that can be claimed after the method of depreciation has been determined.

VI. Commuting is not use in a trade or business or for the production of income, regardless of whether work is performed during the trip.

VI. A business meeting held in a car while the taxpayer is commuting to work is not use in a trade or business or for the production of income.

VI. Entertainment, Amusement, and Recreation Facilities: A taxpayer is generally entitled to no depreciation deduction with respect to an entertainment, recreation, or amusement facility.  If however, the taxpayer is otherwise permitted to take a depreciation deduction with respect to one of these facilities (such as a gum or a hunting lodge), then the taxpayer is subject to the restrictions of this provision.

VI. Employee Deductions for Listed Property: If an employee owns or leases listed property which is used in connection with his employment, no depreciation deductions, or deductions with respect to lease payments are available under the Act with respect to such use unless the use of the property is required for the convenience of the employer and as a condition to employment.

VI. Amortization of Intangible Assets:
VI. The cost of an intangible asset may be amortized over its useful life.  Reg. 1.167(a)-3.

VI. §197: permits amortization of many intangible assets including goodwill over a statutorily stipulated fifteen-year useful life.  

VI. §197 is not applicable to self-created assets.

VI. Revenue Reconciliation Act of 1993 – Treatment of Intangibles:
VI. The bill requires the cost of most acquired intangible assets, including goodwill and going concern value, to be amortized ratably over a fifteen-year period.  

VI. It is recognized that the useful lives of certain acquired intangible assets to which the bill applies may be shorter than 15 years, while the useful lives of other acquired intangible assets to which the bill applies may be longer than 15 years.

VI. Explanation of Provision:
VI. The amount of the deduction is determined by amortizing the adjusted basis (for purpose of determining gain) of the intangible ratably over a fifteen-year period that begins with the month that the intangible property is acquired.

VI. In general, the bill applies to a §197 intangible acquired by a taxpayer regardless of whether it is acquired as part of a trade or business.

VI. The bill generally does not apply to a §197 intangible that is created by the taxpayer if the intangible is not created in connection with a transaction (or series of related transactions) that involves the acquisition of a trade or business or a substantial portion thereof.

VI. Definition of §197 Intangible:
VI. The term “§197 intangible” is defined as any property that is included in any one or more of the following categories:

VI. goodwill and going concern value

VI. certain specified types of intangible property that generally relate to workforce, information base, know-how, customers, supplies, or other similar items

VI.  any license, permit, or other right granted by a governmental unit or an agency of instrumentality thereof

VI. any covenant not to compete (or other arrangement to the extent that the arrangement has substantially the same affect as a covenant not to compete) entered into in connection with the direct or indirect acquisition of an interest in a trade or business 

VI. any franchise, trademark, or trade name.

VI. The term “§197 intangible” does NOT include:

VI. any interest in a corporation, partnership, trust, or estate

VI. any interest under an existing futures contract, foreign currency contract, notional principal contract, interest rate swap, or other similar financial contract.

VI. any interest in land

VI. certain computer software

VI. certain interests in films, sound recordings, video tapes, books, or other similar property

VI. certain rights to receive tangible property or services

VI. certain interests in patents or copyrights

VI. any interest under an existing lease of tangible property

VI. any interest under an existing indebtedness (except for the deposit base and similar items of a financial institution)

VI. a franchise to engage in any professional sport, and any item acquired in connection with such a franchise, and

VI. certain transaction costs.

VI. Limitations on Business Expenses:
VI. Business Use of Personal Residence – Home Offices:
VI. The Code limits the ability of taxpayers to deduct expenses incurred for mixed business and personal purposes.  

VI. Thus, the deductibility of travel expenses is circumscribed if the purpose of the trip is both business and personal.  

VI. The deductibility of expenses incurred in connection with assets that are used for both business and personal purposes was substantially curtailed by the Tax Reform Act of 1984.  

VI. Even more stringent limitations restrict the deduction of expenses arising from the business use of one’s personal residence or vacation home.

VI. §280A disallows deductions by individuals with respect to the business use of a personal residence. 

VI. Four exceptions to the general disallowance rule of §280A permit deduction of business expenses incurred for certain home offices, inventory storage, rental, and day care.

VI. §280A(a), the general rule governing business use of a home, states that “except as otherwise provided in this section no deduction otherwise allowable under this chapter shall be allowed with respect to the use of a dwelling unit which is used by the taxpayer during the taxpayer year as a residence.”  

VI. Thus, this section does not create any deductions that are allowable under other code sections.  

VI. §280A serves only to limit §162 trade or business expense deductions that are incurred in connection with a dwelling unit used by the taxpayer as a personal residence.

VI. To qualify for home office deductions, the taxpayer must satisfy two tests.  

VI. The taxpayer must use the office exclusively for business purposes on a regular basis.

VI. The office must be either the principal place of the taxpayer’s business (§280A(c)(1)(A) or a place of business where the taxpayer meets patients, clients, or customers in the normal course of business (§280A(c)(1)(B)).

VI. General Explanation of Tax Legislation Enacted in 1997 – Home Office Deduction: 

VI. §280A(c)(1) provides that business deductions are generally allowed only with respect to a portion of the home that is used exclusively and regularly in one of the following ways:

VI. as the principal place of business for a trade or business

VI. as a place of business used to meet with patients, clients, or customers in the normal course of the taxpayer’s trade or business

VI. in connection with the taxpayer’s trade or business, if the portion so used constitutes a separate structure not attached to the dwelling unit.  

VI. In the case of an employee, the Code further requires that the business use of the home must be for the convenience of the employer (§280A(c)(1)).

VI. §280A(c)(2) contains a special rule that allows a home office deduction for business expenses related to a space within a home that is used on a regular (if not exclusive) basis as a storage unit for the inventory or product samples of the taxpayer’s trade or business of selling products at retail or wholesale, but only if the home is the sole fixed location of such trade or business.

VI. Home office deductions may not be claimed if they create (or increase) a net loss from a business activity, although such deductions may be carried over to a subsequent taxable year. §280A(c)(5).

VI. §280A is amended to specifically provide that a home office qualifies as a “principal place of business” if:

VI. the office is used by the taxpayer to conduct administrative or management activities of a trade or business, and

VI. there is no other fixed location of the trade or business where the taxpayer conducts a substantial administrative or management activities for the trade or business.

VI. Deductions will be allowed for a home office meeting the above two-part test only if the office is exclusively used on a regular basis as a place of business by the taxpayer and, in the case of an employee, only if such exclusive use is for the convenience of the employer.

VI. If a taxpayer conducts some administrative or management activities at a fixed location of the business outside the home, the taxpayer is still eligible to claim a deduction so long as the administrative or management activities conducted at any fixed location of the business outside the home are not substantial (the taxpayer occasionally does minimal paperwork at another fixed location of the business).  

VI. A taxpayer’s eligibility to claim a home office deduction under the provision will not be affected by the fact that the taxpayer conducts a substantial non-administrative or non-management business activities at a fixed location of the business outside the home (meeting with, or providing services to, customers, clients, or patients at a fixed location of the business away from home).

VI. If a taxpayer in fact does not perform substantial administrative or management activities at any fixed location of the business away from home, then the second part of the test will be satisfied, regardless of whether or not the taxpayer opted not to use an office away from home that was available for the conduct of such activities.

VI. In the case of an employee, the issue of whether the employee chose not to use suitable space made available by the employer for administrative activities is relevant to determining whether the present-law “convenience of the employer” test is satisfied.

VI. In cases where the taxpayer’s use of a home office does not satisfy the provisions’s two-part test, the taxpayer nonetheless may be able to claim a home office deduction under the “principal place of business” exception or any other provision of §280A.

VII. CAPITAL GAINS AND LOSSES:
VII. Introduction:
VII. Background:
VII. Historically, taxpayers wanted gains to be classified as capital gains rather than ordinary income b/c capital gains receive preferential tax treatment.  But taxpayers prefer losses to be characterized as ordinary losses in order to avoid the statutory limitations on capital loss deductions.

VII. Burnet v. Harmel: The SC cited two policies justifying the preferential tax treatment afforded capital gains: “to relieve the taxpayer from the excessive tax burdens on gains resulting from a conversion of capital investments, and to remove the deterrent effect of those burdens on such conversions–that is, realization.”  The first policy is known as the bunching problem, and the second policy is referred to as the lock-in effect.
VII. The bunching problem arises when gain that has accrued over several years, whether due to isolated appreciation or general inflation, is taxed in the year of disposition.  

VII. As a result, the accrued income, when recognized in a single transaction, may push the taxpayer into a higher tax bracket–a potentially inequitable result b/c the gain may have risen over the life of the property.

VII. The lock-in effect is attributable to the principle that annual appreciation in the value of property is taxed only if an when a realization event occurs.  Thus, it is argued, investors are locked in to profitable investments, and the mobility of capital is thereby impaired.  The investor may not be willing to dispose of the original investment and lose part of the equity as a tax liability unless new investment offers a potentially greater return than the l asset after taking the tax liability into account.

VII. In the 1986 Tax Reform Act, Congress significantly reduced income tax rates for individuals and therefore no longer deemed it necessary to provide a reduced tax rate for capital gains.  

VII. In addition, it was recognized that eliminating the requirement that the taxpayer hold capital assets for an extended period of time to obtain a favorable tax treatment would encourage investment in freely traded assets (such as stocks).  

VII. As a result, the 60% net capital gain deduction of §1202 for individuals was repealed, but at the same time the act limited the highest tax rate imposed on net capital gains to 20%.  Thus a premium is placed on deriving capital gain rather than ordinary income.  

VII. Overview of Capital Gain and Loss Analysis:
VII. A three step process assists in determining the nature of property gains and losses under the present taxing structure and helps organize the myriad rules involved.  

VII. The first step is characterization, which employs three important statutory concepts:

VII. the definition of a capital asset

VII. the sale or exchange requirement

VII. the taxpayer’s holding period in the capital asset that is sold or exchanged

VII. The second step is re-characterization, which considers several specific statutory exceptions that serve to prevent unduly favorable tax treatment resulting from the application of the general capital gain rules

VII. The third step is netting. §1222 require the netting of capital gains and losses, which may lead to the unfavorable limitation rules reserved for capital losses (§1211).

VII. The role of §1211 capital loss limitations is to all or disallow deductions from gross income.  The deduction for capital losses is an AGI deduction under §62(a)(3).

VII. Mechanics of Capital Gains and Loss:
VII. Statutory Overview:
VII. The amount of capital gains and losses must be computed and compared.  This process is called netting.  

VII. The rules found in §1222, the primary definitional section for capital gains and losses, dictate which gains and losses are to be netted together in determining if, and to what extent, there is either a net capital gain or capital loss.  

VII. These netting processes may produce:

VII. a net capital gain

VII. a net capital loss that is deductible subject to limitations prescribed by §1211(b)

VII. a net capital loss that is not currently deductible as a result of the §1211(b) limitations but may be carried forward by §1212 to later years.

VII. §1211, §1212(b), and §1222 do not independently include capital gains in gross income, nor do they deduct a portion of net capital losses from gross income.  Other code provisions control these determinations.

VII. §61(a)(3) includes in gross income all gains recognized from dealings in property, regardless of whether they are capital, short or long-term, as ordinary.  

VII. §62(a)(3) authorizes a deduction from gross income for losses from the sale or exchange of property, cross-references to §165, which adds requirements to capital loss deductibility not present for capital gain inclusion.  

VII. Gains require realization and recognition before characterization; losses, in addition to these two conditions, require allowability under §165(c).

VII. §165(c) allows losses for “individuals” only if they arise in a trade or business, a production of income activity, or from casualty loss.

VII. As a result, losses from the sale of personal use property, such as principal residence or car, are nondeductible capital losses.  

