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I. Introduction—The Taxing Formula

a.   Gross Income

--§62 deductions

  Adjusted Gross Income

--Standard deduction or itemized deductions

--Personal Exemptions

  Taxable Income

x Tax Rate*

  Tax Liability

--Credits

+Additional Taxes

Final Liability

b. *multiplying by the “Tax Rate” is not entirely correct; you multiply by the corresponding tax rate for the appropriate adjusted gross income level.

c. §62 deductions are above the line deductions and are very beneficial b/c they leave you with a lower adjusted Gross Income.

d. Note:  In Claims Court and United States District Court, you have to pay the disputed amount first and then try to recover.  If you do not want to pay you must go to Tax Court and ask for a “Petition for Redetermination,” to avoid delinquency and deficiency.  

i. The IRS will almost never go against their RR.

e. Note:  The IRS will give you a advance determination in a revenue ruling and a revenue procedure.

f. Note:  For $500 you can get a private letter ruling from the IRS.

i. Be careful not to misstate the facts of the case.

ii. Very good to use for legal research—read the IRS.

g. How do you Measure the Tax System?

i. Equity:  Is it Fair?

1. Horizontal Equity:  are two tax payer with similar ability to pay treated similar?

2. Vertical Equity:  is the tax sufficiently punitive to those who have more or less.

ii. Efficiency:  how does it affect the economic system?

1. Ex:  In WWII a 91% tax bracket would have a disincentive to produce.

iii. Simplicity:  How hard is the code/system to follow?  How much does the G spend to run the IRS to enforce the code?  How much do people spend on avoidance?

1. $ spent on avoidance disrupts both horizontal and vertical equity.

iv. Stimulation of Particular Activities:  Tax breaks to stimulate a particular activity.

II. The Concept of Gross Income

a. Gross Income: §61(a): GI means all income from whatever source derived…

i. Differing formulas for computing GI are describe ion page 42 & 43.  Be sure to be aware of the distinctions btw the “labor/capital (Glenshaw Glass),” “accountant,” “economist/haig-Simons” formulas.

1. tax law/labor/capital(Glenshaw Glass):  the SC states that income includes: “undeniable accessions to wealth, clearly realized, and over which the taxpayers have complete dominion.”  Even thought this has become the accepted formula, it does not provide an adequate  answer to many income inclusion questions because it cannot be applied precisely to the multifarious circumstances that generate tax consequences.

2. economist/haig-simons formula:  person income is the algebraic sum of:

a. the market value of rights exercised in consumption &

b. the change in the value of the store of property rights between the beginning and the end of the period

i. This is not suitable for determining tax liability.

3. accountant formula:  encompasses only realized amount.  Assets that have been converted into money or other property by economic transactions such as sales or exchanges.

4. Note:  the big difference between the accountant and the labor/capital (Glenshaw Glass) is that Glenshaw Glass/tax law concept of income incorporates policy considerations in determining whether to tax an accession to wealth or whether to exclude it for gorss income.

ii. Critical Issues to be addressed:  

1. What items are included in GI?

2. What is the amount of such inclusions?

3. To whom are these accessions GI?

4. When must an accession to wealth be included in GI?

b. Forms of GI--p. 43

i. Compensation for Services & Sale of Appreciated Property—p.43 

1. §61(a) [definition of GI]; Reg. §1.61-2(a)(1) [goods & services]; Reg. §1.61-6(a) [property]

2. §1001 [determination of amount of and recognition of gain or loss]

3. Problems: p. 44; 2-1, 2-2

ii. Income without receipt of cash (in-kind receipts)

1. §61 explicitly includes non-cash benefits in gross income

a. need to look and see if the relationship is within the family; this is important because the closer the transaction is to the family relationship the less likely it is that it will be considered taxable income

b. There are both subjective and objective methods of evaluation.  In addition, the purpose of the benefit received needs to be evaluated.

c. If the G did not tax in-kind receipts then everyone could avoid tax liability by barter and trade.

d. This though leads to the problem of evaluation of non cash receipts

e. This also leads to the problem of a cash flow problem; if a prize is received great, but the government wants cash!

2. Evaluation of non-cash receipts.

a. Objective View

i. Reg. §20.2031-1(b):  the tax law generally adopts the purely objective standard of fair market value and accepts, as the value of a receipt, the price that would be reached in a transaction between a willing buyer and a willing seller.  (Note; this is for estate tax)

ii. Reg. §1.61-2(d):  basically, the fair market value (FMV) of the goods and services are going to be the determined amount.  If the services are rendered at a stipulated price, such price will be presumed to be the FMV of the compensation received in the absence of evidence to the contrary.

iii. Rooney v. Commissioner (1987):  says retail value of the ticket.

b. Subjective View

i. Turner v. Commissioner:  only had to pay for half of the retail cost of ticket.  This employs the subjective evaluation; the taxpayer would have never bought the ticket so the court reduced the amount.

3. Purpose of non-cash receipt.

i. McCann v. United States (1983):  π was taxed because the trip to Vegas was primarily for pleasure.
ii. United States v. Gotcher (1968):  π was not taxed because the trip to Germany was to see the VW plant and was primarily business.

b. Factors:

i. What was the trip primarily for?

1. reward?/fun?/business?/sales pitch?

ii. For whose benefit was the trip primarily for?

1. person?/company?

iii. Did you have to go on the trip?:

iv. Who had control over the trip?

1. Where was most of your time spent?

2. What did you do for most of the time?

v. Who set the schedule?

1. person?/company?

4. Problems: p. 49; 2-3, p.50; 2-4, 2-5, 2-6
iii. Barter Transaction 

1. §1.61-2(d)(1)

a. FMV of compensation other than cash is used for tax purposes.  If stipulated, then stipulated value absent contrary evidence.

b. The IRS does not look very highly upon barter clubs.

c. GI includes fringe benefits

iv. Discharge of Indebtedness

1. §61(a)(12); §1.61-12 [income from discharge of indebtedness]

2. must be included in GI

3. The debt that is discharged must not be disputed, it needs to be definite and liquidated debt.  (Zarin v. Commissioner)

4. Problems: p. 59; 2-8
v. Unanticipated Gains

1. §1.61-14 [misc. items of GI]

2. Ex: punitive damages, treasure trove, another’s payment of someone else’s tax liability

a. Treasure Trove: treasure trove becomes GI when it come into undisputed possession of the potential taxpayer.  (Cesarini v. United States (1970))

i. In order to determine when an item of treasure trove come into undisputed possession look to the common law.  i.e. Niederlehner v. Weatherly (1946) [Ohio]

1. Note:  Ascher says notice the juxtaposition of the state property law and the federal tax law.

3. Turner v. Commissioner (same case as supra)

4. Problems: p. 64; 2-9, 2-10, 2-11
vi. Miscellaneous

1. Prizes & Awards

a. §74 [prizes & awards]

b. §74(b): is the exception for prizes and awards received primarily in recognition of certain attributes and subject to certain requirements.

2. Unemployment benefits

a. §85 [unemployment compensation]

b. Unemployment benefits are GI.

3. Problems: p. 67; 2-12, 2-13, 2-14
c. Limitations  on Gross Income

i. Recovery of Capital

1. §1001; §1012 [basis of property--cost]

2. Rebates:  rebates are a return of capital spent on a product

3. Note:  RoC is instrumental in determining tort damages.

a. Compensatory damages:  excluded from GI

b. Damages representing lost profit:  included in gross income

4. problems arise in practice whenever you have issues surrounding the timing and recovery of capital

5. there are especially problems with returns from annuities, insurance proceeds, sales of partial interest, or installment sales, all of which often involve a taxpayer’s original capital outlay, raise the issue of which cost recovery system to employ.

6. Problems: p. 2-15, 2-16, 2-17, 2-18
ii. Receipts Subject to Claims

1. a taxpayer who receives funds under the “claim of right” of another does not have GI

2. “Claim of Right” doctrine:  when a taxpayer receives funds with:

a. a contingent obligation to repay, either because the sum is disputed or mistakenly paid, &

b. no limitation on the use of the funds exists, those funds are included in the taxpayers’ income in the year they are received (this is basically, if you have a dispute over a sum and you get it in Y1 with no restriction on its use, but the dispute is not settled until Y4, the proper year of report is Y1)

3. Problems: p. 81; 2-19, 2-20, 2-21
iii. Realization

1. §1001; §1.61-6; §1001-1(a)

2. The realization requirement generally 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.

3. Severance occurs on a sale, exchange, or other disposition or the property.

4. Annual appreciation is not included in GI until it is realized, and then only in the year in which that gain has been realized through a taxable disposition.

5. Note:  Treasury Regulation §1.1001-1 provides that a taxpayer realizes income when properties exchange are “materially different.”  However, the question of “what is ‘materially different’” arises.  The Court in Cottage Savings stated the test was that properties are materially different if the legal entitlements associated with the property are different in kind or extent.  There needs to be awarness of minor changes things like debt instruments.  This was solved with Reg. §1.1001-3(e).  See more concerning this bright line test on page 89.

6. it is very important to note that amount realized includes any amount canceled or assumed by another party

7. Problems: p. 94; 2-22
iv. Imputed Income

1. imputed income is generated in two situations:

a. when taxpayers derive an economic benefit from the ownership and use of their own property (such as the rental value of their home) & 

b. when taxpayers derive an economic benefit from performing services for themselves (such as the value of one’s services

2. imputed income is not taxable

3. Commissioner v. Daehler:  real estate agent buys a home and realizes commission and said it was imputed income—idiot

a. Court said that the commission was compensatory.

4. do not feel to bad for the G, they get their shares in other ways; instead of taxing you on the benefit you derive from the rental value of you home, they assess property tax

5. Problems: p. 98; 2-23, 2-24
d. Disposition of Property

1. §1001(a)-(c); §1012 [basis of property--cost]; §1016(a)(2) [adjustment to basis]

2. Reg. §1.1001-2(a)-(c) and examples; Reg. §1.1012-1(a); 1.1016-2(a)-(b)

ii. Gains on the Disposition of Property 

1. On the sale or exchange of appreciated property, gain is determined by comparing the adjusted basis (A/B) of the property transferred and the amount realized (A/R) by the taxpayer on the disposition.

2. A gain is realized to the extent the amount realized exceeds the adjusted basis.

i. Gain = A/R – A/B

b. Amount Realized

i. §1001(b) defines the amount realized as the sum of money received, plus the FMV of any property received.  Whether the transferor receives cash, property, or services, a benefit has been realized, and this benefit is measured by the value of any cash, property, or services received.  T/f the A/R represents the total economic benefit received in exchange for the property transferred.

ii. Because economic benefit accrues whenever the tranferee cancels or assumes the transferor’s indebtedness or acquires the property subject to a debt, the A/R includes the amount of the debt cancelled or assumed.

iii. Generally, it makes no difference  whether the seller is personally liable for the debt or whether the debt is related to the property.  

iv. the seller is relieved of an obligation ad the amount of debt relief is included as an amount realized

c. Adjusted Basis

i. Adjusted basis is not relevant in determining GI earned from the rendition of services.  This is because in property dispositions, the A/B concept results in a tax-free return of capital.

ii. As a broad generalization, A/B represents the taxpayer’s investment in the property.

iii. On the purchase of property, cost includes cash, FMV of other property transferred or services rendered in exchange for the property received, plus, certain acquisition expenses (brokers or attorney’s fees).

iv. Basis depends upon the manner in which the property was acquired.

v. Basis must be adjusted for certain subsequent events.

1. I.e. depreciation deductions decrease basis (§1016(a)(2))

2. I.e. capital improvements to the property increase basis (§1016(a)(1)) p. 100

vi. 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.

iii. Taxable Exchanges of Property

1. Majority view:  provides that property acquired in a taxable exchange of properties receives a cost basis equal to its FMV.  The rationale for this rule appears logical only after one considers that it is based on an analysis of tax, not actual economic, cost.  Philadelphia Park Amusement v. United States (1954)

2. Ascher’s Rules: Basis in the new equals the basis in the old plus gain or loss realized on the old.

3. Problems: p. 102; 2-25, 2-26, 2-27
iv. Debt incurred in the Acquisition of Property

1. Crane v. Commissioner (1947) p. 104—go over it is important

a. Very important—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.

i. I.e. if the taxpayer purchases property worth $100,000 in exchange for $20,000 cash plus an $80,000 note and first mortgage to the seller, the taxpayer-purchaser has a $100,000 cost basis at the time of acquisition.  Moreover, the taxpayer’s subsequent mortgage payments to the bank will have no impact on basis.

ii. Ascher says:  to appraise the property at the same amount of debt is a good shortcut

iii. Basically, the money you owe is treated as though you have already paid it.

iv. The practical aspect of this rule is so you do not have basis fluctuating with the payments made by the purchaser.

v. There are differences depending upon whether or not the debt is recourse or non-recourse.  p. 105

2. §1014 Basis of property acquired from a decedent

a. Step-up in basis:  when you acquire property from a decedent, your basis will be, inter alia, the FMV of the property at the date of the decedent’s death

3. Problems: p. 108; 2-28
v. Debt Incurred after Property Acquisition

1. debt incurred after property is acquired does not affect basis and does not equal GI because it is assumed that it is not repaid.

vi. Amount Realized from Debt Relief

1. Non-Recourse Indebtedness: p. 110

a. Reg. §1.1001-2 (Discharge of Liabilities): provides the general rule that the amount realized on the disposition of encumbered property includes the full amount of any debt relief.  The rule applies w/out regard to whether the amount of the discharged liability was incurred in conjunction with the purchase or after the date of the property’s acquisition

b. Tufts v. Commissioner (1983) p. 111 & 113  Later Reversed by SC! P. 113

i. The Fifth Circuit adopted the reasoning of the crane footnote (fn 37) by limiting the amount realized from non-recourse debt relief to the FMV of the taxpayer’s encumbered property.  This contradicts the part of Crane that treats relief from non-recourse the same as relief from recourse.  This is because the economic benefit when a taxpayer is at risk only to the extent of the value of the encumbered property, the economic benefit on the disposition of the encumbered property can equal only the value of the property.  The Tufts court reasoned that a debtor has no economic incentive to pay an amount in excess of the value of the property that would be lost on default—the economic benefit is limited to the elimination of a possible claim against the value of the property transferred.

