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I.
Unit I 

A.
Sources of Law

1.
Congress's pwr to levy income tax found in 16th Amendment

2.
the Code - adopted by Congress

3.
the Regs - regulations

a.
tantamount to a statute there's a limited ability to challenge

b.
almost blanket authority for Treasury Department

c.
Code trumps reg if conflictwritten by Exec branch (administrative)

d.
interpretation of Code

4.
legislative history  - committee reports issued by 

a.
Ways & Means Comm- HR

b.
Finance Comm - Senate

c.
Conference Comm - both

d.
Joint Comm on Taxation - both - professional staff which prepares an explanation of the tax bill - bluebook

e.
Technical Corrections Act - Congress corrects mistakes often retroactively

5.
revenue rulings

a.
IRS issues set if facts and rulings

b.
Indicates the Services position on the issue - not the law; guidance though not controlling.

6.
Judicial interpretation - challenging an audit

a.
district ct - pay deficiency and sue for refund; 

1)
disadv - funds to pay; 

2)
jury trial, judge w/o expertise; appeal to circuit ct

b.
tax ct - don't pay.  appeal to circuit ct;  

1)
tax ct follows the circuit to which this case will go if appealed - so may have contradictory results

2)
adv- practical issue - cheaper than having funds to pay to go to dist ct, no jury  judge with expertise.

B.
INCOME TAX

1.
terms

a.
Inc tax is a tax levied on TAXABLE INCOME

b.
tax is determined by the rate = % (purely political decision)

c.
taxable income - the base

d.
exclusions - things not included in the base - found in code

e.
income - exclusions= Gross Income (GI) - expenditures (deductions)

f.
deductions above the line (§62) and below the line (itemized, standard)

g.
itemized include ded for home mtge interest, state and local inc and property taxes, charitable contributions, medical expenses and crtn inv inc expenses.

h.
GI - Deductions= AGI - Deductions = Taxable income

i.
taxable income * tax rate = Inc tax

j.
income tax - Credits = Tax liability.   Credit = dollar for dollar deduction, more valuable than deduction.

k.
basis - portion of the sale proceeds that the taxpayer may recover without incurring tax liability; adjusted purchase price. basis > sale price= loss.

l.
capitalize expenditures - add to basis in the property with repect to which the expense was incurred.  recover some capital expenditures by depreciation or amortization, or upon sale of asset by reducing gain of seller.  beg 1988, cap gains now taxed at same rate as ordinary income, 1990 preference for cap gains.

m.
cash method - includes items in income in the year in which they are received and allows items as deductions in the year in which they are paid.

n.
accrual method -  includes items in income when earned, regardless of when they are actually received, and generally allows items as deductions in the year in which they are incurred, regardless of when paid.

2.
principles

a.
General tax revenues may be used to finance even those public programs that may disproportionately benefit certain geographic areas or population groups

b.
tax burden should be distributed progressively so that wealthy pay a larger portion of their income in taxes than poor

c.
taxes can rarely be neutral, but unintended non-neutrality should be avoided

d.
tax policy can apporpriately be used to regulate, to correct market inefficiences and to subsidize particular investments or activities

e.
tax policy can play a role in eco stabilization and capital formation. In/decreasing supply and demand

3.
tax policy/ criteria for evaluating

a.
Fairness / Equity

1)
vertical equity - people with greater ability to pay should pay more

progressivity: tax proportionately increases with income

2)
horizontal equity - people with equal ability to pay should pay equal amount

b.
economic rationality  - little interfernce with people's economic behavior

1)
consider the affect on the allocation and distribution of resources

economic neutrality

tax expenditure thesis - will it cause to do (buy) things otherwise wouldn't

c.
administrative efficiency - simplicity

4.
tax expenditures

a.
Congressional Budget Act of 1974 requires that budget set forth levels of tax expenditures..  

act defines tax expenditures as those revenue losses attributable to provisions of the Federal income tax laws which allow special exclusion, exemption , or deduction from income or which provide a special credit, a preferential rate of tax, or a deferral of tax liability.

alternatives to other fiscal activity such as credit programs or direct outlays.

II.
Unit II

A.
What is income?

1.
§61 Except as otherwise provided gross income means all income from whatever source derived.   unless its excepted or exempted in the Code, it's income

2.
§§71-89 items included in gross income

3.
§§101-134 items excluded from gross income

4.
Compensation

a. §61 (a)(1) compensation for services, including fees, commissions, fringe benefits and similar

Old Colony Trust Co. v. Commissioner 1929.  3rd party, employer, paid income taxes of employee; that was additional income in consideration for services rendered.