VII. After the allowance of the loss has been established under §165(c), §165(f) applies and refers to §1211 and §1212, which govern, by limitation, the amount and method for computing a capital loss deduction.

VII. Thus, although §165(c) and (f) perform different functions, both subsections’ requirements must be met before an AGI deduction for capital losses is allowed under §62(a)(3).  

VII. Definitions and Netting Rules:
VII. §1222(1)-(4) defines capital gains and losses as either short-term or long-term.  

VII. A short-term asset is a capital asset held for one year or less.

VII. Short-term capital gain or loss is gain or loss recognized on the sale or exchange of a capital asset held for one year or less.

VII. A long-term capital asset is one that is held for more than one year.

VII. Long-term capital gain or loss is gain or loss recognized on the sale or exchange of a capital asset held for more than one year.

VII. §1222(5)-(11) provide the bulk of the netting rules.  

VII. Net short-term capital gain or loss, and net long-term capital gain or loss are aggregate amounts derived from comparing gains and losses from all transactions in one particular holding period.

VII. Capital Loss Deduction:
VII. §1211(b) provides the rules for determining the maximum capital loss deduction in a particular taxable year.  

VII. In considering the §1211(b)(1) limitation, you should divide its application into two parts.

VII. First, all capital losses can be deducted to the extent of all capital gains.  

VII. For example, capital losses for the taxable year are $8000 and capital gains are $10,000.  The §1211(b) deduction is $8000 regardless of the long or short-term composition of the $8000 losses or the $10,000 gains.  

VII. In such a case, since all capital losses are deductible, no further computation would be necessary under §1211(b).  

VII. If however, capital losses in the above example total $15,000, then $10,000 of the capital losses would be deductible under the first part of the §1211(b)(1) limitation, with the remaining $5000 of capital losses subject to the limitation rules under the second part of §1211(b)(1).

VII. The second part of §1211(b)(1) (the clause following the word “plus”) applies only to the portion of capital losses that exceed the total amount of capital gains.  The applicable limitation (the amount deductible) is the smaller of (1) $3000 or (2) the excess of capital losses over capital gains.

VII. When capital losses exceed the amount currently deductible under §1211(b)(1), §1212(b) applies to carry forward the excess net capital loss to the subsequent taxable years, where it retains its character as a short or long-term loss.

VII. Carryover of Capital Losses:
VII. §1212(b) permits excess capital losses to be carried forward to subsequent taxable years.

VII. Losses carried forward retain their original character as either long-term or short-term and are treated as though they were sustained in the year to which they are carried.  

VII. Thus, a net long-term capital loss carryover first reduces long-term capital gain recognized in the carryover year, then reduces net short-term capital gain, with the unused portion reducing ordinary income up to the $3000 limitation.

VII. In the carryover year, a short-term loss carries forward from a prior year continue to be applied against the $3000 ordinary income limit first.  If the deduction limit against ordinary income has not been reached after offsetting by the net short-term losses, the long-term losses are then applied against the limit.  

VII. Capital Gain Exclusion:
VII. In an attempt to stimulate the economy and encourage investment in small business, congress reenacted a more limited version of §1202 providing for the exclusion of 50% of the gain from the disposition of certain small business stock.  

VII. Although technically a statutory exclusion, similar to the preferential treatment afforded net capital gain, §1202 provides preferential treatment for long-term capital investments.

VII. But unlike the general preference afforded net capital gain which applies to all long-term capital gain, the §1202 exclusion applies only to gain recognized on the disposition of a limited and specific category of capital assets, (i.e., “qualified small business stock.”).

VII. §1202 permits investors who acquire a qualified small business stock from the issuer and hold that stock for at least five years to exclude 50% of the gain on its sale or exchange.

VII. A qualified small business is a C corporation engaged in certain specified trades or businesses and having less than $50 mil of aggregate capitalization.  

VII. The stock may be obtained in exchange for money, property (not including stock), or as compensation for services provided to the small business.

VII. The portion of gain excluded from gross income by §1202 is not taken into account in computing long-term capital gain or in applying §1211 and §1212 capital loss rules.  

VII. However, the remainder of the gain will be taken into account for such purposes and thus may qualify under §1(h) for a maximum tax rate of 20%.

VII. Definition of Capital Asset:
VII. Statutory Analysis:
VII.  §1221 defines capital asset as “property held by the taxpayer (whether or not connected with his trade or business),” except for items described in §1221(1)-(5).  Thus, the capital asset definition includes all property with the exception of five types.

VII. The first two exceptions to §1221 list property generally found in a business.  

VII. §1221 excludes from the definition of capital assets:

VII. stock in trade

VII. inventory

VII. property held primarily for sale to customers in the ordinary course of a trade or business.

VII. §1222 excludes real or depreciable property used in a trade or business.  Although §1222(2) disqualifies property used in a trade or business from capital treatment, §1231(b) may qualify such property for preferential tax treatment.

VII. The third exception, §1221(3), excludes certain property created by the holder’s personal efforts, such as copyrights, music, paintings, and so forth.

VII. Treating the type of property listed in §1221(3) as noncapital in the hands of its creator is consistent with taxing wages and salaries as ordinary income–gains from personal effort or services are generally taxed as ordinary income, whereas gains from capital appreciation are not.

VII. Patents, however, unlike copyrights and many artworks, may entail a capital investment.  And patented property arguably contributes to the strength or welfare of the nation in a more tangible way than literature, music, or art.  Thus, congress has granted capital asset status to certain patent rights under §1235(a).

VII. The fourth exception from the definition of capital assets closes a loophole otherwise available on the sale of §1221(1) property (or the rendition of taxpayer’s services) in exchange for notes or accounts receivable instead of cash.

VII. To prevent circumvention of the purpose and intent of §1221, §1221(4) classifies notes and accounts receivable received for services rendered or for the sale of §1221(1) property as noncapital assets.  

VII. The §1221(4) exclusion, therefore, prevents conversion or ordinary income into capital gains.

VII. The fifth exception is for federal publications acquired for less than their fair market value.

VII. Property Held Primarily for Sale:
VII. Three categories of business assets are listed in §1221(1):

VII. inventory

VII. stock in trade

VII. property held primarily for sale

VII. Property is excluded from capital asset treatment if it is:

VII. held primarily for sale

VII. Reasoned that if taxpayers are classified as holding property primarily for sale rather than investment, they may be presumed to be selling the property in the ordinary course of business.

VII. to customers

VII. distinguishes stock investors (regardless of how active) from professional securities dealers and brokers.  Thus, securities investors are not regarded as having customers, and their losses and gains are generally capital.

VII. in the ordinary course of a trade or business

VII. requires an analysis of the words “trade or business” as well as their impact on a taxpayer’s classification as an investor or dealer.  For instance, if property is held primarily for sale, but not in a trade or business, the asset should not be excluded by §1221(1).  On the other hand, even when property is not held primarily for sale, if it is used in a trade or business, the asset is excluded from the definition of a capital asset by §1221(2).

VII. In determining whether sales or exchanges are in the ordinary course of business, the resolution turns on whether the sale or exchange was a routine transaction in the course of the taxpayer’s everyday affairs of business.

VII. United States v. Winthrop: Taxpayer inherited land lots over time and began developing subdivisions.  He did not advertize nor hire a broker, but he did obtain his real estate license, and customers came to his home.  The issue was whether the land should have capital gains treatment.  HELD: (1) was the property held primarily for sale?  Yes.  The taxpayer had every intention of selling and developing the lots of land.  (2) Did the activity constitute a trade or business?  Yes.  This was a planned program of subdividing and selling the land–it constituted the taxpayer’s principal activity and produced over ½ of his income.  He devoted a substantial amount of time, skill, and financial resources to developing and selling the property.  While solicitation and advertising are usual components of business, they are not a necessary element to selling.  (3) Were the sales ordinary in the course of business?  Yes.  Taxpayer began selling shortly after he acquired the lots and he never used the land for any other purpose.  The sales were not only ordinary, but the sole object of his business.

VII. * Court listed factors in that are relevant to determine if land is held primarily for sale to customers in the ordinary course of business:
VII. the nature and purpose of the acquisition of the property and the duration of the ownership

VII. the extent and nature of the taxpayer’s efforts to sell the property

VII. the number, extent, continuity, and substantiality of the sales

VII. the extent of subdividing, developing, and advertising to increase sales

VII. the use of a business office for the sale of the property

VII. the character and degree of supervision or control exercised by the taxpayer over any representative selling the property

VII. the time and effort the taxpayer habitually devoted to the sales.

VII. NOTE on Liquidation of Investment Doctrine:
VII. Capital treatment may result even if property is being held primarily for sale, if sales are not in the ordinary course of business but rather in the liquidation of a former investment.

VII. In a liquidation, the investor’s primary motive for selling may be a desire to terminate the business or investment for nonprofit-related reasons, such as an illness, or simply a desire to go into a different business.

VII. The liquidation presupposes that the taxpayer was initially holding the property for investment purposes but that subsequent events caused the abandonment of the investment.

VII. In the liquidation setting, capital treatment is preserved as long as the evidence indicates that disposing of the property, not making money from a new type of business was the primary purpose of the sales.

VII. Suburban Realty Co. v. United States: Issue:  when profits arise from the ordinary operation of business on one hand but are also the realization of appreciation in value over a substantial period of time on the other, are those profits treated as ordinary income or capital gain?  Basically, the taxpayer engaged in frequent and substantial sales over a period of years, but undertook no development activity with respect to parts of a parcel of land, and engaged in no solicitation or advertising or brokerage activities; under what circumstances is income derived from sales of undeveloped parts of the parcel ordinary income?

VII. Applying the Test:  

VII. Was Suburban in the real estate business, and thus in a “trade or business?”

VII. There was sufficient amount of activity to constitute trade or business.  Sales were substantial and continuous.  It doesn’t matter that there was no advertising nor solicitation.  Those help but their absence isn’t conclusive.

VII. Taxpayer claims he never purchased any additional real estate to replenish the acreage sold.  The presence of such purchases demonstrates a trade or business but their absence is not conclusive.

VII. Taxpayer points to investment program, but the presence of other activities does not prevent real estate activities from being considered a business.

VII. What was Suburban’s primary purpose for holding the property?

VII. The holding purpose inquiry begins at the time the property is acquired. And even if property is acquired for investment, the purpose can change over time.

VII. Taxpayer claims lack of development activity on parts of land.  But lack of development activity does not necessarily separate those parts of land from the whole.

VII. Were the sales ordinary in the course of business?

VII. Taxpayer began selling as soon as he acquired the land he never used the land for any other purpose.

VII. HELD: When the ordinary business of a business is to make profits from appreciation in value caused by market forces, those profits are to be treated as ordinary income.  Capital gain treatment will be proper only if the gain emanates from appreciation in value.  Instances of gain emanating from appreciation being treated as ordinary income are not inconsistent with this proposition.  Just b/c laying low with and not developing–claiming liquidation–does not mean you are not in a trade or business to make a profit.

VII. Non-statutory Analysis:
VII. Corn Products: Taxpayer manufactured products made of corn and a previous corn shortage prompted taxpayer to purchase “corn futures” in case of another shortage.  Manufacturer claims the futures’ gain/loss is a capital asset.  HELD: the purchase and sale of corn futures constituted an integral part of the taxpayer’s business and, therefore, the gain was ordinary, not capital.  In essence, the court held that the definition of a capital asset should be narrowly applied and exclusions from capital asset status should be broadly interpreted.  