1. See page 112 for an example

c. Non-Fifth Circuit view:  

i. Millar v. Commissioner (1978):

1. The double deduction theory is in direct opposition to Tufts.  The Third Circuit held that a taxpayer should have included the full amount of a non-recourse loan in the amount realized on surrender of the property despite the fact that the obligation exceed the property value.

d. Majority View—Tufts v. Commissioner (USSC 1983)

i. When a taxpayer sells or disposes of property encumbered by a non-recourse obligation, the taxpayer is required to include amount the asset realized the outstanding amount of the obligation.  The FMV of the property is irrelevant to the calculation.

2. Recourse Indebtedness p. 121

a. §61(a)(12):  income from debt cancellation is GI

b. See p. 121 for example

3. Problems: p. 123: 2-29, 2-30, 2-31
III. Items Excluded From Gross Income

a. Overview:  Congress allows certain “accessions to wealth” to permanently bypass taxation.  These are divided into three general categories:

1. Donative transfers

a. Gifts, life insurance proceeds, and scholarships

2. employee fringe benefits, and 

a. employer provided meals and lodging for the employee, employer provided health and life insurance coverage and a broad category of statutorily enumerated employer provided fringes

3. misc. exclusions that reflect public policy concerns

a. compensation for personal injuries, discharge of an insolvent taxpayer’s indebtedness, social security benefits, interest derived from state and municipal obligations, etc.

b. Gifts and Bequests

1. code: §102, §1014(a)(1), §1015; Reg. §1.102-1(a), (b), (c); Prop. Reg. §1.102-1(f)(2)

ii. Introduction:  §102 excludes from GI the receipt of gifts, bequests, devises, and inheritances.

1. gifts sometimes can be hard to classify.  Neither the code nor the regs define the term “gift.”

a. §102(c)(1):  “omits,” except as otherwise provided, is very tough on this rule.

b. the Duberstien Court (the seminal case) stated: “[A] gift is a payment or transfer

i. Made out of “detached and disinterested generosity” (Ascher says that this is the catch phrase to remember)

ii. Made out of affection, respect, admiration, charity, or like impulses;

iii. Not made primarily from the constraining force of any moral or legal duty

iv. Not made from the incentive of anticipated benefit of an economic nature, &

v. Not made in return for services rendered

c. the focus in determining whether p payment is an excludable gift or includable income is on the donor’s intent or motive in transferring the property to the recipient.  This determination depends upon the facts and circumstances of the case.

d. within the family context, gifts are fairly easy to assume, generosity is expected.  

e. gifts within the commercial context becomes murky, this is to avoid the possible exclusion of GI under the guise of a gift

f. §102(c) safeguards against this abuse in the E/E relationship.

g. gifts bequests devises and inheritances are windfalls to the recipiant.  These are taxable under the separate system of estate and gift tax

h. Note: §102(b) exclusion does not apply to income subsequently earned from the fits or devised property.

i. Note: when something is exchanged and the compensation received is less than the FMV of the item, the compensation is deemed GI from a sale or exchange; however, the amount in excess of the compensation and below the FMV is deemed to be a gift

j. Oak v. United States:  “tokes” received by a craps dealer in Vegas are like tips and not considered a “gift” and are not deductible under §102.

k. gifts v. compensations-p. 132, states that even if the gift is ‘inter-family’ there can still be GI found.  Altman v. Commissioner (1973):  Mother is blackmailed by son, = GI; Wolder v. Commissioner (1974): Money left to an attorney who prepared a tax plan for a client, the money left in the will was deemed payment for services and, therefore, compensation and GI

2. Problems p. 133: 3-1, 3-2, 3-3, 3-4, 3-5.
iii. § 1015—Basis for Property Received as a Gift

a. Code:  §1015(a), (d)(1), (2), (4), (6)

b. Regs:  §1.1015-1(a), (c), (d); §1.1015-4

2. Ascher says that usually basis equal cost, but in gifts cost equal zero so you have to have § 1015.

3. §1015 states that a tp 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.  See §7701(a)(43).  

a. This does result in the non-taxation of appreciated gift property on the part of the donor.  That taxable realization is incurred when the donee ultimately disposes of the property in a recognizable fashion.  

i. this is not necessarily all that bad, in a family, one family member can transfer low basis high appreciated property to a family member in a much lower tax bracket; however, Congress has chosen not to allow a similar transfer of tax losses; p. 134

b. therefore, the rule for computation the 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.

c. §1015(d); if the FMV of the gift is > or = to the donor’s A/B, the donee’s B will be the donor’s A/B increased (but not above the property’s FMV) by the gift tax paid, which is attributable to the net appreciation in the property.  If the value of the property at the time of the gift is < the donor’s A/B (meaning an inherent loss) then the donee will have two Bs in the property: 

i. a B for determining gain and 

1. this equals the donor’s A/B

ii. a B for determining a loss

1. this is the FMV of the property at the time of the gift

d. if the donee sells the property for more than the gain B, the excess is a realized gain; if the property is sold for less than the loss B, the excess is a realized loss;  see p. 134 bottom for example

e. important:  remember the adjustment for the amount of federal gift tax paid w/ re to the gift; the increase in the donee’s B 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 FMB of the property at the time of the gift exceeds the donor’s b; see § 1015(d);  see p. 136 for example

4. note:  §1015(d)(6):  Special rule for gifts made after December 31, 1976—

a. in the case of any gift made after 12/31/76, the increase in basis provided by this subsection w/ respect to any gift for the gift tax paid under chapter 12 shall be an amount (not in excess of the amount of tax so paid) which bears the same ratio to the amount of tax so paid as—

i. the net appreciation in value of the gift, bears to 

ii. the amount of the gift

5. Problems p. 136: 3-6
iv. Part Sale/Part Gift Transaction

a. Code:  §1015(a), §1011(b)

b. Reg:  §1.1015-4, § 1.1001-1(e); §1.1001-2(a)(1), (4)(iii)

2. A part sale/part gift arises when property is transferred in return for consideration totaling less than the property’s fair market value.  To the extent that consideration is received, the transaction is treated as a sale.  To the extent that the FMV of the property exceeds the consideration, the transaction is generally treated as a gift.

a. B of property acquired in a part sale/part gift transaction are, as one might expect, a hybrid of the cost B and gift B rules.  See §1.1015-4

b. Reg. §1.1015-4(a):  the transferee takes a basis in the property received equal to the amount paid or the transferor’s A/B, whichever is greater, increased by the gift tax attributable to the net appreciation on the gift.

i. note:  the transferor is deemed  to have sold the property for the amount of consideration received.

c. A part sale/part gift can also arise when the property transferred is subject to an encumbrance that is assumed by the transferee or where the donor’s gift tax liability arising from the transfer is paid by the donee.  Consideration in the form of discharge of indebtedness effectuates a part sale.

3. Reg §1.1001-1(e):  Where a transfer of property is in part a sale and in part a gift, the transferor has a gain to the extent that the amount realized b hem exceeds his A/B in the property.  However, no loss is sustained on such a transfer if the A/R is less than the A/B.

4. Rule:  part sale/part gift = §1012 or §1015, the greater of the two;  this is a bonus for the taxpayer , b/c the taxpayer picks the higher of the cost in §1012 or the donor’s B and adds the gift tax kicker under §1015(6).

5. In determining whether a loss is realized on the trasferee’s subsequent sale of property acquired in a part sale/part gift, the calculation of B differs from the computation of B for gain purposes.

a. Reg. §1.1015-4(a) provides that the B is such situations is the lesser of:

i. The transferee’s B (the greater of cost or the transferor’s A/B), or

ii. The FMV of the property at the time of the transfer.

6. Diedrich v. Commissioner

a. the gift tax paid by the donees was not included in the GI of the donors and it should have been because it was their obligation to pay and they were relieved of that obligation by the donees.

i. this is called a “net gift,” a gift net of the gift tax

b. Ascher says:  do not give away low basis assets when you play the “net gift” game

c. note: this case is considered in the part sale/part gift section b/c the net gift is considered a “sale”

7. Problems: p. 142; 3-7
v. Basis of Property Acquired by Inheritance or Devise

a. Code: §1014(a); §1014(b)(1), (2); §1014(e)

b. Reg: §1.1014-1(a), (b); §1.1014-2(b)(1); §1.1014-3(a)

2. No tax on bequest §102

3. §1014(a) provies the general rule that the B of property received from a decedent is the FMV of the property on the date of death.

a. a “step-up” in B!

b. if the property had a B in excess of its FMC on the date of death, there is a step down in basis, and neither the decedent nor the person reveiving the property can realize the inherent tax loss.

4. “carry-over” B is required for one limited situation set forth in §1014(e)

a. this is the situation where you cannot give stock to a dying parent and only pay the gift tax then when he croaks get it back tax free:  fat chance

5. Problems: p. 144; 3-8
c. Life Insurance Proceeds

a. Code: §101(a), (c), (d)

b. Reg: §1.1011-1(a)(1), (b)(1), (2); §1.101-3; §1.101-4(a)

2. §101 excludes from GI death benefits received as life insurance proceeds.

3. Life insurance policies can be divided ito three basic categories:

a. term

i. term policies only provide insurance coverage for a stated period; the insured acquires no cash value while the policy is in force.

b. endowment

i. endowment policies provide two types of coverage

1. if the insured lives for a certain period of time they will receive a predetermined sum at the end of that period

2. if the insured dies before becoming entitled to receive the policy benefit, a beneficiary will receive a predetermined death benefit.

c. whole life

1. whole life polices acquired a cash value, however, more of the premium goes toward purchasing a death benefit than does te endowment policy.

d. §101(a) exclusion applies to all three; if however, the policyholder lives to see the endowment policy mature, or if he cashes in a whole life policy, the tax consequences are substantially different and may be governed by §72.

e. if certain requirements are satisfied a terminally ill or chronically ill individual may exclude the proceeds of a life insurance contract, even though they are not paid by reason of death as otherwise required by §101; page 145

4. Problems: p. 146; 3-9
d. Scholarships and Fellowships -- 146

a. Code: §117

b. Reg:  Prop. Reg. §1.117-6(b)-(d)

2. §117 permits individuals who are degree candidates at an education a institution to exclude from GI the value of scholarships and fellowship grants, including amounts received for certain incidental expenses.

ii. Scholarship v. Disguised Compensation

1. Prop. Reg. §1.117-6 provides some guidance in defining scholarship or fellowship grant:

a. A scholarship or fellowship grant is a cash amount paid or allowed to, or for the benefit of, an individual in pursuit of study or research.

2. 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.  T/f as scholarship or fellowship grant condition upon either past, present, or future teaching, research, or other services by the recipient represents payment s for services.

3. Bingler v. Johnson:  distinguished between  grants that were “relatively disinterested, ‘no strings’ educational grants, with no requirements of any substantial quid pro quo from the recipients” and “bargaining for payments given only as a ‘quo’ in return for the quid of services rendered.

a. Scholarship for employee’s only; a Phd in a certain field and work for Westinghouse.  

i. Holding:  no exclusion b/c this is compensation dressed up as a scholarship 

4. It is all about substance rather than form!

5. Problems: p. 153; 3-10, 3-11, 3-12, 3-13
e. Employee Benefits

i. Introduction:

1. The code affords preferential treatment to many benefits conferred by employers on employees.  Items excluded from GI included meals and lodging (§119), employer provided life insurance and health insurance (§79, §106).

2. The code provides for the exclusion form gross income of any fringe benefit that qualifies as an employee benefit at no additional cost to the employer, and employee discount, a working condition fringe, a de minimis fringe, a transportation fringe, or a moving expense reimbursement (§132).

ii. Meals & Lodging 

a. Code: §107; §119(a), (b), (d)

b. Reg: §1.119-1(a),(b), (c). (f)

2. §119 permits employees to exclude the value of means and lodging furnished by an employer when those benefits satisfy two conditions, they must be provided:

a. for the convenience of the employer, & 

b. on the employer’s business premises

3. Reg. §1.119-1(a)(2) states that “meals furnished by an employer w/out charge to the employee will be regarded as furnished for the convenience of the employer if such meals are furnished for a substantial non-compensatory business reason of the employer”

4. Reg. §1.119-1(b):  in order to meet this requirement, the taxpayer must “be required to accept the lodging in order to enable him properly to perform the duties of his employment.  Also, if the lodging is excludable then the meals not paid by the employee are not includable too.

5. The key is that meals and lodging are not includable in GI when they are provided for the convenience of the employer rather than the benefit of the employee.  T/f they are not compensation and then not GI.

a. groceries; p. 156

6. Commissioner v. Kowalski (1977):  Meal money is not governed by §119, b/c meal money is not the same as food, its money.  This is not the same as supper money which can be excluded from GI.  see note 15, p. 159

7. Adams v. United States (1978):

a. In order to qualify for the exclusion of §119, each of three test must be met:

i. The employee must be required to accept the lodging as a condition of his employment;

ii. The lodging must be furnished for the convenience of the employer; &

iii. The lodging must be on the business premises of the employer.

b. in Adams, this was given the o.k. but is very iffy 

c. Ascher says:  “business premises” is a vague word

8. Problems: p. 168; 3-14, 3-15, 3-16, 3-17, 3-18
iii. Cost for Employee Life & Health Insurance

a. Code: §79(a), (c), (d)(1)-(2); §106(a)

b. Reg: §1.79-1(a), §1,79-3(a) to (d), §1.61-2(d)(2)(ii), §1.106-1

2. Employee Life Insurance

a. Congress has excluded from GI amounts paid by the employer for such insurance.  §79(a) excludes the cost of up to $50,000 of group term life insurance from an employee’s GI; the cost of any additional term life insurance is includable.

b. §79 only applies to group term life insurance, any premiums that the employer pays for endowments or whole life policies are includable in the employee’s GI

3. Employee Health Insurance

a. Usually, employer contributions to health or accident plans are excluded for the employee’s GI by §106.

b. The amount under §79 must be included in GI if the employer’s group term life insurance plan discriminates in favor of key employees.