VII. Courts began applying this rule too broadly, and the court limited this ruling in a subsequent case: Arkansas Best.
VII. Arkansas Best Corp. v. Commissioner: Issue of whether capital stock held by a company is a “capital asset” under §1221 regardless of whether the stock was purchased and held for a business purpose or for an investment purpose.  HELD: The court limits Corn Products to interpreting and involving an application of the inventory exception.  Hold that Corn Products is interpreted as standing for the narrow proposition that hedging transactions that are an integral part of the business’ inventory-purchase system fall within the inventory exclusion of §1221.    With regard to this case, a taxpayer’s motivation in purchasing an asset is irrelevant to the question whether the asset is “property held by a taxpayer (whether or not connected with his business)” and is thus within §1221's general definition of “capital asset.”  B/c the capital stock held by taxpayer falls within the broad definition of the term “capital asset” in §1221 and is outside the classes of property excluded from capital-asset status, the loss arising from the sale of the stock is a capital loss.

VII. Sale or Exchange Requirement:
VII. The “sale or exchange” requirement for capital gain or loss characterization is embodied in §1222.

VII. Similarly, §1001(a) requires a “sale or other disposition” before a gain or loss may be realized.  

VII. The proper time to impose an income tax is when property is converted into cash or when the taxpayer’s interest is sufficiently altered so that the investment is not merely continued in substantially similar property.  

VII. §1222 and §1001(a) have different functions:

VII. §1001(a) determines those circumstances in which gain or loss, whether ordinary or capital, must be computed (“sale or other disposition.”). 

VII. The sale or exchange language in §1222, on the other hand, establishes a requirement that must be satisfied before a realized gain or loss may be entitled to capital treatment.

VII. Not all transactions can be easily classified as a sale or exchange:

VII. Helvering v. William Flaccus Oak Leather Co: The SC held that insurance compensation received for the loss of a building destroyed by fire did not constitute a §1222 sale or exchange.  The words “sale” and “exchange” are not to be read any differently–neither term is appropriate to characterize the demolition of property and subsequent compensation for its loss by an insurance company.  Plainly that pair of events was not a sale.  No can it be regarded as an exchange, for “exchange” implies reciprocal transfers of capital assets, not a single transfer to compensate for the destruction of the transferee’s asset.  

VII. Holding Period:
VII. The third factor in characterizing gains is losses is the asset’s holding period.

VII. The holding period serves a different function than the capital asset and sale or exchange requirements.  

VII. The latter two requirements are essential to labeling an asset as capital or ordinary.

VII. The holding period is relevant only if the asset: 

VII. receives capital status under §1221.  

VII. does not attain capital asset status b/c of §1221(2).  

VII. In the first instance, the asset’s holding period determines whether the gain or loss is short term or long term; in the second, the holding period determines whether the asset qualifies as a §1231 asset.

VII. Computing the Holding Period:
VII. Generally the two relevant dates in computing an asset’s holding period are the date of acquisition and the date of disposition.  The day of acquisition is excluded from the calculation while the date of disposition is included.

VII. Thus, if a capital asset is purchased on Feb. 1 and sold on Feb. 1 of the next year, it cannot qualify for long-term treatment.  But if it is sold on Feb. 2, then it has been held for more than one year and is classified as long term.

VII. Crucial to ascertaining the holding period is the determination of when the sale or exchange was consummated.  

VII. For example, the mere execution of a contract to sell real estate on a specified date in the future is not a conveyance requiring the realization of gain or loss, even if a nominal payment was made, b/c a sale or exchange has not yet occurred.  Thus, realization of gain or loss occurs on the delivery of a deed or on the transfer, from a practical standpoint, of the benefits and burdens of ownership to the buyer, not by virtue of the execution of a sales contract.

VII. Tacked and Split Holding Periods:
VII. Tacking:
VII. Although the holding period requirements are inflexible, a taxpayer may nevertheless qualify for long-term treatment for an asset held for less than one year.

VII. A deemed holding period may be added (“tacked on”) to the taxpayer’s actual holding period of an asset.

VII. §1223 prescribes situations, most often where an “exchanged” (§1223(1)) or “transferred” (§1223(2)) basis applies to the property, in which either the taxpayer’s holding period in a prior asset or the prior owner’s holding period is tacked on to the taxpayer’s actual holding period of the newly acquired asset.  See §7701(a)(42)-(44).

VII. Exchanged basis refers to a basis determined by reference to the basis of property transferred (such as §1031 like-kind exchange), whereas transferred basis refers to property with a basis in a transferee’s hands that is determined by reference to the basis the transferor had in the property (such as §1015 gift basis).

VII. Sale or exchange of multiple assets:
VII. It is clear that when more than one asset is sold or exchanged in one transaction, the holding period for each asset must be determined.

VII. Improved real property actually has two holding periods–an improvement to a building may have a different holding period than the land on which it is constructed.  

VII. Therefore, if a building is constructed in May on land purchased in a prior year, and the building and land are sold for a gain on Dec. 31, any gain allocable to the land is long-term capital gain and any gain attributable to the building is short term.

VII. Sales of securities:
VII. Where securities of one company are bought on different dates, a first-in, first-out (FIFO) rule may apply to determine the length of the holding period.  

VII. Reg. 1.1223-1(i) and Reg. 1.1012-1(c)(1) apply a FIFO rule to determine the holding period and basis where the stock sold cannot be specifically identified.

VII. Citizen’s National Bank of Waco v. United States: The issue is whether for the purpose of determining the holding periods of several trusts, the taxpayer-trustee is entitled to tack the settlors’ holding periods to those of the trusts.  HELD: Since both the gift and the sale subsections of §1015 employ words which would permit tacking, and since neither subsection makes any distinction in this regard between a transferee who pays more than his grantor’s basis and one who does not, we think that such a distinction in the regulation pertaining to a part gift part sale transaction is unreasonable and inconsistent with the statute.  The court held that the trustee was entitled to tack the settlors’ holding periods to that of the trusts and that to the extent Reg. §1.1015-4 would prevent such it is invalid.  But the decision is limited to the effect of the regulation on §1223 tacking rights.

VII. §1231 – Property used in a Trade or Business:
VII. Definition and Mechanics:
VII. The initial inquiry in the characterization phase concerns whether the property falls within the §1221 definition of capital asset.  

VII. §1221(2) excludes real or depreciable property used in a trade or business from the definition of a capital asset.  

VII. However, the characterization of property meeting the §1221(2) disqualification is not complete until the effect of §1231 has been assessed.  

VII. §1231(b) modifies §1221(2) by permitting capital treatment on the disposition of certain §1221(2) property.

VII. §1231 can also apply to other capital assets and affect the character of their gain or loss.

VII. To some extent, §1231 provides the best of both worlds: It may provide long-term capital treatment for gains or ordinary treatment for losses.

VII. This favorable treatment results from the two-tier consolidation, or netting, of recognized gains and losses from the sale of §1231 property.  

VII. In general, if the netting process results in gains exceeding losses, each item of gain or loss is treated as though derived from the sale or exchange of a long-term capital asset.  If, however, losses exceed gains, each gain or loss item is treated as ordinary income and loss.  

VII. Consequently, long-term capital gain benefits are generally available when there is a net gain, and ordinary loss benefits are available when there is a net loss.

VII. §1231 netting determines only the characterization of each time of §1231 property as either ordinary or capital; the net figure derived by §1231 netting has no independent significance with regard to the amount included in gross income.  

VII. §1231 involves a series of interrelationships between three basic concepts:

VII. §1231 property

VII. §1231 events

VII. the two-tier netting process

VII. The categories of gains and losses subject to §1231 netting are:
VII. any recognized gain or loss from the sale or exchange of property used in trade or business (§1231(b) property)

VII. §1231(b) defines property used in a trade or business. §1231(b) assets are strictly limited to property, used in a trade or business and held for more than one year, that is not inventory or property held primarily for sale to customers.  Thus, real property and depreciable property used in a trade or business may receive the benefits of long-term capital treatment even though they are not capital assets.

VII. any recognized gain or loss from the compulsory or involuntary conversion of property used in trade or business or of any capital asset that is held for more than one year and held in connection with a trade or business or a transaction entered into for profit. §1231(a)(3).

VII. category receives §1231 treatment only if it is the object of condemnation or involuntary conversion (such as theft, fire, storm, shipwreck, or other casualty).  

VII. If property held for personal use, such as a home, clothing, or car, is subject to condemnation or involuntary conversion, it is not included in the §1231 netting process.

VII. Furthermore, if a long-term capital asset held in connection with a trade or business or for profit is disposed of by sale or exchange, those gains or losses are not netted in §1231 b/c §1231 only includes gains and losses from sales or exchanges of §1231(b) property.

VII. Application IF the taxpayer has no §1231 netting transactions in which losses exceed gains in the prior five years:
VII. If in any of the preceding five years§1231 losses exceeded gains resulting in ordinary characterization, and if for the current year §1231 gains exceed losses, then §1231(c) requires characterization of all or part of the gain as ordinary.  If the net gain for the year exceeds the non-recaptured §1231 losses, the excess will receive capital characterization.

VII. Tier One:
VII. Involuntary conversions due to fire, theft, storm, shipwreck, or other casualty are first netted in tier 1.  

VII. Both §1231(b) assets and long-term capital assets held in connection with a trade or business or a transaction entered into for profit are included in tier 1.

VII. Tier 1 losses receive two opportunities within the framework of the two-tier netting process to have losses treated as ordinary.  

VII. First, if the tier 1 losses exceed the tier 1 gains, none of the tier 1 assets will be subject to characterization under §1231.  Thus, the characterization of such gains and losses will retain their original, non-§1231 status and will be governed by the normal rules, which should yield ordinary gain or loss b/c there has not been a sale or exchange of the asset.  

VII. A second chance for an ordinary loss arises if the tier 1 gains equal or exceed the losses, in which case all tier 1 gains and losses are re-netted in tier 2.

VII. Tier Two:
VII. Includes sails or exchanges of §1231(b) property, gains and losses arising from condemnations, and, if required, tier 1 involuntary conversions.  

VII. All gains and losses included in the second tier are netted together.

VII. If the total gains exceeds the total losses, all tier 2 gains and losses are individually characterized as either long-term capital gains or long-term capital losses.  

VII. If tier 2 losses equal or exceed gains, all the tier 2 assets will receive ordinary gain or loss treatment.

VII. International Shoe Machine Corp v. United States: Taxpayer’s main income source derived from the leases of its shoe machinery equipment, rather than from their sales.  The revenue from the sales of the leased machinery comprised of only 7%.  Taxpayer contends that the commissioner wrongly treated income realized from his sales of certain shoe machines as “property held by the taxpayer primarily for sale to customers in the ordinary course of his trade or business” §1231(b)(1)(B), thereby taxing it as ordinary income instead of treating it under the capital gains provisions.  HELD: Although sales were mad as a last resort, it seems clear that after 1964, such sales were expected to occur, on an occasional basis and the taxpayer developed policies and procedures to handle them.  Even though taxpayer never desired such sales, the occasional sales were “accepted and predictable.”  Taxpayer tries to claim he is under the scope of “rental-obsolescence,” which means that the sale of rental equipment no longer useful of renting, is taxable as a capital gain.  But the machines were not sold b/c they ceased to produce any rental value.  If not sold, they still could have been rented. The sale of the machinery is not liquidation outside the scope of the ordinary course of business. 

VII. Recapture of Depreciation:
VII. General Principles:
VII. Tax avoidance schemes may evolve from unintended statutory consequences inherent in the taxation of property transactions.  To prevent abuse, Congress has enacted exceptions to the general rules and, in general, these exceptions create a statutory mechanism where one code section supersedes another.

VII. For example, on the sale of a capital asset, §1245 (a depreciation recapture provision) may override the capital gain provisions by requiring gain to be re-characterized as ordinary income.  

VII. §1245: a depreciation recapture provision that may re-characterize as ordinary income all or a portion of the gain recognized on the sale or disposition of certain depreciable property.  

VII. §1245 may also require recognition of gain on dispositions that would otherwise be non-taxable under other provisions of the code.

VII. Even if the property is not depreciable in the nads of the taxpayer who sells or exchanges it, it may be subject to depreciation recapture if it has a substituted basis and was depreciable in the hands of the taxpayer’s transferor, such as a gift.

VII. The recapture provisions are integrally related to the depreciation provisions of §167, §168, and §197, which allow an annual deduction over the useful life of an asset or over a statutorily prescribed period representing the recovery of the capital investment in the asset.

VII. Real property is generally immune from the recapture of depreciation deductions upon its sale. §1250, §168.  This occurs b/c §1250 typically recaptures only excess depreciation, that taken in excess of the straight-line amount, and under §168 most real property must be depreciated on a straight-line basis.

VII. Under §1245, gain attributable to depreciation recapture will be characterized as ordinary income.  Any gain in excess of the recaptured depreciation is unaffected by §1245.

VII. Legislative History of §1245:
VII. The general rule provides that ordinary income is to be recognized in the case of sales or exchanges to the extent the so-called re-computed basis, or the amount realized in the sale or exchange, whichever is lesser, exceeds the basis of the property in the hands of the person making the sale or exchange.  

VII. “Re-computed basis” is defined generally as equaling the adjusted basis plus the depreciation deductions previously taken.  

VII. The excess of the amount realized over the adjusted basis is the amount presently recognized as capital gain.

VII. Since the rule requires that the smaller of these two amounts be treated as ordinary income, the in effect means that the ordinary income in the usual case is to be the gain realized or the sum of the depreciation deductions taken, whichever is smaller.

VII. Where there is a disposition of an asset without a sale or exchange, gain is determined by reference to the fair market value of the asset.

VII. Installment Sales:
VII. Recapture of depreciation is also triggered by the installment sale of §1245 property.  

VII. §453(i) requires that recapture of depreciation as ordinary income in the year of sale.

VII. In any installment sale of personal property, all depreciation recapture income under §1245 is recognized in the taxable year of the disposition, even if no principal payments are received in that year.

VII. Any gain in excess of the depreciation recapture income is taken into account under the installment method.

VII. In determining how much of any principal payment constitutes a recovery of basis or gain, under the installment method, the seller’s adjusted basis is to be increased by the amount of the depreciation recapture income.  

VIII. INVESTMENT AND PERSONAL DEDUCTIONS:
VIII. Introduction:
VIII. The most significant and controversial category of itemized deductions comprises those taken for purely personal expenses.

VIII. These exemptions result from public policies judged by Congress as sufficiently important to override the general rule prohibiting personal expense deductions. §262.

VIII. For instance, an itemized deduction for personal expenses may be enacted to create incentives to engage in conduct useful to society (such as the charitable contribution deduction), or it may be intended to provide greater equity in the tax system by adjusting taxable income based on the taxpayer’s ability to pay (such as medical expense and personal casualty loss deductions).

VIII. The fact that a taxpayer has incurred expenses that qualify as itemized deductions does not guarantee a further reduction in adjusted gross income b/c only itemized deductions in excess of the standard deduction (SD) affect the taxpayer’s tax liability.  

VIII. Most taxpayers are entitled to a set amount of deductions (the SD), the amount of which is dependent of their filing status, age, vision, and dependency status. §63(c).

VIII. Thus, each taxpayer has to make two calculations in order to determine whether he or she can benefit from itemized deductions:

VIII. First, the taxpayer must total itemized deductions.

VIII. Second, the taxpayer must determine the SD pursuant to §63(c).  Only if, and to the extent that, itemized deductions exceed the SD will the taxpayer benefit by a reduction in his or her tax liability.  

VIII. The SC therefore significantly affects the tax-reducing utility of itemized deductions as compared with §62 deductions.  

VIII. AGI (§62) deductions (above-the-line) may be more beneficial in reducing taxes than itemized (§63) deductions (below-the-line) b/c AGI deductions are not limited by the SD while itemized deductions reduce AGI only to the extent they exceed the SD.

VIII. Investment Activity:
VIII. Production of Income Expenses:
VIII. §212(1) and (2) permit individuals to deduct ordinary and necessary expenses incurred during the taxable year for the production or collection of income or for the management, conservation, or maintenance of property held for the production of income.

VIII. §212(1) and (2), which serve as a bridge between deductible business expenses and generally non-deductible personal expenses, grant a deduction for expenses that do not arise in a §162 trade or business but that do arise in the “production of income.”  

VIII. §212(3) permits a deduction for all ordinary and necessary expenses paid or incurred during the taxable year in connection with the determination, collection, or refund of any tax.

VIII. Subsection 3 differs from 1 and 2 b/c a profit-oriented activity is not required.

VIII. Higgins v. Commissioner: Taxpayer was denied a deduction for the expenses, including salary and rent, incurred in managing and trading investment securities.  SC concluded that the investment activity did not rise to the level of a trade or business, and thus, given the absence of prerequisites to §162, a deduction for the expenses were denied.

VIII. In response to Higgins, congress enacted §212, thereby establishing an element of parity between ordinary and necessary expenses incurred in the production of income and expenses incurred in the conduct of a trade or business.  

VIII. Consequently, individuals in a trade or business and individuals in nonbusiness but profit-related activities generally receive similar tax treatment–their income tax liability is based on net, rather than gross, income.

VIII. The statutory analysis of §212 parallels §162.  

VIII. To qualify as a deduction under §212, the taxpayer must essentially satisfy the same requirements that apply to a trade or business expense under §162 except that the person claiming the deduction need not be in the trade or business.

VIII. Mechanically, §212 differs from §162 in that §212 expenses generally are itemized deductions, while §162 expenses are often AGI deductions. §212 expenses attributable to property held for the production of rents and royalties represent the sole exception. §61(a)(4).

VIII. Personal vs. Investment Expense:
VIII. The primary issue that must be considered in determining the deductibility of an expense under §212(1) and (2) is whether the expense is personal or investment related.  

VIII. Many taxpayers attempt to deduct personal expenses by tying them to investment-related activities.

VIII. §274(h)(7):  No deduction is allowed for expenses related to attending a convention, seminar, or similar meeting unless such expenses are deductible under §162 as ordinary and necessary expenses of carrying on a trade or business.  

VIII. Thus, the bill disallows deductions for expenses of attending a convention, etc. where the expenses, but for the provision in the bill, would be deductible under §212 (relating to expenses of producing income) rather than §162.

VIII. The expenses to which the provision relates typically include such items as travel to the site of such a convention, fees for attending the convention, and personal living expenses, such as meals, lodging, and local travel, that are incurred while attending the convention or other meeting.  

VIII. This disallowance rule does NOT apply to expenses incurred by a taxpayer in attending a convention, seminar, sales meeting, or similar meeting relating to the trade or business of the taxpayer.

VIII. Capital Expenditure Limitation:
VIII. Rev. Rul. 86-71: If a taxpayer pays a person to prepare an application for a radio permit/license is the payment deductible as an expense under §212?  HELD: Under §211, deductions are limited by exceptions contained in §261 through §280G.  One of these exceptions , contained in §263 and Reg. 1.263(a)-1 and Reg. 1.263(a)-2, provides that no deduction shall be allowed for capital expenditures.  In addition, Reg. 1.212-1(n) provides that no deduction is allowed under §212 for a capital expenditure.  The costs of obtaining a license to operate a cellular radio-telephone system with a useful life greater than one year are costs of obtaining a capital asset and are not currently deductible as ordinary and necessary expenses for the production of income.

VIII. NOTE on Legal Expenses and Pre-Opening Costs:
VIII. The capital expenditure limitation appears appropriately integrated into §212.  

VIII. Reg. 1.212-1(k) provides that expenses “paid or incurred in defending or perfecting title to property, in recovering property, or in developing or improving property” are capital expenditures includable in the property’s basis.

VIII. Similarly, it has been assumed that the start-up or pre-opening expense limitations of §162 extend to §212.  

VIII. This doctrine denies a deduction for any expenses incurred prior to the commencement of trade or business b/c they are “pre-opening expenses,” which, in theory, should be capitalized.  

VIII. Reg. 1.262-1(b)(7): generally, attorney’s fees and other costs paid in connection with a divorce, separation, or decree for support are not deductible by either the husband or the wife.  However, the part of an attorney’s fee and the part of the other costs paid in connection with a divorce, legal separation, written separation agreement, or a decree for support, which are properly attributable to the production or collection of amounts includible in gross income under §71 are deductible under §212.

VIII. Legal fees may also be deductible under §212(3) even if the underlying claim is personal in nature.  

VIII. Hobby Losses:
VIII. One common way in which taxpayers have attempted to convert nondeductible personal expenses into deductions is to characterize personal hobbies as business or investment activities.

VIII. If successful, this characterization would allow the taxpayer to deduct, as §162 business or §212 investment expenses, costs incurred in connection with an otherwise nondeductible personal activity.  To combat such abuse, Congress enacted §183.

VIII. §183: The hobby-loss provision which limits the deductions for activities that are “not engaged in for profit.”

VIII. The general rule of §183(a) provides that deductions for expenses incurred in activities not engaged in for profit will be allowed only as provided for in §183(b).  

VIII. §183(b) allows deductions in two general areas:

VIII. deductions that would be allowable, regardless of whether the activity is engaged in for profit

VIII. deductions that would be allowable were the activity engaged in for profit, but only to the extent that gross income from the activity exceeds the deductions allowed in (1) above.

VIII. §183 attempts to prohibit the taxpayer from taking deductions in excess of income from the personal activity, thereby preventing the utilization of a personal hobby as a loss-creating activity offsetting income from other sources.

VIII. If activity is engaged in for profit, then §183 will NOT apply.

VIII. Mechanics:
VIII. §183 both grants and limits deductions.

VIII. It grants deductions b/c expenses that do not otherwise qualify under §162 and §212 may be deducted to the extent of income from the activity, if any, in accordance with §183(b).

VIII. It limits deductions to the gross income attributable to the activity.

VIII. In order to apply §183 deduction limitations, all expenses relating to the activity must be divided into three categories:

VIII. first category includes items that are deductible “without regard to whether the activity was engaged in for profit.”  Reg. 1.183-1(b)(1)(i).  

VIII. The primary expenses in this category are interest and taxes, to the extent they are deductible under §163 and §164.

VIII. The expenses in this category are the exceptions to the general rule that §183 limits expenses to the amount of income produced.

VIII. second category includes all expenses that do not fall into the first category and that do not “result in the adjustment to the basis of property.”  Reg. 1.183-1(b)(1)(ii).  

VIII. Such expenses include maintenance, utilities, travel expenses, and other similar expenses.

VIII. The expenses in this category are allowed to the extent that gross income from the activity exceeds the deductions allowed in the first category.

VIII. third category includes items that require “an adjustment to basis” such as depreciation and amortization.  Reg. 1.183-1(b)(1)(iii).

VIII. Expenses in this category are allowed only if the expenses in categories one and two are less than the total income produced.

VIII. If there is more than one asset in this category, the deduction allowed should be allocated among the assets on a proportion basis to determine the adjusted basis of each item.  Reg. 1.183-1(b)(2).

VIII. The expenses in each of the three categories are calculated first as if the activity giving rise to the deductions were engaged in for profit, and then they are limited by the income in the above-mentioned manner.

VIII. Profit Motive Defined:
VIII. The key to §183 is the determination of whether an activity is “engaged in for profit.”  

VIII. §183(c) defines an activity not engaged in for profit as “any activity other than one with respect to which deductions are allowable under §162 or §212.  