4. Problems: p. 170; 3-19, 3-20
iv. Other Employee Fringe Benefits p. 171

a. Code: §132(a)-(f), (h), (j)(1)

b. Reg. §1.132-6; §1.132-2, §1.132-3(a) & (b), §1.132-5(a), §1.132-6, §1.161-21(a), (b)(1), (2), (3).

2. §132 provides that GI does not include any fringe benefit that qualifies as a:

i. no-additional-cost service, 

ii. qualified employee discount,

iii. working condition fringe,

iv. de minimis fringe,

v. qualified transportation fringe 

vi. qualified moving expense reimbursement, or 

vii. on-premises athletic facilities.

b. Non-cash forms of compensation that do not fall within one of the statutory categories must be included in the employee’s GI.

c. see page 172

3. §132—Statutory Criteria for Excludable Fringe Benefits

a. No-Additional-Cost service fringe benefits (§132(a),(b)):  include 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.

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

b. NACSFB exclusion is subject to two conditions

i. a non-discrimination requirement and 

1. self explanatory

ii. a line of business limitation

1. to be excludable, a service must be 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.

2. Reciprocal arrangements are permitted allowing the employees of one employer to qualify for the no-additional-cost exclusion for benefits provided by an unrelated employer, as long as:

a. both employers are in the same line of business,

b. both employers are parties to a written reciprocity agreements, &

c. neither employer incurs any substantial additional cost

iii. see page 173 for examples

c. Qualified Employee Discounts

i. An employee discount is defined as “the amount by which:

1. the price of the property or services are provided to the employee by the employer is less than

2. the price at which such property or service are being offered by the employer to customers” §132(c)(3)

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

iii. §132(c)(1)(B):  a discount cannot exceed 20% of the price of the employers customers

iv. §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 w. the employer’s cost for the merchandise

v. Also subject to the:

1. non-discrimination 

2. line of business

d. Working Condition Fringe Benefits p. 174

i. §132(d) defines a working condition fringe as “any property or service 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 or §167.

e. De Minimis Fringe Benefits

i. §132(e):  defines a de minimis fringe benefit as any property or service the value of which is so small that accounting for it is made unreasonable or administravatively impractible.

ii. de minimis is subject to non-discriminatory policy only for eating facility fringe benefits, other de minimis fringe benefits may, however, be bestowed discriminatly

f. Qualified Transportation Fringe

i. §132(f):  defines this category as including employer-provided commuter trasportation, transit pass, or qualified parking.  Ceilings are imposed on the amounts that will qulify for exclusioin; these are limited to:

1. $60 per month for commuter transportation and transit passes, and

2. $155 per month for parking.

g. Qualified Moving Expense Reimbursement

i. §132(g):  excludes from GI the amount of moving expense paid by the taxpayer’s employer.  

1. Moving expenses are defined as:

a. The reasonable cost of moving household goods and personal effects from the former residence to the new residence to the new residence and

b. The reasonable cost of traveling (including lodging) from the former residence to the new residence.

h. On-Premises Athletic Facilities

i. §132(j)(4):  specifically excludes from GI the FMV of on-premises athletic facilities for employees if substantially all of the use of the facility is by employees and their spouses and children.  The exclusion does not apply to country clubs or athletic facility memberships, unless the facility is owned and operated by the employer and satisfies the other requirements for exclusion.

1. the non-discrimination policy does not apply to the athletic facilities exemption

i. p. 172 “supper money” – congress allows this “occasionally”

4. Problems: p. 180; 3-21, 3-22
f. Compensation for Personal Injuries and Sickness

a. Code: §104(a)(1)-(3), §105(a), (b), (e), (h)(1), (2), (7), §106(a)

b. Reg: §1.104-1(a) to (d), §1.10-2, §1.61-14(a)

2. §104, §105, §106 interact to prescribe the tax effects of compensation received due to personal injuries and illness.  

a. §104 excludes from GI amounts received on account of personal injury or illness, regardless of whether they are revived through workers’ compensation, accident or health insurance, or civil suit.

b. §104(a)(2) GI deduction for all injury except for punitive, medical expense you have already deducted.

c. §104 and §105(a) deny an exclusion for amounts received through accident or health insurance to the extent that:

i. the amounts are paid by the taxpayer’s employer or 

ii. the amount are attributable to contributions by the employer that were not includable in the employee GI

d. see illustration p. 182

3. Problems: p. 187: 3-24, 3-25
g. Other Miscellaneous Exclusions

a. Code: §103, §86(a) to (c)

ii. Tax-exempt Interest

1. §103(a):  interest earned on state and local bonds are excluded from GI

2. see p. 195

iii. Social Security

1. §86: limits the blanket exclusion for SS in cases where the recipient’s income exceeds a statutorily designated amount

2. Look at §86(a)(2) from §86(a)(1)—

a. A/B amount = §86(c)(2)

iv. Ascher says that §86 will always be chnging

1. Problems: p. 199: 3-28
IV. Choosing the Proper Taxpayer

a. Assignment of Income—Services

1. Code: §61, §73

ii. The Concept of Income Splitting

1. If income is taxed to the person whose services or property created it, the taxpayer will pay tax at the rate that Congress ahs decided reflects the proper social burden for a particular level of income.

2. Lucas v. Earl (1930) p. 215

a. K b/w husband and wife ½ of what husband earns is instantly property of wife; this is b/f the joint return (this was so they could take income from the higher taxpayer and give it to the lower taxpayer), t/f the total tax is less, this is achieved by treating ourselves as community property.

b. Justice Holmes that it was a good K and legitimate, however, for tax purposes the SC disregarded the K.

c. a test from Lucas, it is not the person who receives the income but the person who controls the earning of the income

3. general rule: from Lucas v. Earl, is that income is taxed to the one who earns it—it is easy to state but not always easy to apply; p. 217

a. this is very hard to rectify;

i. for example:  if a lawyer earns $100K for a firm, but is only paid $50K?  should he report that on GI?  No, the firm has the ultimate direction and control

4. remember:  you cannot escape the tax system even with the most skillfully devised plan

5. Ascher says:  you have no prospect to divert your income (you cannot even assign yourself to a trust [Vnuk v. Commissioner (1980)])—it was decided that Vnuk himself was the one who earned & controlled the income, t/f he should pay the taxes; you cannot separate the fruit from the tree!

6. Vnuk v. Commissioner

a. ask: “who has ultimate direction and control over the earning of the compensation” :

i. 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

iii. Shifting Income by Gratuitous transfer: p. 218

1. Teschner v. Commissioner (1962): this is one of the very rare holes in the income shifting net.  Dad wins and designates daughter and cannot get the money.  

a. does Dad get any benefit?  Maybe psychic, but the court held since the dad never had possession he could not have t/f disposed of what he did not have.  T/f not going to be considered dad’s income.

b. is the gift going to be taxable to the daughter?  The court says yes, however, it is a gift and a gift is not GI.

iv. Shifting Income by Compensatory Arrangement: p. 224

1. Fritschle v. Commissioner (1982)

a. mom puts kids to work, but takes the cash, when the IRS comes looking mom says that it’s the kid’s money.

b. the IRS says that mom had control over disposal and was the facilitator and t/f it is to be included in her GI

i. this is to be contradicted to the law firm example on page 217

v. Shifting Income to a Related Corporation: p. 227

1. Johnson v. Commissioner (1982):

a. Johnson has offshore companies who he contracts out his professional services to and those companies will pay him a certain amount of money for the rest of his life (shell corp).

b. p. 228 two part test; Lucas v. Earl reveals two necessary elements before the corporation, rather than its service-performer employee, may be considered the controller of the income:

i. the service-performer employee must be just that—an employee of the corporation whom the corporation has the right to direct or control in some meaningful sense, &

ii. there must exist b/w the corporation and the person or entity using the services a K or similar indicium’s recognizing the corporation’s controlling position

c. in the Johnson case the court blows over 1, b/c the key is to look at 2; so if you are going to do this keep it clean with the corporation

2. Ascher says:  the key to doing this is to keep up pretenses and put on a good show

3. Problems: p. 230; 4-1, 4-2, 4-3
vi. Assignment of Income—Property

1. Code: §102, §1015(a)

2. Reg: §1.102-1, §1.61-9(c)

vii. Appreciated Property Transferred by Gift

1. §1015 sets forth the rules for determining the B for property acquired by gift, embodies a legislative exception to the assignment of income doctrine for gifts of appreciated property.  Under §1015 a donee assumes the donor’s B, 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 their choice.

a. p. 231

viii. Transfers of Income from Property: p. 232

1. Helvering v Horst (1940)

a. Dad gave the interest coupons but not the bond that they came from.  And Scalia said that (top p. 235) “the power to dispose of income is the equivalent of ownership of it.”  

b. Basically, the court imputed the realization on the father even thought the coupon had not matured b/c of the exercise of dominion over the interest in giving it to his son.

c. remember: you cannot separate the fruit from the tree 

d. you can give the tree away with the fruit and then there would be no taxable GI on the donor and it would be a gift to the donee under §102 and §1015

ix. Property and Income Transfers Compared: p. 236

1. Moore v. Commissioner

a. Given the interest not the property, t/f he had to pay tax

i. GI = interest

x. Substance v. Form Analysis: p. 238

1. Salvatore v. Commissioner:

a. you have to give the tree away while the fruit is still green

b. when you K for the sale of the ripened fruit, assignment has already attached, see p. 238

2. Applestein v. Commissioner (1983)

a. when the shareholders sign off on the deal the fruit has ripened

b. p. 239, Court Holding Co. v. Commissioner

i. substance over form

xi. Dividends on Stock: p. 242

1. Who is taxable on dividend?  Ask what is the record date?  If you transfer b/c the record date then its ok; if you transfer after the record date then assignment of income will bite

2. Reg. §1.16-9(c), look up

xii. Assignments of Income for Consideration: p. 243

1. Seems to have been skipped!

xiii. Unearned Income of Children under Age Fourteen: p. 246

1. The tax reform act of 1986 basically disrespect the separate taxpayer status of children for earned income.

2. §1(g)

a. for non-earned income; the G taxes you at your parents marginal tax bracket

3. Ascher asks: what if you parents are divorced?

4. unearned income of children 14 and up is taxed at the child’s marginal tax rate

5. Problmes: p. 247; 4-4, 4-5
xiv. Below-Market & Interest Free Loans

1. p. 248

2. Interest-free Loans as an Income-shifting Device

3. please note:  I was absent on the day that this material was covered up until the next section iv (Divorce & Alimony)

4. In reponse to the ease with which interest free loans were being used to circumvent assignment of income principles, Congress enacted §7872.

a. the tax treatment of below market interest rate loans to the employee is usually traced to J. Simpson Dean v. Commissioner (1961), but became moot when spanked by §163(h)[making personal interest no longer deductible] and §7872

5. Must read p. 250, Joint Committee on Taxation, Explanation of the Tax Reform Act of 1984

xv. The Mechanics of §7872

1. Code: §7872(a)-(f)

2. Reg: §Prop. Reg: §1.7872-1, §1.7872-2, §1.7872-4

3. The first step in statutory analysis is to determine whether the transaction is a loan.

a. The proposed Reg defines a “loan” as: 

i. 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 retransferred to the owner or applied accordingly to an express or implied agreement with the owner (§1.7872-2(a)(1).

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

4. The second step is to determine whether the loan is below market loan.  This focus on whether or not the loan is a term loan or a demand loan.

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

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

5. §7872(c) then determines whether it is the  type of a below market loan to which §7872 applies.  There are six categories of §7872 loans:

i. gifts

ii. compensation related loans

iii. corporations shareholder loans

iv. tax avoidance loans

v. 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 or the borrower and 

vi. qualified continuing care facility loans

6. if §7872 applies, consider whether an applicable de minimis exception exempts the loan for the coverage of §7872, there are two:

a. gift loans

i. gift loans are exempted if 

1. the aggregate outstanding amount of the loans b/w the lender and the borrower does not exceed $10K &

2. the loan proceeds were not used by the borrower to purchase or to carry income producing assets

b. compensation related and corporation shareholder loans are exempted 

i. for any day on which the aggregate outstanding amount of the loans b/w lender and borrower do not exceed $10K and 

ii. if the principle purpose of the loan was not tax avoidance

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

a. See page 261 for the break down of the mechanical application of §7872 and example.

8. Kta-Tator Inc. v. Commissioner (1997): p. 262

a. See in book

9. Problems: p. 265; 4-6, 4-7, 4-8
xvi. Divorce & Alimony—page 266

1. Code: §71, §215, §1041(a)-(c)

2. Reg: §1.71-1T, §1.1041-1T

xvii. Alimony versus Property Settlements

1. if you have an amicable divorce, you can screw the G with a good property settlement.

a. §71 requires that alimony be considered GI of the recipient and permitting a corresponding deduction by the payer to the extent that the amount was included in GI by the recipient (§215) 

b. §71(b) reg. for alimony

c. §71(f): no front loading to cover as property settlement

d. §10411(a) transfer b/w spouses pursuant to divorce is not realized as a realization event, the G will wait

xviii. Tax Reform Act of 1984 & 1986

1. To qualify as alimony or separate maintenance payment, the payment must be:

a. in cash; 

i. §71(b): and or made on behalf of the payee; and do not have to paid directly to the payee

b. made pursuant to a divorce or separation instrument that does not specifically provide that such payment is not includable in GI to the payee and is not allowable as a deduction to the payer;

i. §71(b)(2): defines divorce or separation agreement as:

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

2. a written separation agreement, or 

3. another decree requiring a spouse to make payments for the support or maintenance of the other spouse

4. w/out the written instrument, no dice

5. §71(b)(1)(B): allows spouses to not count alimony as alimony

ii. b/w spouses who are not members of the same household at the time payment is made; &

1. §71(b)(1)(c): no shacking up, however, §71(b)(2)(B): requirement of separate households applies only to cases in which parties are legally separated under a decree of divorce or separate maintenance.  T/f if no final decree has been entered b/w the parties, the payments may be alimony, despite the same household.

iii. subject to discontinuance on the death of the payee spouse.