VIII. The main issue under this definition is whether the taxpayer has a profit motive.  The test to determine profit motive is an “all facts and circumstances” inquiry–an attempt to ascertain by objective factors whether the taxpayer had the objective of making a profit.

VIII. Recognizing that many profit-motivated activities have loss years, §183(d) requires a showing of gross income in excess of deductions for three of five consecutive years of operation (two of seven for horse racing activities) creates a presumption that the activity is engaged in for profit.  This presumption, however, is rebuttable.

VIII. There are nine nonexclusive factors that should be taken into account when assessing the taxpayer’s motive for carrying on an activity:
VIII. The manner in which the taxpayer carries on the activity.  

VIII. If the taxpayer conducts the activity in a businesslike manner or in a manner similar to other profitable activities of the same nature, there is an indication of profit motive.  

VIII. Maintenance of businesslike records and segregation of funds from other activities may be evidence of a profit motive.

VIII. Attempts to cut costs by changing methods of operation or operating in a less than extravagant manner also may indicate a profit motive.  Conversely, offering goods or services at less than fair-market value may indicate the lack of a profit motive.

VIII. The expertise of the taxpayer or the taxpayer’s advisors.

VIII. The taxpayer’s personal knowledge, willingness to become better informed or keep up-to-date, and willingness to procure and follow expert advice are all relevant.

VIII. The time and effort expended by the taxpayer in carrying on the activity.  

VIII. Reg. 1.183-2(b)(3) indicates that the fact that the taxpayer devotes a substantial amount of time to the activity or employs competent persons to work in the activity evidences a profit motive.

VIII. The expectation that assets used in the activity may appreciate in value.

VIII. Even if the activity has operating losses for several consecutive years, an expectation that there will be an overall profit when appreciation is realized may indicate a profit motive.

VIII. For example, operating and repair expenses incurred in renovating a home with the intention of selling it for a profit have been held to be deductible.  The expectation of appreciation argument has not been limited to real estate.

VIII. The success of the taxpayer in carrying on other similar or dissimilar activities.

VIII. If the taxpayer has successfully operated similar activities, there is a greater likelihood that a profit motive will be found.

VIII. Methods of operation, relative risks, and profit potentials between the activities will be compared.

VIII. The taxpayer’s history of profit or loss with respect to the activity.

VIII. Although numerous consecutive loss years indicate the lack of a profit motive, it is generally understood that losses are likely to occur in the initial stages of operations.  

VIII. Losses that continue beyond the period that customarily is necessary to bring the operation to profitable status strongly indicate a lack of profit motive, unless the losses are shown to be due either to circumstances beyond the taxpayer’s control or to business risks.

VIII. The amount of occasional profits, if any, that are earned.

VIII. In this regard, the amount of any profits should be compared to the amount of losses.  

VIII. Courts sometimes overlook the relative size of the profits and losses involved and give favorable treatment where any profits are earned, regardless of the amount.

VIII. The regulation also indicates that an occasional substantial profit or “an opportunity to earn a substantial ultimate profit in a highly speculative venture” may indicate that an activity is engaged in for profit, despite recurring losses or small profits.

VIII. The financial status of the taxpayer.

VIII. The regulation provides that if the taxpayer “does not have substantial income or capital from sources other than the activity, it may indicate that the activity is engaged in for profit.”

VIII. The elements of personal pleasure or recreation.

VIII. Although deriving personal pleasure or recreation from the activity will not indicate conclusively that the taxpayer lacks a profit motive, personal pleasure or recreation, coupled with recurring losses, strongly indicates the lack of a profit motive.  

VIII. The regulation also notes that profit motive does not have to be the “exclusive intention,” nor does the intent to “maximize profit” have to be exclusive motivation.   Proof of intent to derive profit will suffice, even if personal pleasure or recreation are involved.  “Suffering has never been a prerequisite to deductibility.”

VIII. Dreicer v. Commissioner I: Taxpayer spent 20 years traveling around the world in search for the finest hotels and restaurants.  He planned to publish a book on his findings, but the publishing company wouldn’t accept his manuscript.  HELD: The test is not whether the taxpayer expected a profit, but is instead, whether the taxpayer engaged in the activity with the objective of making a profit.  Remanded to lower court b/c they used the wrong test.

VIII. Drecier II: On remand, the court used the “objective test.”  HELD: For years, he sustained large losses; there was no realistic possibility that he would earn enough to offset those losses; he did not conduct the activities in a businesslike manner so as to earn a profit; he enjoyed his travel.  He failed to prove that in carrying on his activity as a writer and lecturer, he had an actual and honest objective of making a profit.

VIII. Vacation Home Rentals:
VIII. Under §183, problems arose when the taxpayer attempted to deduct expenses incurred for vacation homes used for personal and rental purposes during the year.  

VIII. In many instances, it was difficult to determine (1) whether the home was held primarily for investment (for profit) or primarily for personal purposes and (2) how to allocate the expenses between the investment and personal use.

VIII. Congress enacted §280A, which limits the deductibility of expenses related to the rental of the dwelling unit that is also for personal purposes during the taxable year.

VIII. §280A(f) defines a “dwelling unit” as a house, condo, mobile home, boat, or similar property.

VIII. Three scenarios can develop under §280A depending on the number of days of personal use and the number of days of rental use of the vacation home.
VIII. If the rental unit is used for personal use but not for sufficient time to be considered a residence under §280A(d)(1), the amount of deductible rental expenses is determined by applying the §280A(e) allocation.  A dwelling unit is treated as a residence if it is used by the taxpayer for personal purposes in excess of the greater of 14 days or 10% of the number of days during the year that the unit was rented at fair market value.  

VIII. If the dwelling unit is used for personal purposes for more than 14 days or 10% of the rental days during the year, the dwelling unit is treated as a residence under §280A(d) and both the §280A(e) allocation and the §280A(c)(5) limitation apply. §280(c)(5) is similar to §183, which limits the deduction to the amount of income derived from the activity.  This limitation is consistent with the rules of §183 b/c as the personal uses of a dwelling unit increase, the activity becomes more like a §183 “hobby.”

VIII. Even if the taxpayer’s personal use of the dwelling unit qualifies it as a residence under §280A(d), if the number of actual rental das is less than 15, neither the §280A(e) allocation nor the §280A(c)(5) limitation applies.  Instead, no deductions are allowed, and any income received from the rental is excluded from gross income. §280A(g).

VIII. §280A rental expenses are divided into the same categories as those in §183, but unlike §183, the expenses in each category must be allocated between the rental and personal use days before they may be deducted from the rental income.

VIII. Category I: expenses that are deductible regardless of profit motive or rental activity (such as taxes and interest).

VIII. Category II: other rental expenses that do not require a basis adjustment.

VIII. Category III: expenses that do require basis adjustments.

VIII. Category II and III expenses are allocated between personal and rental use according to the ratio of rental days used to the total number of rental and personal days used (for example, rental days / (rental + personal days)).

VIII. Bolton v. Commissioner: HELD: The court held that category I expenses, which are deductible without regard to rental activity, are allocated between rental and personal use days by the ratio of the total number of rental days to the total number of day in the year.  This ratio, ei effect, treats days when the property is unused as personal days an is considered the more appropriate allocation of expenses such as taxes and interest that accrue each day throughout the year.     

VIII. The method of allocating category I expenses affords taxpayers a benefit not present under §183.  In §183, all category I expenses offset income derived from the related activity, leaving less income available to be offset by other expenses. Under §280A, however, when the income limitation rule of §280A(c)(5) applies, only a portion of the category I expenses offset rental income, leaving a larger amount of income to be offset by other expenses.  The “unallocated” category I expenses are deductible outside §280A along with other itemized deductions.

VIII. NOTE:  Issue arises with respect to the availability of §212 expenses on a conversion of a personal asset to income-producing status.  If a taxpayer owned and lived in a residence and subsequently decided to lease the premises, an issue would arise as to when the taxpayer would be entitled to §212 expenses.

VIII. Reg. 1.165-9 focuses on the rental date as determinative for loss purposes under §165(c)(2), which addresses transactions entered into for profit.  However, the language of §165(c)(2) should be contrasted with the more lenient standards of §167(a)(2), §168(a), and §212(2) requiring property to be held for the production of income.  In those three provisions, a mere listing for rental is sufficient to allow deductions of expenses under §212 and §168, subject to the limitations of §280A.  If the property is listed for sale, as opposed to being available for rent, §212 deductions are not permitted unless the taxpayer can produce evidence of an expectation of post-listing appreciation.

VIII. Investment - Personal Deductions:
VIII. Bad Debts:
VIII. §166(a)(1) permits a bad debt deduction for “any debt which becomes worthless within the taxable year.”  

VIII. To be entitled to a bad debt deduction, the taxpayer must satisfy two prerequisites:
VIII. There must be a bona fide debt

VIII. Reg. 1.166-1(c) defines a bona fide debt as a “debt which arises from a debtor-creditor relationship based upon a valid and enforceable obligation to pay a fixed or determinable sum of money.  The regulation provides that neither gifts nor contributions to capital give rise to debts.

VIII. Intra-family loans are controversial.  To overcome the presumption against debtor-creditor relationships among family members, the taxpayer must establish an intent, at both the time of the transaction and at the time of the claimed deduction, to enforce the collection of the debt.

VIII. The debt must be worthless in a particular tax year.

VIII. Because §166 allows taxpayers to claim bad debt deductions for the taxable year in which the debt becomes worthless, the taxpayer must establish the date on which the debt was rendered worthless.  

VIII. The date on which the debt becomes worthless depends on the facts and circumstances of the case.  Reg. 1.166-2(a).  

VIII. An identifiable event indicating an inability to pay will help establish worthlessness (such as bankruptcy, receivership, and expiration of statute of limitations).  

VIII. Gratuitous forgiveness of a loan does not produce a bad debt deduction; it merely creates a nondeductible gift.

VIII. Business v. Nonbusiness Bad Debts:
VIII. In general, business bad debt losses create ordinary deductions, whereas nonbusiness bad debts create short-term capital losses.  

VIII. §166(a)(2) permits the deduction of worthless business debts from ordinary income, even if they are only partially worthless.  Worthless nonbusiness debts may NOT be deducted if they are only partially worthless.  And, the debt may not be carried back to earlier years as a net operating loss. §172(d)(4).

VIII. §166(d)(2) defines “nonbusiness debt” as any debt other than 

VIII. A debt created or acquired in connection with a trade or business of the taxpayer

VIII. created to provide business status for debts that originally arise in a business but become worthless at a time when the taxpayer is no longer active in the business.

VIII. A debt the loss from the worthlessness of that is incurred in the taxpayer’s trade or business.

VIII. the case of a worthless debt incurred in a trade or business.

VIII. United States v. Generes: A corporation owed one of its employees/shareholders a debt that became worthless after the corporation went under.  The taxpayer claimed a deduction for the nonbusiness bad debt.  HELD: To determine if a debt qualifies as a “business bad debt,” the proper test is that of dominant motivation.  A mere presence of a business motive will not control.

VIII. Interest Expense:
VIII. Interest expenses attributable to personal activity are NOT deductible, with the exception of “qualified residence interest.”

VIII. Qualified residence interest generally is defined as interest on debt secured by the taxpayer’s principal residence or a second residence.  

VIII. The amount of he debt for which deductions are allowed is limited to $1 mil for acquisition indebtedness and $100,000 for home equity indebtedness. §163(h)(3)(A) to (C).  

VIII. Interest is defined as “compensation for the use of property (such as rent).  Non-recourse financing also qualifies as §163(a) indebtedness.  Reg. 1.163-1(b).

VIII. Fees paid for the use of money are interest, but fees charged by a lender for services performed in connection with the loan are not interest.  Examples of such non=interest fee services include amounts charged by lending institutions for escrow services and credit reports.