1. §71(b)(1)(D), no disguising property settlements as alimony

iv. In addition, §71(f) was added to the four as another means of preventing an installment property settlement from being disguised as alimony.

v. §71(c): no child support

2. Problems: p. 273; 4-9
V. When is Income Subject to Taxation? p. 275

a. General Principles

1. Code: §441(a)-(e), (g); §446(a)-(d); §448(a); §451(a)

2. Reg: §1.446-1(a)(1) to (3), (c), (d)

ii. Timing is huge:

1. rates may change from year to year; deductions and exceptions may change, t/f there may be huge difference b/w what you pay from year to year

2. your filing status may change

3. substantive rules of the tax code may change

4. time value of money

iii. § 441(c) & §451(a) are central to the timing of GI.  These provision constitute two of the three pillars of tax accounting:

1. the annual accounting period (generally a 12 month period), &

2. the permissible methods of tax accounting

3. the third pillar, consisting of relief provisions, ameliorates the inequities that may result from the interaction of the rigid annual accounting concept and the progressive rate structure of federal income tax.

a. these relief provisions include statutory and judicial rules, such as installment sale reporting, et operating loss carryovers, and non-recognition

b. Annual Accounting Period

i. §441(c): defines the annual accounting period in which a taxpayer regularly computes income in keeping his records.  The annual period becomes the taxpayer’s taxable year and may be either a calendar or fiscal year.  

1. a calendar year commonly used by individual taxpayers is the 12 month period ending on December 31

2. a fiscal year, more used by business, is the 12 month period ending on any month other than December.

a. w/ a fiscal year the accounting needs to be filed in 4 months, 15 days after the fiscal year ends (§60-72(a))

3. Reg: §1.451-3:  in some instances, such as a long term construction contract, income and expenses may be reported under either the completed contract method or the percentage of completion method.

4. §172:  permits business losses (net operating loss) to be carried back two years and forward 20 years permitting current losses to be deducted form income arising in the earlier or later period.

5. the claim of right doctrine:

a. when a taxpayer reports income in one year and in the next determines that they had no right to the payment and is required to repay the money.

b. The court in United States v. Lewis (1951), stated that the previous years was not to be disturbed but the new year allowed a deduction for the money repaid.

6. Problems: p. 277; 5-1, 5-2
c. Tax Accounting Method: p. 277

a. Note: when someone does when someone dies you have three taxpayers:

1. the deceased

2. the estate

3. the widow/heirs

ii. the second pillar of tax accounting, the permissible methods of tax accounting, is conceptually more difficult than the annual accounting concept.

1. §446(a):  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.

2. §446(c) enumerates the permissible methods of accounting: 

a. cash method

b. accrual method, or

c. other methods approved by the code 

i. such as installment reporting and long-term contracts

iii. Cash method taxpayer report income in the taxable year in which the actually or constructively receive an item of income in the form of cash (or its equivalent), property or services.

1. Actual Receipt:  poses few interpretive problems; it requires the physical acquisition and unrestricted use of the item.

2. Constructive receipt is more complex b/c it does not require physical acquisition.

a. Generally, income is constructively received in the year in which an item is credited, set apart, or otherwise made available to the taxpayer.  This keeps taxpayers from deferring and turning their backs on constructive income.

3. Cash Equivalency Doctrine:  requires that promissory notes or other contractual obligations received as consideration by cash method taxpayer must be analyzed to determine whether they have a readily ascertainable FMV.

a. Obligations with a readily obtainable FMV are included in a cash method taxpayer’s GI, those who don’t are not generally recorded do not include.

4. the rules governing an accrual method requires that income be reported in the year in which

a. all events have occurred that fix the right to receive the income &

b. the amount of such income can be determine with reasonable accuracy

iv. Ascher Aside:

1. See Horning Case, p. 287; Horning did not receive the vette until he drove it away

2. When you make the decision to not get the check, that makes it constructive

3. Even if you cannot deposit the check, it is constructive receipt

4. §1.451-2(a):  see the first sentence, Ascher says super important:  Basically if you could have gotten it, then its included in you GI

5. §1.446-1(c)(2): used if you are using inventory, tax accountants seem to feel this is more accurate.

6. §1.446-1(c)(ii):  the all events test, all the events have occurred which make you entitled to the income

a. example:  you get $1 when you climb a pole, when you get to the top, GI.

7. §1.446-1(c)(ii):  also, you must have amount certainty, same thing with deductions; you can get things when you are owed/incurred them

a. not when they are paid.  The accrual method is not as important for this class

8. Constructive Reciept on page 286 is very important.

v. Relief Provision: p. 278

a. put in place to alleviate an extra heavy tax year

2. §453: installment reporting, it may be used in deferred payment sales of property in lieu of either the cash or accrual methods.

a. The operative measure is §453(c); which 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.

3. Open transaction reporting method:

a. Judicially created

b. May apply to either cash or accrual method taxpayers, except when the consideration received has no readily ascertainable FMV.

i. example:  contracts and claims to receive indefinite amounts of income such as a percentage of future earnings

c. when open transaction reporting applies , the transaction is held “open” until the taxpayer first recovers their basis in the property sold and then reports income when and if receipts exceed the B in the property sold and then reports income when and if receipts exceed the basis in the property transferred.  T/f open transaction reporting permits the deferral of income until basis has been completely recovered.  In contrast, installment method reporting permits the deferral of income and the pro rata recovery of basis as payments are received.

d. Cash Method of Accounting

a. Cash method of accounting generally requires income to be reported in the year in which money or its equivalent , property, or services are received. 

i. §448 precludes certain taxpayers from using the cash method

ii. Cash Equivalency

a. Code: §446(c), §451(a)

b. Reg: §1.446-1(c)(1)(i), (d); §1.451-1(a)

2. §1.446-1(c)(1): cash method tps are required to include in GI the receipt of cash and items other tan cash, such as tangible and intangible property and services.

3. Cash Equivalency doctrine addresses the problem of determining which items should be included in GI for the cash method taxpayer—that is what items are in GI.

a. Tangible property: = FMV

4. The criteria for determining whether a note or contract right is a cash equivalent is not well settled.

a. most common test:  could the taxpayer readily convert the debtor’s obligation into cash in established financing markets (Western Oaks Building Corp. v. Commissioner(1986))

b. ask? is it readily marketable?

5. Cowden v. Commissioner states that: an obligation is a cash equivalent:

a. the obligor is solvent, 

b. there is an assignable and unconditional promise to pay, not subject to set-offs, &

c. the obligation is of a type normally transferable to lenders at a discount not substantially greater than the prevailing premium for money.

6. Problems: p 285; 5-3
iii. Actual and Constructive Receipt

a. Code: §446, §451(a)

b. Reg: §1.466-1(c)(1)(i), §1.451-1(a), §1.451-2

2. §1.451-2(a): constructive receipt occurs when income is credited w/out restriction, set apart, or otherwise made available to the taxpayer.  The regulation establishes items over which they have sufficient control to compel payment even though they may not yet have actually received payment.

3. §1.451-2(a) also provides that constrictive receipt may only arise when there are not substantial limitations or conditions on the taxpayer’s right to bring the funds w/in their control.  See page 287 for example.

4. In addition to considering whether there are “substantial limitations” or “restrictions” on the right to receive an item, judicial and administrative rulings have limited the application of the doctrine by considering:

a. the debtor’s ability to pay, 

b. whether the amount of the obligation is fixed or ascertainable, &

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

e. Judicial Exceptions Postponing Inclusion: p. 343

1. Security Deposits, Options, etc.

ii. Security Deposits: p. 344

1. they are not usually considered GI for the recipient b/c the SD is not subject to the control or disposition of the recipient.  T/f since it can be made to be paid back, it should be placed in escrow and not included into GI until such time as it become the sole possession of one party or another.

2. However, there are cases where a SD is placed in an account for non-payment of rent, in that case, Ascher says it is a purely line drawing issue and may be sometimes considered GI (Gilken Corp. v. Commissioner).

3. If you have a security deposit that is for possible non-payment of rent, you need to make sure that you pay interest so it has the characteristics of a loan.  p. 345

4. In characterizing a SD, it is important to look to the nature of the taxpayer’s protected interest.  A SD protects the taxpayer’s interest in the property, while prepaid rent protects the taxpayer’s income from the property.

5. Commissioner v. Indianapolis Power & Light Co. (1990)

a. In economic terms, to be sure the distinction b/w a loan and an & advance payment is one of degree rather than one of kind. p. 347

b. If something resembling a SD is commingled, make sure you pay interest, no interest and commingled with the private property of the recipient then that can be used to imply control (commingling alone is not really enough), which is the major factor in determining whether or not the money as a SD or an advance payment.

6. Problems: p. 350; 5-13
iii. Options: p. 351

1. In an option purchase K, the option grantor (the payment receiver) nor the option holder (the payment maker) experiences any resulting tax consequences at the time the option is purchased.  The grantor generally defers income until either the option holder exercises the option or allows it to lapse, whichever comes first.

2. Straight Options

a. The 4th circuit in Va. Fe & Coal & Coke v. Commissioner, the rule that straight 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 actual received.

3. Lease/Option

a. Basically, in a lease/option, the option represents a larger piece of the economic contribution to the sale of the property, than does a straight option.  Especially, when the optionee gets to use the property during the time the option is commenced.  In these situations if the option is exercised, the option amount usually represents the purchase amount and the seller has effectively deferred taxable income for the period of the lease option. (Ktchin v. Commissioner (1965)), p. 352

b. These are then rightfully characterized as rental income.

4. Problems: p. 355; 5-14
f. Deferred Payment Sales of Property: p. 355

1. 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

2. there are three ways to report deferred payment sales:

a. closed transaction reporting

i. §1001 & 453 respectively

b. open transaction reporting

i. is a judicial creation of limited application

c. installment reporting

ii. Closed Transaction Reporting: p. 356

a. Code: §1001(a) – (d)

b. Reg: §1.1001(a)

2. as a general rule, GI includes all income derived from any source, including gains from dealings in property

a. 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

b. 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.  In this, a taxpayer generally recognizes gain to the extent the amount realized exceeds the A/B of the property sold

c. §1001(b): for the cash accounting method, items are included in GI when cash or its equivalent, services, or property is actually or constructively received.  If a promissory note is considered “property received” then the taxpayer must determine the FMV of the note and include that value in the amount realized.  However, using this method may create a tax liability which exceeds the amount of cash on hand at the time.

3. Warren Jones v. Commissioner (1975) [11th Cir]

a. this case pisses all over the tax courts interpretation of the cash equivalency doctrine, [p. 359 n. 4]

b. the court said that the down payment was includable in GI; and the FMV of the note today was also includable;  the note was worth 133K and the FMV of the note was 117K subject to a 40K encumbrance (you had to put of 40K to ensure the note), t/f the note had a FMV 76K, which had to be included in GI

4. §15a.453-1(d)(2)(ii),(iii):  “receipt of an installment obligation shall be treated as a receipt of property, in an amount equal to the FMV of the installment obligation, whether or not such obligation is the equivalent of cash”—this kills cash equivalency!

a. this was admittedly harsh, but the court said that is what we have §453 (installments) for!

5. Problems: p. 362; 5-15
iii. Open Transaction Reporting: p. 363

a. Code: §1001(a) to (c)

b. Reg: §1.1001-1(a)

2. If a purchaser’s obligation does not have a specific face amount ad may be incapable of valuation, in such “rare and extraordinary” cases, open transaction reporting may be permitted.

3. Ascher says: everyone always tries to find a way to make this work and it never does

4. In these limited situations 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 B as a table gain in the year received.  Open reporting permits a total deferral of gain until B has been completely recovered.

5. Burnet v. Logan (1931)

a. the petitioner decided to sell mineral rights and claimed that the FMV was for royalties for an unascertainable time, horseshit; these people could have sold their mineral rights/royalties for a prices, t/f giving them the requisite FMV 

6. §15a.453(1)(d)(2)(ii),(iii): basically on a fixed $ transaction, you are never going to get an open transaction

a. only when you have payment for a contingent where FMV is hard (not reasonably ascertainable) will you get an open transaction

7. Problems: p. 365; 5-16
iv. Installment Reporting: p. 365-385

a. Code: §453(a)-(g), (i); §453B(a), (b); §1001(c), (d); §1041(a)

b. Reg: §15A.453-1(a), (b)(1) to (3)(i), (c)(1) to (2)(i), (3), (4), (d)(1) to (2), (e)(1)

2. the most widely used deferred payment reporting method is §453, installment reporting.

3. instead of taking basis all at once as is done in closed transaction, installment method does it on a pro rata basis

4. installment sale reporting is designed to:

a. to relieve taxpayers form 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 &

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

5. §453 automatically applies unless the taxpayer elects out

6. procedure:

a. as payments are collected, the seller treats a portion of each payment as a return of B and a portion as income.

7. the mechanics of §453(c), which divides payments b/w income and return of B, require the identification of three items:

1. payments received in a taxable year;

2. gross profit

3. total contract price

8. Formula:

a. 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).  Gross profit generally equals the selling price minus the A/B of the property sold.  T/f income to be recognized form an installment sale is computed each year as follows:

i. income recognized = payment x (gross profit/total contract price)*

1. *(gross profit/total contract price) = Gross profit percentage

2. see page 366 367 for examples

9. §453A(a)(1): Congress thought that too much of a good thing was bad, so in certain cases if the face amount of all installment obligations exceeds 5,000,000 bones, an interest charge is imposed on the differed tax liability.

10. Problems: p. 375: 5-17
v. Note on Disposition of Installment Obligations: p. 375

1. §453B: if you dispose of your note early, the G is going to tax you on the note in line with the acceleration of your receipt

2. upon the disposition of an installment obligation, gain or loss is recognized to the extent of the difference b/w the B in the obligation and either:

1. the amount realized in the case of satisfaction at other than face value or a sale or exchange, or 

2. the FMV of the obligation at the time of any other distribution, transmission, or disposition

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

i. See page 376 for an example

3. United Surgical Steel Co. v Commissioner (1970)

a. did petitioner “dispose of” installment obligations during its taxable year?

1. the respondent “pledged” his installment sale as collateral as a loan, and states in opposition to the G assertation that a “pledge” does not fall into §453B’s “otherwise disposed of” category—the court says that this is a loan in form as well as substance and is not a sale of the collateral and, t/f is not governed by the provisions in §453B

ii. the court says that this is a loan, however, Ascher says that it is closer than that; 

iii. Congress comes back and gets §453A to get you when certain transactions are of a certain size

4. Problems: p. 381: 5-18
vi. Note on Installment Sales of Encumbered Property: p. 381

1. if encumbered property is sold on the installment method and the purchaser assumes or takes the property subject to the debt, application of general mechanics of §453 does not result in taxation of all the sellers inherent gain (see page 381 for example); t/f the Regs (§1.453-4(c) & Temp Reg §15.453-1(b)(3)) prevent this potential underreporting of gain through two adjustments:

1. one to the contract price and 

2. one to year of sale payments, based on the relationship b/w the seller’s A/B and the mortgage

b. two situations may occur:

1. the debt assumed does not exceed the A/B, or

a. in this situation, one adjustment is necessary; the total K price is reduced by the amount of the qualifying indebtedness assumed

2. the debt assumed exceeds the A/B

a. in this situation, where the debt relief exceeds the A/B, two adjustments are required:

i. the total contract prices is reduced by the amount of the qualifying indebtedness not in excess of the A/B; &

ii. qualifying indebtedness exceeding the A/b is treated as a constructive payment in the year of sale

b. §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; excluded from the definition of qualifying indebtedness are any obligations of the seller functionally unrelated to the acquisition, holding, or operation of the property (e.g. the taxpayer’s medical bill) and any obligations related to the disposition of the property (e.g. the legal fees).

i. see page 382 for example

ii. must see page 382 for example and illustration and see note on 10/17 for further information; very important information to understand

2. Problems: p. 383; 5-19, 5-20, 5-21
g. Non-Recognition of Gross Income: p. 385

1. although tax principles typically require gain to be recognized whenever there is a realization event, taxation of such realization gain may be deferred under various statutory non-recognition provisions.  Non-recognition provisions do not permanently exclude gains and losses from taxation; they merely defer the timing of their inclusion by requiring that the B of the property be adjusted to reflect the taxpayer’s unrecognized gain or loss on the property disposition.

2. note: installments are not considered non-recognitions but they are put right before them in the book

ii. Like Kind Exchanges

i. Code: §1031(a)-(d), §453(f)(6)

ii. Reg: §1.1031(a)-1; §1.1031(b)-1; §1.1031(b)-2; §1.1031(d)-1; §1.1031(d)2; §1.1031(j)-1(a), (b)

2. this is not a sale, no sale!

3. if §1031 applies, it applies, no election, you are stuck with it!

a. §1001(c) provides a general rule requiring recognition of any gain or loss realized on the disposition of property

b. §1031 provides an exception to this rule by permitting the exchange of qualifying, like-kind property w/out the immediate recognition of realized gain or loss.  In effect, §1031 temporarily defers taxable gain from GI and defers the recognition of losses that might otherwise reduce the taxable income w/ regard to a specific type of property disposition.

4. There are two important policies underlying §1031:

a. a taxpayer who continues an investment in newly acquired property that is of a like kind to the property the taxpayer transferred has not changed the economic substance of ownership;

b. b/c 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.

5. Three strict requirements must be met in order to qualify for §1031:

a. Both the property given and the property received must be held for “productive use in trade or business or for investment.

i. Thus the exchange of one’s personal auto will not qualify

b. The transaction must qualify as an exchange as distinguished from a ale and purchase; in an exchange, property is transferred in return for other property.

i. Thus if the taxpayer sells qualifying property and immediately reinvest the proceeds in other qualifying property the exchange requirement is not met

c. The properties exchanged must be of like kind

i. Reg §1.1031(a)-1(b) state that the term like kind refers to the “nature or character of the property and not to is grade or quality”

1. example: real estate = real estate, regardless of the grade or quality

2. §1.1031(a)-2(b)(1) establishes detailed rules for compliance with the like kind standard as regards to depreciable tangible property held for productive use in a business and intangible property, also includes personal property

ii. §1031 non-recognition need not apply to all parties to a transaction; whether a taxpayer meets the requirements of §1031 is determined solely in regard to that taxpayer

6. Click v. Commissioner (1982)

a. Does exchange of farmland for two residential properties, cash, and a note qualify for non-recognition under §1031?

b. first, Click deals with the question of whether or not this property was held with the intention of investment and it was decided no, see page 389

i. it was clear from the facts of the case that the land was for the kids

1. Ascher says: that with some tweaking, there could have been a change in the outcome

c. second, §1031(a)(1) says an “exchange” of property, well in Click there was cash and a note; however, §1031(b) allows you to have “boot” that will be taxable, but it will not taint the rest; need to see and read §1031(a) & (b)

iii. Note on the B of Acquired Property: p. 390

1. §1031(d): if §1031 applies to an exchange, the taxpayer’s B in the newly acquired property is determined by reference to the B of the property they exchanged; as a result of §1031(d) B mechanism, recognition f the inherent gain or loss in the property transferred is deferred until a subsequent taxable disposition of the acquired property.

a. see page 390 for example

2. A different situation arises when, in addition to receiving qualifying like kind property, the taxpayer also receives money or other property.  If non-qulaifying property (called 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.  This is a logical result b/c there has been a partial change in the substance of the taxpayer’s ownership as well as the cashing in of their investment.

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

4. 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 B b/w those properties.

a. see page 391 for example

5. Exchange of Encumbered Property: p. 391

a. When exchanging encumbered property, the taxpayer continues to use the same formula for determining their new B.  Debt incurred in the exchange is treated as cash paid, while debt relieved in the exchange is treated as cash received.

i. see page 391-392 for good examples

6. Please see §1031(j): Exchanges of Multiple Properties (this come up from problem 5-22(e))

7. Problems: p. 397; 5-22, 5-233, 5-24
iv. Involuntary Conversions: page 399

1. §1033(a): when your property is destroyed, stolen or seized, w/out the non-recognition protection of §1033, gain realized as a result of the involuntary conversion of property would be recognized, despite the involuntary nature of the event.  

2. §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.

a. Direct conversion into other property, or

i. w/ direct conversion, non-recognition is mandatory

b. In direct conversion, reinvest the proceeds from the conversion

i. w/ indirect conversion, non-recognition is elective

1. the election in an indirect conversion can be made in the year of the conversion or in the year of the replacement, w/ failure to elect resulting in the recognition of realized gain (§1.1033(a)-2(c)(2), (3)).

c. an indirect conversion into qualified property must be by purchase.

d. §1033(a)(2)(A)(ii): provides that a taxpayer is considered to have purchased the property if, but for §1033(b), the unadjusted B of the property would be its const.  

e. T/f the acquisition of replacement property by gift or by another transaction resulting in a B other than cost wouldn’t qualify under §1033

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

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

i. business or trade use real property

ii. §1.1033(g)-(1)

iii. this like kind standard is more strict than §1031

4. §1033(a)(2)(B) requires generally that the replacement property be purchased by the taxpayer-owner within a period:

a. beginning w/ the date of the disposition of the converted property by destruction, theft, condemnation, etc., or the date on which the condemnation or requisition was fist threatened or became imminent, whichever  is earlier; &

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

i. For 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)

5. the B of replacement property received in a qualified transaction is determined under §1033(b).

a. §1033(b)(1) provides that if the property is converted directly into qualified replacement  property, the B 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 any gain recognized or decreased by the amount of loss recognized.  P. 401 for example

b. §1033(b)(2), the B 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.

i. if two or more replacement properties are purchased, the total B must be allocated amount the properties in proportion to their respective replacement cost. see p. 401 for example

6. Liant Record v. Commissioner (1962)

a. Test: there is a single test to be applied to both users and investors, i.e., a comparison of the services or uses of the original and replacement properties to the taxpayer-owner.

i. example: if the taxpayer is an owner and uses the condemned land for one purpose and the replacement property for another that is not ok, where as if the taxpayer is a leasor and leases the condemned property for one purpose and the replacement property for another, that is ok? p. 403

1. Ascher does not seem to buy this argument much

7. Rev. Ruling 76-319:  is a bit embarrassing in its seriousness, a bowling alley with a lounge is not the same as a pool hall with a lounge; what assholes

8. there are difference b/w §1031 and §1033:

a. first difference: §1033 can involve cash outs

b. second difference: §1033 non-recognizes gain only

c. third difference: §1033, the cash out if not mandatory

9. Problems: p. 404; 5-25
v. Sale of Principle Residence: p. 405

a. Code: §121(a), (b), & (c)

2. §121: is not a non-recognition provision, but it used to be §1034 (p. 405), but that was repealed and liberalized §121

3. Ascher says: this should have could have  been with page 194 (misc. exclusions)

a. This is exclusion and always pick exclusion, but why is it here?

4. Current requirements of §121

a. taxpayer must have used house as principle agreement for the last 2/5 years

b. gain exclusion cannot be > 250,000 bones, unless married then you double it

c. you can get it approx. 1 time every 2 years

5. B is computed by taking and adding the basis of the homes over the years with improvements and such would be appropriately added to the B.

6. see p. 407, examples and such

7. Problems: p. 407; 5-26, 5-27
**

VI. Deduction for Trade or Business Expenses

a. In General:

i. Business expenses are deductible (§162); personal expenses are not (§262)

ii. In practice, determining which expenses are deductible is largely a matter of matching them to deduction-granting Sections in the Code, but in interpreting those sections one must also understand the source and the general policies underlying the congressional decision to grant each specific deduction.  Courts view congressional decisions to treat an expenditure as deductible as a matter of legislative grace.  T/f, deductions are narrowly construed and only those items that qualify as one of the specific, statutorily authorized deductions may be deducted from GI in calculating AGI or from ADI in calculating taxable income.

iii. The biggest and most important distinction are those items that are to be deducted when calculating GI (above the line) and those that are to be subtracted from AGI (below the line)

iv. Important note:  §62 does not grant anyone a deduction—it is only a discriminator of which deductions will be above the line and those that will not be above the line.  You have to find a provision in the code that actually grants the deduction.  

v. So here’s how it pans out:

Gross income

Minus “good” deductions (i.e., § 62)

Adjusted gross income

Minus “bad” deductions (no provision collects them all)

Taxable income

vi. You’d rather be an above the line deduction.  If you take the standard deduction, then your itemized deductions are worthless to you.  It’s an either/or proposition.  To the extent that you take the standard deduction, all the itemized deductions in the world don’t do you any good.  (See page 413).    

b. Adjusted Gross Income: p. 412

i. Code: §62(a)

ii. Reg: §1.62-1T(a); 1.162-17(a)-(c)

iii. §62: AGI is defined as GI minus the deductions specified by §62.

iv. 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.

v. note: under §62(a)(1), non-employees may deduct all business expenses other than those arising under §211 - §219, on the other hand, §62(a)(2) allows employees only to deduct business expenses that have been reimbursed by their employer.  Moral: it is much better to be an employer than an employee.  

1. aside: §62(a)(2)(B); applies to performing artist who may deduct any §162 business expense in arriving at AGI

vi. good synopsis of the amount calculation on page 414

c. Statutory Requirements for Business Deductions: p. 415

i. Code :§162(a); §212; §262; §263(a); §263A(a)-(c), (h)

ii. Reg: §1.162-1(a); §1.162-4; §1.262-1(a), (b); §1.263(a)-1(a), (b); §1.263(a)-2

iii. §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.  This is the “mother of all deductions.”

1. this is the big net that is cast out to the business end, yet excluding the personal

2. §162 applies three criteria for deductibility:

a. the item must be ordinary and necessary,

b. the item must be incurred in a trade or business, &

c. the item must be an expense rather than a capital expenditure

i. this is very important, the distinction b/w an expense and a capital expenditure!

iv. §162(c): illegal bribes, kickbacks and other payments are codified b/c they are against public policy

d. Ordinary and Necessary

i. §162(a): an expense must be ordinary and necessary in the taxpayer’s particular trade or business.

1. Ordinary:  has the connotation of normal, usual or customary.  To be sure, an expense may be ordinary thought it happens but once in a lifetime

a. Would Warren Buffet spend the money for a good faith business reason to make a buck?

2. Necessary: merely requires that the expense be appropriate and helpful in the taxpayer’s business.  (Commissioner v. Tellier (1966)) p. 416

a. Would Warren Buffet spend the money for a good faith business reason to make a buck?

b. Note: “necessary” is very broad.  The Tellier court wasn’t kidding when it said “appropriate and helpful.”  Suppose an IBM employee has a hangnail.  He didn’t get it from his job.  Nonetheless, it is “appropriate and helpful” to IBM’s business for a company doctor to fix the hangnail.  Otherwise, the guy’s productivity will decrease.   

3. courts usually look harder at the ordinary standard than they do to the necessary standard

ii. Trebilcock v. Commissioner (416).  May petitioner deduct as an ordinary and necessary business expense the money paid to a preacher who conducted prayer meetings, ministered to petitioner and his employees, and conducted various business-related tasks?  Basically no.  Almost all of the stuff he did – e.g., prayer meetings, etc. – was personal in nature.  Therefore, we invoked § 262, which prohibits the deduction of personal expenses.  The preacher did a few odds and ends that were business related, so petitioner can take a § 162 deduction for the portion of the salary related to those odds and ends, but that’s it.   