VIII. Loan processing fees may fall within the definition of interest.  Generally, these charges are labeled as points or premiums.  

VIII. There are several factors that determine if points are deductible as interest:

VIII. If the service charged represent a negotiated bonus or premium paid by the borrower to the lender to obtain a loan, the service charge constitutes interest for income tax purposes.

VIII. As long as the payment is a “prerequisite to obtaining borrowed capital,” it will constitute interest even if the entire fee was paid prior to receiving the borrowed funds.

VIII. Additional factors relevant to the interest expense analysis include whether the charges are based on the amount and life of the loan, as well as the lender’s criteria for determining the amount and life of the loan, as well as the lender’s criteria for determining the amount of the fee–whether the lender considered the economic factors usually relevant in arriving at an interest rate on a transaction, such as the availability of money, the borrower’s credit history, and the nature of the collateral.

VIII. §461(g) provides that prepaid interest must be allocated over the life of the debt unless the prepaid interest represents points incurred in relation to the purchase or improvement of one’s principal residence, which also serves as security for the loan.  

VIII. Investment-related interest is only deductible to the extent of investment-related income. §163(d).

VIII. The portion fo the interest expense disallowed is carried forward to future taxable years and may be offset against any investment-related income earned by the taxpayer.

VIII. Knetsch v. United States: Issue was whether deductions from gross income claimed on taxpayer’s tax return for interest payments made by taxpayer to an insurance company constituted “interest paid on indebtedness” under §163(a).  HELD: The transaction with the insurance company was a sham.  It did not appreciably affect his beneficial interest except to reduce his tax.  

VIII. Revenue Act of 1987:  

VIII. Under the bill, qualified residence interest includes interest on acquisition indebtedness and home equity indebtedness with respect to a principal and a second residence of the taxpayer.  

VIII. The maximum amount of home equity indebtedness is $100,000 ($50,000 for married persons filing a separate return) and the maximum amount of acquisition indebtedness is $1 mil.

VIII. If the taxpayer’s debt to acquire, construct, or substantially improve his principal or secondary residence exceeds $1 mil, then only the interest on a total principal amount of $1 mil of such debt is deductible as acquisition interest.

VIII. Debt giving rise to qualified residence interest under the provision means debt secured by a security interest valid against a subsequent purchaser under local law on the taxpayer’s principal residence or second residence.

VIII. Acquisition indebtedness means debt that is incurred in acquiring, constructing, or substantially improving the principal or a second residence of the taxpayer.  

VIII. Acquisition indebtedness is reduced as payments of principal are made, and cannot be increased by refinancing.

VIII. Refinanced acquisition debt is treated as acquisition debt to the extent the principal amount of the refinancing does not exceed the principal amount of the acquisition debt immediately before the refinancing.  

VIII. Certain home equity indebtedness may be treated as debt giving rise to deductible qualified residence interest.  

VIII. Home equity indebtedness means debt secured by the taxpayer’s principal or second residence, to the extent the aggregate amount of such debt does not exceed the difference between the total acquisition indebtedness with respect to the residence, and the fair market value of the residence.

VIII. NOTE on §221 and §265(a)(2):
VIII. §221 provides a deduction for interest paid on a “qualified education loan.”  

VIII. The deduction is limited to $1500 for 1999, $2000 for 2000, and $2500 for 2001 and beyond.

VIII. The deduction is phased out for higher income taxpayers.

VIII. The deduction is not available for a taxpayer who is claimed as a dependent by another taxpayer.

VIII. The deduction may be taken under §62(a)(17) in arriving at adjusted gross income, thus ensuring governmental assistance for such payments regardless of whether the taxpayer itemizes deductions.

VIII. §265(a)(2) disallows interest expense deductions for interest “incurred or continued to purchase or carry obligations the interest on which is wholly” tax-exempt.   

VIII. Without this limitation, a taxpayer would not only benefit from the tax-exempt income but also would, in effect, purchase a deduction.

VIII. The limitation prevents this “double dipping” by disallowing a deduction for the interest expense thus incurred.  

VIII. There must be a showing that the taxpayer borrowed the funds for the purpose of purchasing or carrying tax-exempt securities before the deduction will be disallowed.

VIII. Taxes:
VIII. §164 allows a deduction for the payment of certain state and local taxes, regardless of whether they are business or investment-related, provided that the tax arises in one of three categories:

VIII. real property taxes

VIII. personal property taxes

VIII. income, war profits, and excess profits taxes.

VIII. Property taxes imposed on a principal residence and state income taxes are examples of deductions under §164.  

VIII. User fees, such as sewer fees, are not taxes and are therefore not deductible under §164.

VIII. Taxes arising in a business or profit-oriented activity, which do not fall within one of the three categories of §164, may be deductible under §162 or §212.

VIII. EX: State and local gas taxes generally are not deductible under §164, but these taxes are deductible under §162 (if arise from business) and §212 (if arise from production of income).

VIII. There is a capital expenditure limitation on the deduction of otherwise allowable taxes.  Thus, any tax incurred on the acquisition or disposition of an asset will be treated respectively as part of its basis or as a reduction in the amount realized.

VIII. To be deductible, personal property taxes, such as the automobile license, must be annual ad valorem taxes.

VIII. Ad valorem taxes are based on the value of the property.

VIII. If an automobile license is based in part on value and in part on some other criteria, the portion of the fee that represents value is tax and therefore deductible.  Reg. 1.164-3(c).

VIII. §164(d): on the sale of real property, the real property taxes for the year of sale must be apportioned between the buyer and the seller.  The problem is determining the real party in interest.

VIII. The buyer and seller must allocate the real estate taxes (and corresponding deduction) for the year of sale in proportion to the number of days each owned the property.  

VIII. When making the apportionment, the assessment date is disregarded and the focus is generally on the transfer of title.

VIII. If no actual apportionment occurs, §164(d)(2) requires adjustments to the seller’s amount realized on the transaction and the buyer’s basis in the property.  

VIII. If the buyer pays the real estate tax for the entire year, §164(d)(2) mandates that the seller’s amount realized from the sale be increased by an amount corresponding to the portion of the tax attributable to the seller’s ownership of the property.  This amount is added to the buyer’s basis.

VIII. If the seller pays the entire tax for the year, the seller’s amount realized is reduced by the portion of the tax attributable to the buyer’s ownership, and the buyer’s basis receives a corresponding reduction.

VIII. Personal Deductions:
VIII. Casualty Losses:
VIII. §165(a) allows a deduction for “any loss” sustained during the taxable year not compensated for by insurance or otherwise.  

VIII. §165(a) is limited by §165(c), which embodies the business/personal dichotomy that permeates the Code.  

VIII. §165(c)(1) and (2) permits the deduction of any loss that is incurred in one’s trade or business or other profit-seeking activity and not compensated by insurance.

VIII. §165(c)(3) limits the deductibility of losses of a personal nature to those that result from casualty or theft.  

VIII. Casualty losses include those caused by fire, storm, shipwreck, or “other casualty.”

VIII. To constitute “other casualty,” and qualify for a deduction, the loss must be:

VIII. sudden

VIII. unexpected

VIII. unusual

VIII. The availability of casualty loss deductions for damage resulting from insects has varied:

VIII. Rev. Rul. 79-174: an attack of southern pine beetles qualified as a casualty loss.  (See below).

VIII. Maher v. Commissioner: “a lethal yellowing disease arising from the infiltration of a mycoplasma-like organism into the food-conducting veins of tree” did not qualify as a casualty loss.

VIII. Distinguished the two situations b/c the pine beetles themselves caused the damages as opposed to a disease that they have injected into a three.

VIII. But compare to Buist v. United States, where casualty losses were permitted for termites.  The requisite suddenness was found by interpreting the term in relation to the damaged property.  Damage arising over a two-year period was sudden when compared to the long-term life of the property.

VIII. Rev. Rul. 72-592:
VIII. In White v. Commissioner, the taxpayer-husband accidentally slammed the car door on his wife’s hand.  Her diamond engagement ring broke the setting and the diamond fell out.  The uninsured diamond was never found and the taxpayer claimed a casualty loss deduction for its value.  HELD: The service agree that property that is accidentally and irretrievably lost can be the basis for a casualty loss deduction under §165(c)(3) of the code if it otherwise qualifies as a casualty loss.    

VIII. The loss must result from some event that is:

VIII. identifiable

VIII. damaging to property

VIII. sudden, unexpected, and unusual.

VIII. sudden: the event must be one that is swift and precipitous and not gradual or progressive.

VIII. unexpected: the event must be one that is ordinarily unanticipated that occurs without the intent of the one who suffers the loss.

VIII. unusual: the event must be one that is extraordinary and nonrecurring, one that does not commonly occur during the activity in which the taxpayer was engaged when the destruction or damage occurred, and one that does not commonly occur in the ordinary course of day-to-day living of the taxpayer.

VIII. Rev. Rul. 79-174:
VIII. Issue of whether the loss from the death of trees as result of attack by southern pile beetles is a casualty loss under §165(c).  

VIII. Rev. Rul. 57-599: a loss arising from the death of trees as a result of an attack by insects does not constitute an allowable deduction as a casualty loss.   HOWEVER, the layers of the tree were completely girdled within 5-10 days after the arrival of the female beetle, and once the girdling occurred, the trees were dead and their value was lost.  The element of suddenness is satisfied.  Since there were no known attacks of souther pine beetles in the area, the event was both unusual and unexpected.  Deduction allowed.

VIII. Popa v. Commissioner: Issue was whether the loss of various personal possessions located in Vietnam during the Vietnam War constituted a casualty loss.  HELD: The loss was sudden, cataclysmic, and devastating, and thus fits under “other casualty loss.”  Taxpayer will probably never know what happened to his property and it isn’t fair or reasonable to require that the taxpayer eliminate all possible non-casualty causes of his loss.  The most reasonable conclusion is that the property was destroyed with criminal intent, and thus he can have a deduction for the casualty loss.  

VIII. Note on other aspects of casualty loss deduction:
VIII. Theft Losses:  

VIII. Includes, but is not limited to, larceny, embezzlement, and robbery.  Reg. 1.165-8(d).

VIII. Theft losses are subject to the general rules applicable to casualty losses for determining the amount and character of the loss.  Reg. 1.165-8

VIII. §165(e) addresses the timing issue regarding theft losses and dictates that the year of loss is that in which the item is discovered.  Mere discovery that an item is missing may be insufficient for a theft loss deduction.

VIII. Mechanics of §165(c)(3):
VIII. The amount of a casualty or theft loss deduction is computed separately for each casualty or each theft sustained during the year.  

VIII. Personal casualty losses (unlike losses incurred in a trade or business or in a transaction entered into for profit) are deductible only to the extent that the loss exceeds $100 plus 10% of the taxpayer’s adjusted gross income.  

VIII. The amount that is deductible under §165(h) depends on the amount of the taxpayer’s loss, less any reimbursements received for the loss, and less $100 plus 10% of the taxpayer’s AGI as the nondeductible floor amount.

VIII. The amount of the taxpayer’s loss is the less of either the decline in market value of the property (that is, the difference between market value before and after (salvage value) the casualty) or the adjusted basis of the property.

VIII. In the case of total destruction of business or investment property, the taxpayer’s loss will be the property’s adjusted basis regardless of value.  Reg. 1.165-1(d) details the time, or taxable year, for recording the loss.

VIII. Casualty losses are deducted when they are sustained; theft losses are deducted when they are discovered.

VIII. Once the amount of the casualty loss has been determined, the character of the loss must be determined.

VIII. B/c a casualty by definition cannot be a sale or exchange, the loss should be characterized as an ordinary loss.  

VIII. Under §165(h)(2), personal casualty gains and losses for the year are compared.  If gains exceeds losses, all transactions are characterized as capital in nature.  