1. Ascher offers a way to distinguish Trebilcock.  The Trebilcock company was a real penny-anty operation.  You can’t turn your family operation into a tax shelter.  Maybe the Tax Court really thought that this was about the taxpayer’s personal problems, i.e., that he wasn’t doing it for his employees.  To the extent that’s true, the Tax Court is right.  

2. The Trebilcock court may have not focused on the appropriate issue; instead of looking at ordinary and necessary in the typical sense, look to see who is receiving the benefit of the activity in question.  If it is the employer- taxpayer, then it should probably not be a business expense; if it is for the benefit of the employees, there should be some consideration for innovation and creativeness of a employer

a. GM hypo: if you had a bunch of religious men to improve productivity, then you would probably get a deduction.

3. Problems: p. 419; 6-1, 6-2, 6-3, 6-4
e. Incurred in a Trade or Business (as opposed to “an income producing activity”)

i. Generally, two problems arise under §162’s trade or business requirement:

1. the taxpayer’s activities must constitute a trade or business, not merely investment activity; &

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

ii. Commissioner v. Groetzinger (419).  Is a full-time gambler engaged in a “trade or business”?

1. Test of whether or not someone is in a trade or business: is the activity pursued

a. full time?

b. in good faith?

c. w/ regularity?

d. for a livelihood?

e. and not as a mere hobby?

2. in this case, §165 allows for a deduction for “wagering losses” which are limited to the amount of “wagering gains,” however, §62 says that these are below the line and, t/f subject to be cut, whereas if they are adjudicated to be expenses incurred in a trade or business, then they are above the line.

iii. What about expenses incurred by a job seeker?  Do they count under §162? (are they incurred in a trade or business?)

1. critical in answering this: does the job seeker have an existing trade or business?

a. basically, you can deduct expenses incurred in seeking a job in the same trade or business (even if you are unsuccessful)

i. this come from RR 75-120

b. this does not include looking for initial employment or employment in a new trade or business  (Will there be a “substantial difference” b/t the old and new employment? – Evans.)

2. see p. 428 for example

3. Problems: p. 428; 6-5
f. Current Expenses versus Capital Expenditures (See C, 333 for a great intro.)

i. §162 requires that to be currently deductible an item must be an expense as opposed to a capital expenditure, t/f expenses may be currently deductible under §162, whereas deductions for capital expenditures must be postponed at least partially to future taxable years.

ii. §263 & §263A prohibit a current deduction for capital expenditures even if they are ordinary and necessary and incurred in a trade or business

1. §263(a)(1) & (2) state: 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 thereof for which an allowance is or has been made”; also, the acquisition of “machinery and equipment, furniture and fixtures, and similar property having a useful life substantially beyond the taxable year (§1.263(a)-2(a))

a. e.g., you can’t deduct your new building as a current expense.  You can still deduct it, but you just have to do it much more slowly through depreciation/amortization.  

2. §263A provides that capital expenditures include the cost of real or tangible property produced by the taxpayer

iii. Exs. of hard core current expenses: salaries, copy paper, pencils, FedEx charges, rent, electric bill

iv. Exs. of hard core capital expenses: GM’s new factory, a new bulldozer, a new crane, a new assembly line, a new computer, a baseball player with a 7-year K – basically anything with a useful life beyond a year.  

v. Two sloppy rules for distinguishing b/t current expenses and capital expenditures:

1. Does the thing have a useful life substantially longer than the end of the taxable year?  § 1.263(a)-2(a).

2. Is the thing you purchased a permanent improvement or betterment designed to increase the value of the property?  (E.g., putting an assembly line in your factory.)

vi. Problems w/ characterization:

1. Capital expense v. Capital expenditure 

a. go to §162: if it is an expense, then it is deductible now; if not, go to §262 (personal expenditures): if it is a personal expenses, not deductible - go to §1016 and increase B; if it is not a personal expense, go to §263 and see if it is a capital expenditure

b. for example: is the replacement of a warehouse roof a repair (deductible as a current expense) or a capital improvement (which must be capitalized and deducted over the life of the asset)?  §1.162-4 attempts to answer this question by permitting a current deduction for;

i. 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 operation condition . . . provided the B of the property is not increased by the amount of such expenditure

ii. basically, if the expended cost (roof) either materially adds to the value of or substantially prolongs the useful life of the property, it is a capital expenditure

c. §1.263(a)-2(a): “cost of acquisition, construction or erection of buildings, machinery and equipment, furniture and fixtures, and similar property having a useful life substantially beyond the taxable year.”

i. this is sticky, b/c lawyer’s fees, etc are going to be considered capital expenditures

d. Commissioner v. Idaho Power (431).  IP is using trucks and bulldozers to build assets that will have useful lives of 40+ years.  IP is depreciating the trucks and ‘dozers over 5 years.  The FG comes in and says that IP should be depreciating the trucks and ‘dozers not over 5 years but, rather, over 40 years.  If you’re using the trucks to build an item with a 40 year useful life, you should depreciate the trucks over 40 years.  Sct. Agrees with FG.  

i. Ascher says this is right: why should we allow them to deduct quickly stuff that is recoverable slowly?   

2. Problems: p. 446; 6-6, 6-7
g. Specific Categories of Business Expenses:
i. Business Travel
1. Code: §62(a)(1), (2); §162(a)(2); §262; §274(c), (m)(3), (n)
2. Reg: §1.162-2, §1.262-1(b)(5)
3. §162(a)(2): permits a deduction for travel and travel-related expenses incurred in a trade or business
4. in order for travel deduction must an expense must have three characteristics:
a. the expense must be:
i. for travel or be travel related (including meals and lodging),
ii. incurred in pursuit of the taxpayer’s trade or business, &
iii. incurred while away from home.
1. other than those that are lavish and extravagant under the circumstances
b. Conversely, §262 expressly precludes a deduction for expenses (including travel) that are personal in nature
ii. Commuting Expenses: p. 448
1. Commuting expenses: are always personal, unless you are commuting from one job to another

2. Commissioner v. Flowers (448)

a. Business did not require that the lawyer keep homes in two cities it was a personal choice.  T/f it was not incurred in pursuit of a trade or business, t/f no deduction.

3. The Flowers prohibition against deducting commuting expenses has even been applied to cases where housing was not available with the proximity of the taxpayer’s job site.  White (448).  

4. Narrow Exceptions: p. 449

a. Exception for commuting incurred in transporting job-required tools to and from the workplace.  Such tools must be ordinary and necessary to the taxpayer’s pursuit of his job.  Fausner.  

b. Exception for expenses incurred when taxpayer is traveling b/w two or more places of employment.  Rev. Rul. 55-109.  

5. Problems: p. 450; 6-8, 6-9, 6-10

iii. Travel Away from Home

1. to deduct §162(a)(2) expenses, the taxpayer must satisfy three requirements:

a. Ordinary and necessary expense

b. Incurred in a trade or business

c. While traveling away from home
i. although the full deduction of travel and lodging expenses are deductible, only 50% of meal expenses are (§274(n))

2. When a person is “away from home” is determined by 2 rules:

a. “sleep or rest” rule: if you’re home in your own bed that night, you didn’t need “sleep or rest” during your travel, so you’re not in travel status.  Therefore, you can’t deduct the cost of that hot dog you ate for lunch.  United States v. Correll (451).

i. Note: Rev. Rul. 75-170.  RR employees forced to take breaks, but their breaks don’t correspond with the rising and setting of the sun.  IRS rules, however, that these employees nonetheless may deduct the cost of their meals and lodging at remote terminals.  The period for sleep or rest need not be an entire 24-hour day or overnight.  It’s enough that the taxpayer can’t be expected to complete the trip without obtaining substantial sleep or rest.    

b. the “temporary and indefinite” rule

iv. Business/Pleasure Travel (A CLE in Southern France)

1. Primary Purpose test: §162 provides that on trips in which the taxpayer engages in both business and personal activities, transportation cost to and from the destination will be deductible only if the primary purpose of the trip is business.

a. the primary purpose of the trip is to be determined by §1.162-2(b)(1); 

i. In some ways, a 50% rule.  But time is not determinative.  We’re ultimately looking at facts and circumstances to assess the pleasure-to-pain ratio.  

b. if the primary purpose of the trip is pleasure, no transportation cost will be allowed even if business is conducted in some capacity,

c. Even if you blow the primary purpose test, a deduction may be allowed for travel expenses other than transportation costs (such as food (subject to §274(n)) and lodging) on days devoted to business; (§1.162-2(b)(1)).

i. see page 455 for example

2. Foreign Travel: p. 455

a. §274(c) restricts §162(a)(2) when mixed business and pleasure trips take place outside the US; however, foreign travel must still meet §162 primary purpose test, otherwise, none of the travel cost are deductible

b. Exceptions to §274(c) application to foreign travel:

i. §274(c) applies only if:

1. 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) §1.274-4(c) or

2. 25% or more of the time outside the US is devoted to non-business activity.

c. §274(c) states:

i. transportation cost incurred for foreign business travel are to be allocated by reference to the number of days devoted to business and personal activities (on a pro rata basis)

1. for the purposes of §274, a day is devoted to business if the taxpayer’s principle activity during the hours normally appropriate for business is related to the taxpayer’s trade or business.

d. §1.274-4(d)(2)(i) states: travel days are considered to be business days if the taxpayer can establish that they were traveling in pursuit of trade or business.

3. Spousal Travel on Business Trips: p. 456

a. §274(m)(3) states:

i. no deduction shall be allowed for travel expenses of a spouse, dependent, or other individual who accompanies the taxpayer unless:

1. they are an employee of the taxpayer

2. the travel is a bona fide business purpose, &

3. the expenses must otherwise be deductible

ii. if any of these three things is not met, then none of the expenses of the spouse are deductible

4. Problems: p. 457; 6-11
v. The Tax Home Doctrine: p. 457

1. In Correll, the issue was how short of a period of time you could be away from home and be in travel status.  Now we’re turning to the other extreme and asking how long of a period of time you can be away from home and still be in travel status.  We know how long the window must be open for travel status: long enough to require sleep or rest.  But how long can it stay open?  

2. temporary v. indefinite travel

a. “temporary or indefinite” rule: when a taxpayer is away for an indefinite period of time, traveling expenses non-deductible b/c it becomes more reasonable for the taxpayer to move their home near the new place of employment.  Kroll v. Commissioner (458).

3. The Commissioner has developed a number of presumptions to be used in determining whether a taxpayer is away from home for a temporary or an indefinite period:

a. Rev. Rul. 60-189.  If the actual and anticipated stay are both greater than 1 year, there’s a presumption that the stay was indefinite, and your travel expenses are non-deductible.  

b. Since this Rev. Rul. was issued, we’ve had an amendment.  §162(a)(2): provides that in any case where the 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.  In other words, now it’s a rule, not just a presumption.  

4. §162(a)(2): considers “home” to be:

a. regular or principle (if more than one regular) place of business, or 

b. if no regular or principle place of business, your regular place of abode in a real and substantial sense

c. if neither a or b, taxpayer is considered an itinerant and “home” is any place they work.

i. The idea that your tax home is your principle place of business is very firmly imbedded.    

1. Hantzis (462).  HLS student clerking in NYC.  Husband working in Boston.  She claims she’s in travel status and, thus, all her expenses are deductible.  Court says get lost.  If you’re going to be running two houses and claim travel status, you’d better be able to demonstrate a business connection to the home you’re away from (in this case, the home in Boston).  A husband back at the home in Boston is personal, not business.  Therefore, you can’t deduct your travel expenses.   

5. Problems: p. 469; 6-12; 6-13
vi. Entertainment Expenses: p. 470

1. Code: §162(a); §274(a), (d), (l), (n)

2. Reg: §1.274-2(a) – (d); §1.274-5T(a)-(c)

3. §162 is still the operative provision; it must be met before you go to §274;

a. Even if you get to §274, §274(n) creates a 50% ceiling on the deductions

4. §274(d): if you do not have the papers to prove the entertainment expenses, forget it.

a. §274(d)(1): no traveling to entertain

5. to be deductible, entertainment expense must be:

a. §162: ordinary and necessary; and

b. §274(a): must meet one of two tests:

i. directly related to the active conduct of the taxpayer’s business, or

1. directly related has three requirements (1.274-2(c)(3)):

a. 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 and entertainment; the taxpayer is not required to show that the intended benefit actually resulted

b. the taxpayer must actively engage in a business discussion, negotiation or some other bona fide business transaction during the entertainment

c. 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 §1.274-2(d)(3)(i)

ii. associated with the active conduct of the taxpayer’s business

1. associated with has one requirement

a. entertainment must precede or follow a substantial, bona fide business discussion.  §1.274-2(d).

i. does not require more time spent on business than on entertainment; business must be the principal aspect of the combined activity

ii. purpose of the business discussion must be to obtain income or some other specific business benefit

iii. Unlike directly related to, 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.  (Same day is sufficient; but if not, the facts and circumstances must be good §1.274-2(d)(3)(ii).)

6. if the deduction is permitted, only amounts allocable to the taxpayer and person closely connected with the taxpayer and the persons w/ whom the taxpayer conducted the business during the entertainment may be deducted

7. §1.274-2(c)(4): generally, an entertainment expenditure may be deemed directly related to the active conduct of the taxpayer’s business only if the entertainment occurred in a business setting.

8. §1.274-2(c)(7): if the entertainment expenses are incurred in surroundings in which there is little or no possibility of engaging in business discussions, the expenses will not qualify as directly related.

a. these are places with substantial distractions

i. i.e. strip clubs

9. Walliser v. Commissioner (1979): p. 473

a. Good will hunting won’t cut it for directly related to.  Good will hunting will cut it for associated with, but the problem is that Walliser didn’t link up his good will hunting with anything substantive.  Good will hunting will only work for associated with if you link it up with a hard core business deal.  

vii. Entertainment Facilities: p. 477

1. Any items of personal or real property owned, rented, or used by a taxpayer for an activity normally considered to be entertainment.  E.g., yachts, hunting lodges, fishing camps, etc.  

2. §274(a)(3): no deductions permitted for expenses relating to most entertainment facilities.  In addition, dues or fees to social, athletic, or sporting clubs or organizations are not deductible.  

viii. Substantiation Requirement and the 50% Limitation: p. 478

1. §274(d): if the taxpayer does not adequately substantiate travel, entertainment, or business gift expenses the entire claimed amount will be disallowed.

a. to meet this requirement, the taxpayer must produce adequate records or sufficient corroborative evidence showing (§1.274-5T):

i. the amount of the expense

ii. the time and place of the event giving rise to the expense

iii. the business purpose of the expense

iv. the business relation ship b/w the taxpayer and the person benefited by the expense

1. credit card receipts will not do

2. Problems: p. 480; 6-14, -6-15, 6-16
ix. Business Meals: p. 481

1. Code: §119(a), §162(a), §262, §274(n)

2. Reg: §1.162-17(a)

3. Sharply distinguish this from meals we’ve already considered.  That delicious AA dinner on your flight to Cincinnati when you’re in travel status is a travel expense, not a “business meal.”  A “business meal” is what you have when you’re at home in Dallas.  You’re not claiming you’re away from home; you’re claiming that you have to eat the meal for business purposes.  

4. Requirements for the Deduction: p. 484

a. Sutter v. Commissioner (1953)

i. You can deduct the amount that is “different from or in excess of” the amount you would normally spend.  If you typically go to McDonald’s for lunch but have to go to Louie’s 106 for business purposes, you can deduct the entire cost of the lunch at Louie’s (not just the difference b/t the McDonald’s cost and the Louie’s cost).  But note: you’re only taking 50% of that entire cost.  § 274(n).    

b. Moss v. Commissioner (1985) p. 485.  

i. §119: excludes meals provided for the employer’s convenience, however, they must be on the employer’s premises, t/f no dice

ii. §162(a): allows all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business, but it must be while away from home, t/f no dice

iii. Even assuming it was necessary for Moss’s firm to meet daily to coordinate the work of the firm and lunch was the most convenient time, it doesn’t follow that the expense of the lunch was a necessary business expense.  The members of the firm had to eat somewhere, and the place they picked was close by and cheap.  They don’t claim that they incurred any greater expense than they normally would have had there been no lunch meetings.  The situation might have been different if circumstances were such that they had to eat at a disagreeable restaurant or one that was vastly more expensive than what they normally would have selected.    

5. Amount of the Deduction: p. 489

a. §274(n): only 50% is deductible

6. Problems: p. 4 89: 6-17
x. Educational Expenses: p. 490

1. Code: §162, §274(h), (m)(2), (n)

2. Reg: §1.162-2(d), §1.162-5

3. §162(a) controls, plus §1.162-5(a) adds some requirements for educational expenses

a. §1.162-5(a): educational expenses are deductible as ordinary and necessary business expenses only if the education either:

i. maintains or improves skills required by the taxpayer’s employment or other trade or business, or

ii. meets express requirements imposed by the employer or applicable law or regulation, as a condition of retaining the taxpayer’s established employment relationship, status, or rate of compensation

1. However, even if these two requirements are met, a deduction will be disallowed if the expense is incurred to:

a. meet the minimum educational requirements of the taxpayer’s employment or other trade (see below), or

b. is part of a program of study qualifying the taxpayer for a new trade or business (§1.162-5(b))

4. Education v. Personal Expenses: p. 490

a. people try to pass off conventions and seminars (vacations) as educational expenses

i. §1.162-2(d): conventions—is there a “sufficient relationship” b/w the convention and the trade or business?

1. 2 standards for whether or not convention is deductible:

a. referral standard,

i. the taxpayer claims deductibility for activities that generate business

b. agenda standard

i. focuses on the relationship of the agenda for the seminar or conference to the taxpayer’s trade or business, both to subject matter and time allotted to actual business

b. Even if a deduction for a convention is allowed, travel expenses are still to be tested under §1.162-2(b)(2)

i. §1.162-5: the convention regulation qualifies as deductions only expenses for meals, lodging, registration, and materials—educational expenses

ii. §274(n) still spanks meals, and §274(h) is stricter in the convention and international context

5. family vacations are not educational expenses (Hilt v. Commissioner)

6. §274(m)(2): no deduction for travel as education

7. Problems: p. 492; 6-18, 6-19, 6-20
xi. Minimum Educational Requirements: p. 492

1. §1.162-5(b): does not allow deductions for educational expenses that enable the taxpayer to meet the “minimum educational requirements for qualification” in a trade or business.  The big difference in allowance and not is—no for “meet,” yes for “maintain.”

2. Wassenaar v. Commissioner (1979): p. 493.  Guy denied a deduction for LLM expenses.  Went straight from law school to get the LLM.  

a. Couldn’t have been required by his employer – he didn’t have one.

b. Couldn’t have been designed to improve his skills – he’s not a lawyer.

i. contrast this case with Ruehmann v. Commissioner (p. 496).  If you want an LLM, it’s a far better plan to get admitted to the bar and practice for a few years, then go get the LLM.     

3. In addition to disallowing a deduction for costs of minimum educational requirements, the Regs. prohibit deduction of expenditures made by an individual for education which would lead to qualifying him in a new trade or business.  § 1.162-5(b)(3)(i).      

4. Problems: p. 498; 6-21, 6-22, 6-23
h. Depreciation and Cost Recovery: p. 504

i. Code: §167(a); (c)(1); §168(a)-(e)(3); §179;  §197(a)-(d); §263(a); §280F(a), (b)

ii. Reg: §1.167(a)-1, (a)-3, (a)-10, (b)-1, (b)-2, (g)-1; §1.168-(d)1(a)-(b); PReg §1.197-2(a)-(b)

1. Expenditures for tangible or intangible property that will be used for more than one year and incurred in production income are classified as capital expenditures.  If you’ve made a capital expenditure for use in a trade or business or for production of income, you can’t deduct that capital expenditure, but you can depreciate it.  §§ 167, 168 allow depreciation of trade or business/production of income expenses.  

a. § 167 has been around for a long time, but it doesn’t apply that frequently any more.  It does, however, continue to control property placed in service b/f 1981.  

b. § 168 is used much more often.  This is the “fast depreciation” provision, i.e., ACRS; it automatically applies to everything put in service after 1981 unless you elect out of it.  If people can write off stuff more quickly, they’ll go out and buy new equipment more often.  This juices the economy.  

i. Note that ACRS trashes two old problems: 

1. salvage value: you can recover your entire cost, even if you know that the asset will actually have a salvage value

2. useful life: § 168(c) arbitrarily assigns a useful life to every kind of property.  Congress got tired of arguing about what constitutes useful life.   

2. Depreciation is a way of deducting, over the period of the asset’s useful life, a slice of the loss in value that’s occurring each year as the asset is being worn out.  

3. Note: land is never depreciable b/c it has an unlimited useful life.    

iii. Straight Line Method

1. Annual SL Dep. = (A/B of asset – Salvage Value) / Useful Life

iv. Double declining balance method

1. Double the rate of SL depreciation.  

v. The Accelerated Cost Recovery System: p. 508

1. §168!

2. §168(b)(1)(b): allows switch to straight line method when straight line method will yield a bigger deduction.

a. see page 511 for example

3. Classes of Property: p. 509 & §168(e)(3)

4. note: page 511

a. once a taxpayer determines that property is subject to §168, the provisions are mandatory unless straight line method is elected under §168(b)(5)

5. Simon v. Commissioner (1995)

a. Test for depreciation: will property suffer exhaustion, wear and tear, or obsolescence in its use by a business.

vi. Mixed Assets--§280F

1. What if a computer, car, or airplane is purchased and used for both business and personal purposes?  Mixed-use property must be predominately used in a qualified business to be entitled to ACRS – i.e., its business use must be greater than 50%.  § 280F(d)(4)(A) tells you what “listed property” is.  If listed property is not used at least 50% for business purposes, there are two penalty provisions:

a. § 280F(b)(1).  You’re demoted from fast ACRS to alternative depreciation under § 168(g).  In addition, you can’t qualify for § 179 expensing.  But Congress wasn’t satisfied with just penalizing the under-50% business use, so it enacted the luxury car provision as well.

b. § 280F(a).  Even if you’re using your luxury car more than 50% in a trade or business, Congress is going to cap the amount of deductions you can take under ACRS.  See § 280F(a)(1)(A).   

vii. Problems: p.528; 6-27, 6-28
i. Limitations on Business Expenses

i. Code: 280A(a) – (c)(1)

ii. §280A does not grant any deductions but is more disqualifications of §162.  If and only if you’ve satisfied § 162 can you attempt to run the § 280A obstacle course.  §280A doesn’t give you anything; it’s just a disallowance rule.  

1. 4 exceptions however permit deductions incurred for certain:

a. home offices,

b. inventory storage

c. rental, & 

d. day care

iii. §280A does not limit those deductions that are allowable w/out reference to §162 such as interest expenses (§163) or taxes (§164)

iv. To qualify for home office deductions, the taxpayer must fit into one of three categories (§ 280A(c)(1)):

1. Principal place of business.  E.g., if I work for Fulbright, I’m already hosed in this regard b/c that big ass building on Ross Ave. is my principal place of business, not the study where I do some of Fulbright’s work.

2. Place for meeting with clients in the regular course of business.  If you work for Fulbright, meeting clients at your house will not be the “regular course of business,” so you’ll be hosed here.  

3. Separate structure.  E.g., guest quarters turned into an office.      

a. Note: even if you can cram yourself into one of these three categories, if you’re an employee, the home office must be for the convenience of the employer.  See flush language of § 280A(c).  Is Fulbright likely to testify to the Tax Court that my home office is for their convenience?  Not hardly.  

v. Soliman.  Disallowed a home office deduction for a doctor who practiced at several hospitals but was not provided office space at any of the hospitals.  Although he used a room in his home exclusively to perform administrative and management activities related to his medical practice, the Sct. upheld the IRS’s position that the “principal place of business” for the taxpayer was not the home office b/c the taxpayer performed the “essence of professional service” at the hospitals.    

1. Congress changed the statutes to be more taxpayer friendly.  §280A is amended to specifically provide that a home office qualifies as the “principle place of business” if:

a. the office is used by the taxpayer to conduct administrative or management activities of a trade or business, and 

b. there is no other fixed location of the trade or business where the taxpayer conducts substantial administrative or management activities of the trade or business.

i. But note: the deduction will be allowed for a home office meeting this 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.  

ii. The fact that a taxpayer also carries out administrative or management activities at sites that are not fixed locations of business such as a car or hotel room will not affect the taxpayer’s ability to claim a home office deduction.

iii. If a taxpayer cannot meet the two requirements then they may be able to still claim a deduction under the principle place of business.

2. Problems: p. 533; 6-29, 6-30, 6-31
VII. Capital Gains & Losses: p. 539

a. Ascher’s intro.

i. § 165(c).  This is the pink elephant in the bedroom.  You’ll look at the 1200’s and think you have a deductible loss.  But look at § 165(c).  If you’re an individual, you only get to deduct three kinds of losses:

1. losses incurred in a trade or business

2. losses incurred in a transaction entered into for profit (stock loss on a .com)

3. losses incurred in a casualty

ii. When dealing with capital gains problems, the first thing we have to do is figure out what the hell a capital asset is.  

1. § 1221 helps in this effort: property held by the taxpayer, whether or not connected with a trade or business.  So my house is a capital asset.  If I sell it at a loss, I’ve got a capital loss; but I can’t deduct it b/c of § 165(c).  

2. But note: “capital asset” does not include certain types of property held by the taxpayer:

a. Inventory (the bag of chips at the store)

b. Real property or depreciable personal property held in the trade or business 

i. Note: § 1221(1)-(8) excludes other things from capital gain treatment.  However, 
iii. The second thing we have to do is figure out whether we’re dealing with a short or long terms capital asset.

1. Go to § 1222(1)-(4) and paint by numbers.  It’s a one-year test.  If you’ve held it for more than one year, LT; if less, ST.  

iv. The third thing we ask is what is the net STKL/STKG?

1. Look at § 1222(5) et seq.  

v. The fourth thing we ask is what is the net LTKL/LTKG?

1. Look at § 1222(5) et seq.

vi. The fifth and final thing we care about is what is a net KG?

1. Look at § 1222(11).        

b. Three step process in determining the nature of property gains and losses under the present taxing structure:

i. Characterization Phase

1. this phase employs three important statutory schemes:

a. the definition of a capital asset

b. the sale or exchange requirement

c. the taxpayer’s holding period in the capital asset that is sold or exchanged

ii. Re-characterization Phase

1. considers several specific statutory exceptions that serve to prevent unduly favorable tax treatment resulting form the application of the general capital gains rules

iii. Netting Phase

1. §1222 requires the netting of capital gains and losses, which may lead to the unfavorable limitation rules reserved for capital losses (§1211).

iv. It is important to note that the role of §1211 on capital loss limitation is to allow or disallow deductions from GI.  The deduction for capital losses is an AGI deduction under §62(a)(3).  As with other AGI deductions, code sections other than §62 must be consulted to determine the rules for their deductibility.

c. Mechanics of Capital Gains and Losses: p. 542

i. Code: §61(a)(3), §62(a)(3), §165(a) – (c), (f), §1202(a) – (d); §1211(b),  §1212(b), §1222

ii. Statutory Overview:

1. §62(a)(3) which authorizes a deduction from GI for losses from the sale or exchange or property, however, go to §165 which adds requirements to capital loss deductibility, not present for capital gain inclusion

a. for inclusion all you have to have is recognition and realization, 

b. for deductions you need recognition, realization and allowability, p. 543

i. §165(c) allows losses for “individuals” only if they arise in a trade or business (§162), a production of income activity (§212), or from a casualty loss (§165).

ii. t/f losses from such things as money on a car is not deductible

iii. Definitions and Netting Rules: p. 543

1. §1222(5)-(11): Provide the bulk of the netting rules (see below)

iv. Capital Loss Deduction:

1. §1211(b): provides the rules for the maximum capital loss deduction in a particular taxable year

a. you need to divide its application into two parts

i. all capital losses can be deducted to the extent of all capital gains

ii. “plus” applies only to the portion of capital losses that exceed the total amount of capital gains; the applicable limitation (that is, amount deductible) is the smaller of 

1. 2000 or

2. the excess of capital losses over capital gains (p. 544)

v. Carryover of Capital Losses

1. §1212(b) permit capital losses to be carried forward

2. Problems: p. 545; 7-1, 7-2, skip 7-3
d. §1221 Capital Asset defined

i. Code: §1221, §1235(a), (b)

ii. Reg: §1.1221-1(a)-(d)

iii. §1221 broadly defines capital asset as property held by the taxpayer (whether or not connected w/ his trade or business), subject to the excluded items in §1221(a)(1)-(8).