VIII. Insurance Coverage:
VIII. Insurance coverage has an impact on the casualty deduction in three respects:

VIII. the determination of whether a deduction is available if a claim pursuant to such coverage is not made,

VIII. the determination of the amount of the deduction, and

VIII. the determination of when the deduction is available.

VIII. §165(h)(4)(E): provides that any loss covered by insurance may be taken into account only if a timely insurance claim is filed.  

VIII. Thus, failure to file a claim under an existing policy will preclude the deduction. 

VIII. If coverage exists and the taxpayer recovers under the policy, the loss determined under §165(h) must be reduced by the amount of the insurance reimbursement.

VIII. From a timing standpoint, insurance coverage may dictate the year of deduction. 

VIII. Reg. 1.165(d)(2)(i) stipulates that if claim for reimbursement exists for which there is a “reasonable prospect of recovery, no portion of the loss with respect to which reimbursement may be received is sustained until it can be ascertained with reasonable certainty whether or not such reimbursement will be received.

VIII. Charitable Contributions:
VIII. §170 permits a deduction for “charitable contributions” made within the taxable year.

VIII. The policy supporting charitable contribution deductions is to encourage charitable giving.

VIII. A charitable contribution is defined as a contribution or gift to or for the use of anyy of the five types of organizations listed in §170(c):

VIII. a state or other political subdivision

VIII. a corporation, trust, or community trust fund

VIII. a post or organization of war veterans

VIII. an organization involved in religious, charitable, scientific, literary, or educational endeavors, and

VIII. a cemetery.

VIII. The distinction between contributions “to” and “for the use of” a donee basically turns on whether the donee’s enjoyment of the property is subject to intervening interests, such as a trust or remainder interest.  

VIII. A transfer directly to the donee is encompassed by “to,” while an intervening interest creates a transfer “for the use of.”

VIII. Hernandez v. Commissioner: Issue was whether taxpayer could deduct as a charitable contribution, payments made to branch churches of the Church of Scientology for services called “auditing” and “training.” HELD:  §170 defines “charitable contribution” as a gift–a voluntary transfer or property by the owner to another without consideration.  The taxpayer received consideration for their payments–the benefit of various religious services.  The code makes no special preference for payments made in the expectation of gaining religious benefits or access to a religious service.

VIII. Rev. Rul. 83-104:
VIII. A contribution under §170 is a voluntary transfer of money or property that is made with no expectation of procuring financial benefit commensurate with the amount of the transfer.  

VIII. Tuition expenditures by a taxpayer to an educational institution are not deductible as charitable contributions to the institution b/c they are required payments for which the taxpayer receives benefits presumably equal in value to the amount paid.  

VIII. Payments by a taxpayer on behalf of children attending parochial or other church-sponsored schools are not allowable deductions as contributions either to the school or to the religious organizations operating the school if the payments are earmarked for the children.

VIII. Whether a transfer of money by a parent to an organization that operates a school is a voluntary transfer that is made with no expectation of obtaining a commensurate benefit depends on whether a reasonable person, taking all the facts and circumstances of a case into account, would conclude that enrollment in the school was in no manner contingent upon making the payment, that the payment was not made pursuant to a plan (whether express or implied) to convert nondeductible tuition into charitable contributions, and that receipt of the benefit was not otherwise dependent upon the making of the payment.

VIII. The presence of one or more of the following factors creates a presumption that the payment is not a charitable contribution:

VIII. the existence of a contract under which the taxpayer agrees to make a “contribution” and which contains provisions ensuring the admission of the taxpayer’s child;

VIII. a plan allowing taxpayers either to pay tuition or to make “contributions” in exchange for schooling;

VIII. the earmarking of a contribution for the direct benefit of a particular individual; or 

VIII. the otherwise-unexplained denial of admission or re-admission to a school of children of taxpayers who are financially able, but who do not contribute.

VIII. In some cases, although no single factor may be determinative, a combination of several factors may indicate that a payment is not a charitable contribution.  

VIII. In these cases, both economic and non-economic pressure placed upon restraints must be taken into account. 

VIII. The factors that the service normally take into consideration, will not limit itself to, are:

VIII. the absence of a significant tuition charge

VIII. substantial or unusual pressure to contribute applied to parents of children attending a school.

VIII. the absence of significant potential sources of revenue for operating the school than contributions by parents of children attending the school 

VIII. factors suggesting that a contribution policy has been created as a means of avoiding the characterization of payments as tuition.

VIII. Medical Expenses:
VIII. Medical care expenses are another category of personal expense for which the code permits a deduction.  

VIII. §213 allows individuals as deduct expenses paid during the taxable year, not reimbursed by insurance, for medical care for the taxpayer and the taxpayer’s spouse and dependants.

VIII. The deduction is limited to the amount by which the total annual un-reimbursed medical expenses exceed 7.5% of the taxpayer’s AGI.

VIII. As with casualty losses, the focus in determining a taxpayer’s tax liability is on the taxpayer’s ability to pay.

VIII. Medical care is defined in §213(d)(1) to include reasonable amounts paid for:

VIII. the diagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of affecting any structure or function of the body. §213(d)(1)(A)

VIII. related transportation; and

VIII. medical insurance premiums.

VIII. Additionally, medication and drugs constitute medical care expenses if they are prescribed drugs or insulin.

VIII. Tax Reform Act 1984:
VIII. Broadened the definition of medical care to include amounts paid for lodging while away from home to obtain medical care (§213(d)(1)(A)) provided by a licensed physician in a licensed hospital or administered in a medical care facility that is related to a licensed hospital or is the equivalent of one.

VIII. Congress disallows a deduction of any lodging expenses if there is a significant element of personal pleasure, recreation, or vacation in the travel away from home.  

VIII. The travel expense deduction is limited to the lower of actual lodging expense or $50 per night per eligible person.

VIII. Although §213 deductions are for medical expenses, a deduction may be allowed in certain instances for what would otherwise be a capital expenditure.  

VIII. Reg. 1.213-1(c)(iii) provides that capital expenditures are not precluded from qualifying as medical expenses if they have as their primary purpose the taxpayer’s medical care.  

VIII. A deduction may be permissible for capital expenditures such as elevators or swimming pools installed for medical purposes.  However, the deduction is limited to the extent that the cost exceeds the increase in the value of the related property.

VIII. Ferris v. Commissioner: Taxpayer constructed a swimming pool that would be architecturally and esthetically harmonious with their home.  His physician recommended the construction and use of the pool twice a day to prevent paralysis.  HELD: The costs attributable to such personal motivations as architectural and aesthetic compatibility with property are not expenses for medical care.  The appropriate measure would be the minimum reasonable cost of a functionally adequate pool and housing structure, and that would then be compared with the enhanced value of the related property in determining the amount of the medical expense deduction.

VIII. Rev. Rul. 75-187:  Taxpayers underwent treatment for sexual inadequacy and incompatibility.  The treatment was conducted by a psychiatrist at a hospital and he thought the treatment would be more successful if the couple stayed at a hotel near the hospital, during the treatment.  HELD: the amount paid to the psychiatrist and the treatment for sexual inadequacy are deductible.

VIII. Rev. Rul. 75-319: Taxpayers consulted with a clergyman and received marriage counseling.  The counseling was not for prevention of or alleviation of mental or physical defect or illness, but merely to help with marriage problems.  HELD: the counseling fees paid by the taxpayers are not medical expenses under §213, but are personal expenses under §262, and are not deductible.

VIII. Rev. Rul 97-9: Issue of whether the amount paid to obtain a controlled substance (marijuana) for medical purposes is deductible under §213. HELD: under §213(b), an amount paid for medicine or a drug is an expense for medical care under §213(a) only if the medicine is a prescribed drug or insulin. §213(d)(3) provides that a “prescribed drug” is a drug or biological that requires a prescription of a physician for its use by an individual.  Reg 1.213-1(e)(2) provides that the term “medicine and drugs” includes only those items that are legally procured.  Amounts expended for illegal operations or treatments are not deductible.  The Controlled Substances Act does not permit the possession of controlled substances even for medical purposes, and even with a physician’s prescription. Marijuana is not “legally procured” within the reg. and thus the amount expended to obtain the drug in violation of the CSA is illegal treatment and not deductible.

VIII. Note on Cosmetic Surgery:
VIII. §213(d)(9) provides that medical care does not “include cosmetic surgery or other similar procedures, unless the surgery or procedure is necessary to ameliorate a deformity arising from a congenital abnormality, a personal injury resulting from an accident or trauma, or disfiguring disease.”  

VIII. Clothing Expenses:
VIII. §262 disallows deductions for personal, living, or family expenses, and the few exceptions to the §262 rule generally arise from specific statutory authorization.  

VIII. Although no specific Code section authorizes a deduction for clothing expenses, in certain instances such expenses may fall within the boundaries of some of the more broadly drafted deduction sections, including §162 and §212(1) and (2).

VIII. Pevsner v. Commissioner: Exemplifies one taxpayer’s attempted reliance on §162 to avoid the prohibition of §262.  The case is a valuable reminder that in many cases a successful business deduction under §162 is a below-the-line deduction.  Generally, only reimbursed employee business expenses under §62(a)(2)(A) may be deducted above-the-line in arriving in adjusted gross income.  

VIII. In this case, the manager of a boutique had to wear a certain brand of clothes while at work, and the issue was whether the taxpayer was entitled to deduct as an ordinary and necessary business expense the cost of purchasing and maintaining those clothes.  HELD: court focused on an objective test where no reference is made to the individual taxpayer’s lifestyle or personal taste; rather, adaptability for personal or general use depends upon what is generally accepted for ordinary street wear.

VIII. Floor on Miscellaneous Deductions and Overall Limitation on Itemized Deductions:
VIII. In the Tax Reform Act of 1986, congress imposed a 2% floor on miscellaneous deductions as defined by §67.  

VIII. Only the amount of miscellaneous deductions that exceeds 2% of the taxpayer’s adjusted gross income is allowable as itemized deductions.  

VIII. In 1992, congress imposed an overall limitation on itemized deductions for well-to-do taxpayers.

VIII. Certain deductions are reduced by the lesser of:

VIII. 3% of the excess of the taxpayer’s adjusted gross income over $100,000, or

VIII. 80% of the amount of those deductions.

VIII. The Standard Deduction:
VIII. In determining taxable income, the taxing formula permits a reduction of adjusted gross income by the greater of itemized deductions or the standard deduction.

VIII. Thus, the determination of taxable income requires two steps under §63(b):

VIII. calculating the taxpayer’s itemized deductions, and

VIII. determining the taxpayer’s standard deduction.

VIII. The taxing formula generally accords each taxpayer a standard deduction, a set amount deductible from AGI regardless of whether the taxpayer is entitled to any itemized deductions.

VIII. The standardized deduction serves several functions, including administrative convenience (detailed records of small expenses are avoided) and economic security (the standard deduction serves to insulate an equivalent amount of income from taxation).

VIII. The standard deduction amounts are adjusted annually according to the cost-of-living index.  See Rev. Proc. 2001-13, §63(c)(4) and §1(f).  Consequently, the standard deduction amount varies yearly with the rate of inflation.  

VIII. To afford additional tax relief for taxpayers encountering hardship settings–the aged and the blind–an increased standard deduction is available.  

VIII. See §63(f) and Rev. Proc. 2001-13 for amounts by which to increase the standard deduction.

VIII. In some instances policy reasons of potential taxpayer abuses preclude the availability of the standard deduction.  

VIII. For example, if a taxpayer is supported by others (such as parents) and derives passive income in the form of dividends and interest from previously received parental gifts, it seems inappropriate to permit that taxpayer to shelter from tax a sizeable amount of this passive income through the standard deduction.  