1. Exclusions are listed in §1221(a)(1)-(8)

iv. note:  there is a big difference b/w capital asset (§ 1221) and a capital expenditure (useful life of greater than 1 year; can’t deduct unless under § 179).

v. Capital assets are the things, sale of which at a gain, may yield preferential gain treatment under § 1(h), and, sale of which at a loss, may yield ordinary loss treatment.  

1. §1221(a) defines capital asset and it specifically states that it does not include—

a. §1221(a)(2): property, used in a trade or business, of a character which is subject to the allowance for depreciation provide in §167, or real property used in trade or business (which is capital expenditure)

vi. Property Held Primarily for Sale: p. 548

1. §1221(a)(1); property held primarily for sale has spawned much litigation

2. in notes: test for §1221(a)(1); 

a. property held primarily for sale

b. to customers 

c. in the ordinary course of business

3. United States v. Winthrop (1969) p. 550

a. Ascher says that he does not care for this b/c it is so fact specific

b. pretty much made moot by §1237

c. Were the sales of these lots “in the ordinary course of a trade or business”?  This turns on whether the sale or exchange was a routine transaction in the course of the taxpayer’s everyday affairs.  Court holds that the lots were primarily held for sale in the ordinary course of business (“sale was the prime purpose of the holding and the sales were made in the ordinary course of the taxpayer’s business”) and, therefore, weren’t capital assets.  See § 1221(a)(1).     

i. Lists factors for deciding whether or not the property is primarily for sale in a trade or business:

1. the nature and purpose of the acquisition of the property and the duration of the ownership;

a. the longer you’ve held it the more likely it appears that you are in business

2. the extent and nature of the taxpayer’s efforts to sell the property

3. the number, extent, continuity and substantially of the sales

4. the extent of subdividing, developing, and advertising to increase sales

5. the use of a business office for the sale of the property

6. the character and degree of supervision or control exercised by the taxpayer over any representative selling the property, 

7. the time and effort the taxpayer habitually devoted to the sales

4. Note on Liquidation of Investment Doctrine

a. Holds that 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.  

i. Note: you can stretch this.  Say you hold land, and you’re selling it off drip by drip, but you’re doing it at a small enough volume that the amount of overall income you get from the land sales is small relative to the income you get from your day job.  You can still get liquidation of investment treatment and, thus, K gains treatment.  

5. Suburban Realty Co. v. United States.  Suburban sells some tracts of land.  Argues that the profits from the sales should be subject to K gain treatment.  IRS says get bent.  

a. Court says we need to look at the 1221(a)(1) factors:

i. Was the taxpayer engaged in a trade or business?

1. Here, was Suburban in the real estate business?  Yes, b/c there sales of land were “continuous and substantial.”  

ii. Was the taxpayer holding the property primarily for sale?

1. Here, why did Suburban hold this land?  Even though Suburban may have initially acquired this property with investment intent, one’s intent can change.  The fact that Suburban engaged in continuous sales of land indicated that its initial investment intent switched to a sales intent.  

iii. Were the sales conducted in the ordinary course of the taxpayer’s business?

1. Here, did Suburban make these sales in the course of its real estate business?  Yes: “history and chronology here combine to demonstrate that [taxpayer] did not sell his lots as an abnormal or unexpected event.”

b. Thus, Suburban’s profits from these sales should be treated as ordinary income under the § 1221(1) analysis.  

vii. Non-Statutory Analysis: p 566

1. Corn Products Refining Co. v. Commissioner.  The company needs a lot of corn, but it only has room for a few days’ supply.  To protect against fluctuations, it buys corn futures.  The company sells some of these futures at the end of the year.  Does this give rise to K gain treatment?  Court says no: b/c the corn futures were acquired in the company’s trade or business, their disposition gives rise to ordinary income.    

a. At the time, § 1221(a)(7) wasn’t there.  Nowadays, this section would knock out a Corn Products fact pattern straightaway.    

2. Arkansas Best v. Commissioner.  Co. is acquiring bank stock, presumably for a business reason.  The company ends up selling the bank stock for a loss, so it wants ordinary loss treatment.  It argues Corn Products: since we acquired this stock in our business, we ought to be able to deduct it as an ordinary loss.  Court rejects: 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 petitioner 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.       

3. B/c of Corn Product and Arkansas Best, in 1999 Congress enacted §1221(a)(6)-(8) to take care of this type of problem

4. Problems: p. 576; 7-4, 7-5, 7-6
e. Sale or Exchange Requirement: p. 577

i. Code: §1001(a), (b), (c), §1222, §1234(a)

ii. Reg: §1.1001-2(a), (b); 1.1002-1

iii. the “sale or exchange” requirement for capital gain or loss characterization is statutorily embodied in §1222; §1001(a) contains similar language, requiring a “sale or other disposition” b/f or gain or loss may be realized.  But § 1222 is a higher standard.  

iv. Point of all this: not all sales or other dispositions that realize gain or loss will qualify as capital gain or loss.  Even if you’re dealing with admittedly capital assets, their dispositions won’ t necessarily qualify you for capital treatment.   

1. Helvering v. William Flaccus Oak Leather Co.  If an insurance co. pays you b/c you lost a building in a fire, you didn’t sell or exchange the building.  So if the proceeds from the payoff exceed your basis, you’ve got ordinary income, not K income.      

2. Other exs. of dispositions that don’t qualify for K treatment:

a. Foreclosures

b. Options

c. Abandonment

f. Holding Period: p. 587

i. Code: §1015(a), §1222(1) – (4), §1223(1), (2), (5), (6), (7), (11); §7701(a)(42) – (44)

ii. Reg: §1.1012-1(c)(1), §1.1222-1(a), 1.1223-1(a), (b), (f), (g), (i)

iii. § 1222 not only requires a sale or exchange.  Additionally, to qualify for LT treatment, the asset must have been held for at least one year.   

iv. the holding period is only relevant if the asset:

1. receives capital status under §1221, or 

a. this determines whether or not the gain or loss is going to be short term or long term

2. does not attain capital asset status under §1221(a)(2).

a. the holding period determines whether or not the asset qualifies as a §1231 asset.

v. Computing the Holding Period: p. 587

1. Acquisition and Disposition Dates:

a. acquisition day is excluded

b. disposition day is included

i. if an asset is acquired on Feb 1 of this year and disposed of on Feb 1 of next year it cannot qualify as LTKG or LTKL

2. Crucial to calculating the holding period, is the determination of when the sale or exchange was consummated.

a. McFeely: the date the deed is actually delivered, not the contract date, determines the date of acquisition.  

i. Rev. Rul. 69-93 is similar.  Look at when the incidents of ownership have changed hands (e.g., when title passed, when closing occurred).    

b. Merrill: A somewhat different analysis.  We’re not as concerned with the formalisms of title transfers and closing dates as we are with the “benefits and burdens of ownership.”  Under the Merrill analysis, transfer may have occurred prior to transfer of title.  (This is anti-taxpayer b/c it makes it harder to reach the one-year holding period and, thus, harder to get LT treatment.)      

vi. Tacked and Split Holding Periods: p. 589

1. You can get a one-year holding period for a piece of property by actually holding it that long.  Alternatively, you can get it by tacking.  A deemed holding period may be added (‘tacked on’) to the taxpayer’s actual holding period of an asset.  Look at § 1223:

a. § 1223(2).  If your mom gives you 1000 shares of IBM stock, you have a carryover basis under § 1015 – i.e., your basis is the same as mom’s.  Further, the time that mom held the stock is tacked on to the time that you actually held the stock.  

b. § 1223(11).  If you get a baseball glove from a dead person, your basis is determined by § 1014 – i.e., your basis is the value of that baseball glove at the date of the dead person’s death.  Further, I’ll be treated as having held the property for the long-term holding period regardless of how long I or the dead person held it.  Automatic LTKG holding period for people who pluck the tail feathers of dead folks.     

2. Sale or Exchange of Multiple Assets

a. When more than one asset is sold or exchanged in one transaction, the holding period for each asset must be determined.  

b. Dunigan v. Burnet: fixtures on real property do not take on the holding period of the land.  

3. Problems: p. 593; 7-11, 7-14, 7-15, 7-16
g. Section 1231—Property Used in a Trade or Business

i. Code: §165(c); §1221(2); §1231

ii. Reg: §1.1221-1(b); §1.1231-1

iii. One of § 1221’s big exclusions is § 1221(a)(2), which excludes from capital treatment real or depreciable property used in a trade or business.  Business people didn’t like this.  So Congress enacted § 1231, which undoes everything §1221(a)(2) did!!  On top of that, it adds something: you get capital treatment for gains and ordinary treatment for losses.  
iv. Walking through the statute . . . .
1. § 1231(a)(3) tells us that a “§ 1231 gain” means (i) any recognized gain on the sale or exchange or property used in the trade or business and (ii) compulsory or involuntary conversion of certain business property.  
a. But note that “property used in the trade or business” is a defined terms and carries with it certain exclusions.  See § 1231(b)(1)(A)-(D):
i. Inventory
ii. Property held primarily for sale to customers in the ordinary course of the business
iii. Copyrights, literary compositions, etc
iv. Publication of the U.S. Government
b. Note also that in order for the property to qualify under § 1231, you must have held it for more than a year.  
c. Note § 1231(a)(3)(A)(II): “or a transaction entered into for profit”: i.e., it doesn’t even have to be a hardcore business deal to qualify under § 1231.     
2. Tier system.  We net Tier I first, then we go to Tier II.  This doesn’t result in any net number; rather, it’s just a labeling process.   
a. § 1231(a)(4)(C): Tier I.  Involuntary conversions of § 1231(b) assets and LTK assets held in connection with a trade or business or for profit.      
i. If losses predominate in Tier I, we throw them out.  
ii. If Tier I gains equal or exceed losses, we carry them to Tier II.
b. § 1231(a)(3)(A): Tier II.  Sales or exchanges of § 1231(b) assets and condemnations of § 1231(b) assets or long-term capital assets held in connection with a trade or business or for profit.  
c. ****SEE P. 596****
3. § 1231(c): penalty box provision.  If in the prior five years § 1231 has been good to you and labeled losses as ordinary, then for the current year you can’t use § 1231 to label your stuff as LTKG until you’ve paid back the ordinary loss treatment that you received in the previous 5 years.  
v. Definitions and Mechanism

1. §1231 netting determines only the characterization of each item of §1231 property as either ordinary or capital.  p. 595

a. 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 or a long-term capital asset;

b. if losses exceed gains, each gain and loss item is treated as an ordinary income loss

vi. The two tiered netting process is best described on page 596-597 

1. A few very important things to remember:

a. if gains exceed losses then the gains are LTCG and the losses are LTCL; there is no big conglomeration that comes up w/ just one LTCG

b. there is a recapture provision in §1231: §1231(c).  It states that if you have had qualified losses exceed gains in the last five years, any qualified gains exceeding losses in the current year are recaptured and treated as ordinary until the ordinary loss deduction is offset, at that point the qualified gains exceeding losses is properly classified as LTCG (and vice versa)

2. Illustration:

	Tier One

Involuntary Conv. of §1231(b) assets & LTCA held in connection w/ a T or B for profit


Tier One losses receive two chances w/in the framework to be classified as ordinary

	Tier 1 gains and losses if Tier 1 losses exceed gains are treated as ordinary


At any time gains exceed losses, LTCG & LTCL treatment applies under §1231

	Tier Two

1) T1 G & L if T1 gains = or > losses

2) sales or exchanges of §1231(b) assets

3) Condemnation of §1231(b) assets or LTCA held in connection w/ T or B for P


a. In each Tier box, you net all the listed items and then compare and see if gains exceed loss

3. Problems: p. 601; 7-17, 7-18, 7-19
h. Recapture of Depreciation: p. 620

i. Code: §1245(a)(1) to (3), (b)(1) to (4), (c), (d)

ii. Reg: §1.1245-1(a) to (d), §1.1245-2(a)(1) to (4); 1.1245-3, §1.1245-4(a)(1)

1. § 1231(b) is just what the doctor ordered for that business person who is lusting after K gains treatment but is stumped on § 1221(a)(2).  But wait!! Then §§ 1245 roars in and screws everything up.  They’re disallowance provisions that undo what § 1231 gave to the businessman.  Under § 1245, gain attributed to recapture income is treated as ordinary gain.       

2. see pages 621-622 for three examples!

iii. Installment Sales: p. 623

1. Recapture of depreciation is also triggered by the installment sale of §1245 property!

a. §453(i) requires the recapture of depreciation as ordinary income in the year of sale.

2. note: even though you may get spanked with a hefty recapture slap on the ordinary income in year one when you are not getting as much on the installment sale, you can add what you paid the first year to you B and t/f ride it out for the rest of the installment period.

3. Problems: p. 625; 7-21
VIII. Investment and Personal Deductions: p. 657

End of Outline