VIII. Thus, Congress enacted §63(c)(5) and (6), which identify those taxpayers who will be denied all or a portion of the otherwise available standard deduction.  

VIII. The two types of taxpayers most affected by these limitations are dependent taxpayers with passive income and married taxpayers who file separately if either spouse itemizes deductions. §63(c)(5) and (6)(A).

IX. COMPUTING THE TAX:
IX. Introduction:
IX. As a final step in computing taxable income, the taxpayer, under §63(b)(1)(B), may subtract any personal exemptions for himself, his spouse, and any qualified dependents (See above).  However, arriving at a figure for §63 taxable income does not end the task.

IX. Once taxable income has been computed, the taxpayer must determine the rate of taxation by reference to the code’s rate tables (§1) to arrive at tax liability.

IX. The rate tables apply different rates of taxation to statutorily defined types of taxpaying units–married filing jointly, head of household, single, or married filing separately.  

IX. In selecting these tax rates, congress based its decision in part on its perception of the relative financial status of the different unites.

IX. Once the taxpayer’s gross tax liability is determined, two types of adjustments may affect the final amount of tax actually due.  

IX. These adjustments depend on whether the taxpayer’s liability is affected by tax credits or is subject to a minimum tax provision.  

IX. If the taxpayer qualifies for any of the tax credits that congress allows for various policy reasons, he or she can reduce tax liability on a dollar for dollar basis.  (In some cases, taxpayers may be forced to recapture all or a portion of a previously taken credit that may increase tax liability).

IX. On the other hand, if the taxpayer has reduced or sheltered income by taking advantage of too many statutorily granted tax preferences so that he or she is not paying a “fair share” of the tax burden, the taxpayer may owe an additional amount of tax (the alternative minimum tax).

IX. Personal Exemptions:
IX. §151 grants a statutory deduction for each personal exemption.

IX. Personal exemptions fall into 3 major categories:

IX. The payer exemption

IX. The spousal exemption

IX. The exemption for dependents

IX. See Rev. Proc. 2001-13 for amounts for each category of exemptions...

IX. In effect, each personal exemption entitles the taxpayer to receive a specified amount of income tax-free.  

IX. The number of personal exemption to which a taxpayer is entitled depends on compliance with the criteria for the three categories of exemptions listed above.

IX. The Taxpayer Exemption:
IX. §151(b) provides that a taxpayer is entitled to one exemption.  

IX. §7701(a)(14) defines a taxpayer as any person subject to tax under the Code.

IX. Therefore, a married couple filing a joint return is entitled to two taxpayer exemptions b/c each is a taxpayer claiming himself or herself.  

IX. In contrast to the spousal and dependency exemptions, which are subject to numerous conditions and qualifications, the taxpayer exemption is an entitlement generally based solely on the one’s status as a taxpayer.  

IX. §151(d)(2) disallows the taxpayer exemption in order to avoid the double benefit of a taxpayer, who is a dependency exemption of another, claiming himself as well.

IX. The Spousal Exemption:
IX. Under §151(b), a taxpayer is entitled to an exemption for a spouse if a number of requirements are met.  

IX. First, the person for whom the taxpayer is claiming a spousal exemption must be his or her spouse.  

IX. Whether a taxpayer is married for purposes of claiming a spousal exemption is governed by §7703, which generally requires that marital status is determined on the last day of the taxable year, unless the spouse died during the year, in which case the determination is made on the date of death.

IX. A taxpayer legally separated from a spouse is not considered to be married even though the couple has not obtained a divorce.

IX. Second, the spouse must not file a joint return with the taxpayer

IX. Third, the spouse must not have any gross income during the calendar year in which the taxpayer begins, and

IX. Fourth, the spouse must not be a dependent of another.  

IX. If these requirements are met, the taxpayer may claim a spousal exemption in addition to a taxpayer exemption.  

IX. If a spousal exemption is claimed, the spouse is not entitled to a taxpayer exemption b/c that spouse is not a taxpayer.  

IX. Therefore, when a spousal exemption is claimed, the marital unit derives only two exemptions.

IX. When a joint return is filed by a spouse with no gross income, the conditions of §151(b) are not circumvented b/c a spousal exemption is not being claimed.  Instead, each taxpayer is claiming a taxpayer exemption, resulting in a total of two exemptions for the marital unit.

IX. The Dependency Exemption:
IX. §151(c) provides an additional personal exemption for each qualifying dependent.

IX. Entitlement to a dependency exemption requires that the party claimed as a dependent meet three criteria.  

IX. The first, is the relationship test, which requires that the taxpayer and the party claimed as an exemption bear one of the relationships designated by §152(a)(1)-(9).  

IX. The second, the earnings test, generally requires that the party claimed as a dependent have gross income for the year of less than the exemption amount. 

IX. The third, the support test, requires that the claimed dependent have received more than ½ of his or her support from the taxpayer during the taxable year.

IX. The relationship test generally focuses on a relationship of affinity with the taxpayer–such as daughter, uncle, grandmother, niece, son-in-law, mother-in-law.

IX. §152(a)(9) broadens the relationship test to include unrelated individuals:

IX. who are members of the taxpayer’s household, and

IX. whose principal place of abode is the taxpayer’s home

IX. Note that the “household” and “principal place of abode” requirements need not be met for a related party, so a dependency exemption would be permitted for a related party even if that person lived elsewhere.

IX. Additionally, even if an unrelated party meets the household and principal place of abode requirements, congress has posed another stumbling block to an unrelated person’s qualification as a dependent: §152(b)(5) provides that if the taxpayer’s relationship with an individual is in violation of local law (adultery, cohabitation, and so forth), the individual is not considered a member of the taxpayer’s household, and the atxpayer is foreclosed from a dependency exemption.

IX. The earnings test may require a two-step analysis:

IX. The first issue is whether the claimed party earned less than the exemption amount of gross income for the year.

IX. If so, the earnings test is satisfied.  

IX. If not, the earnings test limitation may still be met if the claimed part is:

IX. a child of the taxpayer, and

IX. either has not attained age 19 or is a full-time student who has not attained the age of 24.

IX. Thus, if the other requirements for a personal exemption are met, a taxpayer would be entitled to an exemption for his 23-year old daughter even though she is a full-time PHD candidate earning $15,000 a year.  But it should be noted that in such case, the daughter would be denied her taxpayer exemption under §151(d)(2).

IX. The support test is generally more difficult to apply than the other two tests.  To meet the support test, the taxpayer must have supplied more than ½ of the dependent’s support for the taxable year.  

IX. Shapiro v. Commissioner: The issue was whether the taxpayer provided more than ½ of the total support of her son so as to qualify him as a dependent under §152(a).  The resolution of the issue depended on whether the cost of sending her minor son to a summer residential camp constituted part of his “support” for dependency exemption purposes.  HELD: The cost of sending a child to clamp clearly comes with the expansive language of the regulation.  Such an expenditures qualifies as “education, recreation, and the like.”  Thus, taxpayer provided more than ½ of her son’s total support and is entitled to the claimed dependency deduction.

IX. Note on Support Requirements in Special Settings:
IX. Support from governmental agencies: Courts have allowed taxpayers to include support derived from sources such as welfare and Medicare benefit payments when computing the amount of support provided by the taxpayer.

IX. Multiple support agreements: §152(c) permits a group of related taxpayers, none of whom individually has provided more than ½ of the dependent’s support, to choose which member is entitled to a deduction if the group as a whole has provided more than ½ of the support.

IX. Divorced parents: §152(e) treats the custodial parent as the taxpayer entitled to the dependency deduction, b/c the custodial parent has the child for the greater portion of the year and is more likely to have provided more than ½ of the child’s support.

IX. Dependency disqualifications: §151(c)(2) denies an exemption to a taxpayer for a dependent who, even if otherwise qualified, has filed a joint return with his or her spouse for the taxable year.  Thus, a child who files a separate return can be claimed by a parent if the child qualifies as a dependent of the parent.  The exemption is not, however, permitted, if the child and his or her spouse have filed a joint return.

IX. Rates and Returns:
IX. Filing Status:
IX. §1 specifies four different rate tables that may be applied to determine tax liability:

IX. Married individuals filing joint returns and surviving spouses

IX. Heads of household (focuses on whether the TP maintains a household for a dependent)

IX. Unmarried individuals

IX. Married individuals filing separate returns

IX. Head of Household Status:
IX. §2(b)(1)(A): an individual may qualify for head of household filing rate if such individual is not married at the close of that individual’s taxable year, is not a surviving spouse, and maintains as the individual’s home a household that constitutes for ½ of the taxable year the principal place of abode, as a member of such household if:

IX. a son, stepson, daughter, or stepdaughter of the TP, or a descendant of a son or daughter of the TP, but if such son, stepson, daughter, stepdaughter, or descendant is married at the close of the taxable year, only if such TP is entitled to a deduction for the taxable year for such person under §151, or

IX. any other person who is a dependent of the TP, if the TP is entitled to a deduction for the taxable year for such person under §151.

IX. A foster child is treated as a child of such individual by blood.  

IX. Marriage Penalty:
IX. The tax burden on a single individual, whose tax rate is determined under §1(c), is higher than that of a married couple that earns an identical amount of income and files a joint return.

IX. The policy rationale is that a married couple incurs extra costs that are not encountered by a single individual.  The additional tax incurred by married couples is called the “marriage penalty.”

IX. Unearned Income of a Minor Child:
IX. Congress limited the amount of the standard deduction available to a TP who may be claimed by another as a deduction under §151 to the greater of $500 or earned income plus $250.  Additionally, such TP is not entitled to the taxpayer exemption.  

IX. §1(g) provides that the net unearned income of a child under 14 years old is taxed at the rate of tax that such income would bear if included in the parent’s taxable income.  This prohibits income shifting and tax avoidance.

IX. Net Capital Gain Rate Differential:
IX. §1(h): congress provided for a maximum rate of tax on net capital gain of 28%.  As the highest rate of tax on other income is 39.6%, a premium is placed on deriving capital gain rather than ordinary income.

IX. If a taxpayer has a net capital gain, the taxpayer’s long term capital gains and losses are separated into three categories:

IX. 28% group: gains and losses from collectibles held for more than one year and any long term capital loss carry-overs.

IX. 25% group: un-recaptured §1250 gain (no losses in this group).  Un-recaptured gain under §1250 is LTCG, not otherwise recaptured as ordinary income, attributable to prior depreciation of real property and which is from property held for more than one year (if taken into account after May 6, 1997 but before July 29, 1997), or for more than 18 months if taken into account after July 28, 1997.

IX. 20% group: but 10% in the case of gain that would otherwise be taxed at 15%....  Consists of LTCG and losses that are not in the other two groups.  

IX. §1(h) also applies to gains and losses that are characterized as capital under §1231, which covers certain transactions including sales of depreciable property or real property used in a trade or business.

IX. Within each group, gains and losses are netted to arrive at net gain or loss.  

IX. Short term capital gains and losses: STCL, including short term capital loss carry overs, are applied first to reduce STCG, if any, otherwise taxable at ordinary income rates.  A net STCL is then applied to reduce any net LTG from the 28% group, then to reduce gain from the 25% group, and finally to reduce net gain in the 20% group.

IX. Long term capital gains and losses: a net loss from the 28% group (including LTCL carry overs) is used first to reduce the gain from the 25% group, then to reduce the net gain from the 20% group.  A net loss from the 20% group is used to first reduce the net gain from the 28% group, then to reduce the gain from the 25% group.

IX. If a portion of the TP’s net §1231 gain for the year is recharacterized as ordinary income under §1231(c), the gain so recharacterized consists first of any net §1231 gain in the 28% group, then any §1231 gain in the 25% group, and finally any net §1231 gain in the 20% group.