1)
§83 Property transfered in connection with performance of services  -

if person receives prop in return for performance of services, and prop is nontransferable or subjecct to substantial risk of forfeiture at the time of transfer, then prop is treated as still owned by transferor and no income is realized by transferee.

a)
§83(a) include in income the excess of FMV over any amount pd for such property when 

1)
rights are transferrable - only if not subject to forfeiture

2)
rts are not subject to substantial risk of forfeiture - 83(c)(1) full enjoyment is conditioned upon future performance of substantial services

defers until the benefits is vested

FMV determined at the time the benefit vests
b)
§83(b) election  to pay  in year of transfer where there's a restriction on transfer or substantial risk of forfeiture.

1)
can recognize benefit in year of transfer within 30 days of transfer, but no deduction permitted if property is ultimately forfeited
c)
§83 (h) eduction by employer  deduction allowed in year in which amt is included in GI of employee. eg. Mr. Chips university dorm apartment. If Chips elects under 83b - employer takes now.  if 11th year, employer deducts in year 11. 

d)
originally to tax restricted stock plans in which ER give/sell at below mkt value, shares to EE subject to certain transfer restrictions; broader now - services for ptnrship interests, payment of EE's children's educ expenses, royalty interests.

5.
Exclusions

a.
Gifts 

b.
Scholarships

c.
Prizes and Awards

1)
exclude to provide incentives for enumerated public service activities

2)
§74(b) Exception for prizes and awards in recognition of charitable, educational, civic and artistic achievement only IF

selected w/o action on recipient's part to enter the contest

"in recognition of": intent of the benefactor
d.
Fringe Benefits and other compensation

1)
§119  Meals or lodging furnished for the convenience of the employer   to the employee spouse or dependent...by or on behalf of the employer- excluded if

a)
on busines premises

company-owned house for Pres served business functions - excluded from income

state governors are not required to include in GI the FMV of their official residences

house across street from hotel for manager - yes bus premises

EE served meals at branch offices diff from where they worked - yes bus prem

b)
for employer convenience (so part of the job and not compensation for services).

c)
has to be furnishing a meal, not cash.   

Commissioner v. Kowalski 1977. meal allowances to state troopers. 119 covers meals and not cash reimbursements for meals, therefore meal allowances are not subject to exclusion (ie. include them).

8th Cir C.A. permitted state troopers to deduct as ordinary and necessary business expenses under §162(a) the costs of meals that they are required to eat at public restaurants adjacent to the highway while they are on duty. Note 162 deduction not same tax benefit as exclusion from income under 119.

d)
the 1993 Act reduced the deductible portion of business meals and entertainment to 50% of their cost

e)
Qualified Faculty housing 119d - EE of educ institutions need not include in GI amt for "qualified campus housing" if rent exceeds either (1) 5% of appraisal value of housing or (2) the avg of rentals paid to the school.  The excess of the lesser of these two amts over the rent actually paid is includable in income.

f)
may be able to exclude value of meals to immediate family 

g)
if 119 applies, use it .  If not, look at 132.  If 132 doesn't apply - fall back to 61

2)
§ 132 certain fringe benefits - 

a)
exclusion from GI

1)
§132(b) no additional cost service - exclude if:

1)
in the ordinary course of the line of business

2)
no substantial additional cost, including foregone revenue.  

eg. if Airline gives Stewardess free flight and they have option of making $ on seat, then incurring loss of profit.

3)
service provided to a current or retired employee, or a spouse or dependent child, or widow or dependent child of deceased EE

4)
for crtn highly compensated EE, nondiscrimination requirments are met

2)
§132(c) qualified employeee discount

a discount on merchandise provided to EE is excluded to extent it does not exceed the ER's gross profit percentage. exclusion does not apply to discounts on real property or to discounts on pers property of a kind commonly held for investment.

1)
no discount if services are not offered to customers in the line of bus. not a working condition fringe if discount for personal and not business.

2)
offered to current/retired EE, spouseor  dependent child of either or deceased, widow,.

3)
for crtn highly compensated EE, nondoscrim req't must be met

3)
§132(d) working condition fringe - 

1)
here employer paid and if employee would have been able to deduct under 162 as ordinary and necessary  trade or business expense or 167 depreciation then excluded.

2)
act excludes as a working condition fringe, the value of free or reduced cost parking provided to EE on or near Er's bus premises.

3)
distinguishing working condition from in-kind compensation.  former are primarily for benefit of ER and therefore not includable in EE income.  Thus, non compensatory bus purpose on the part of the ER for providing the g/s.

4)
§132(e) de minimis fringe 

1)
Prop or services not otherwise tax free are excluded ir FMV is so small, considering frequency, and other factors,  as to make accounting unreasonable or administratively impracticable. 

eg. use of copy machine, personal letter typed, occassional cocktail parties/taxi fare, holiday gifts with low mkt value., subsidized eating facilities

2)
Eating facility for emplyee IF

facility is near business

not operated at a loss and

does not discriminate in favor of highly compensated workers

5)
qualified transportation fringe

1)
administrative nightmares - coffee

6)
on premises athletic facilities exclusion.  under §274, ER not allowed deduction if not primarily for EE.

b)
United States v. Gotcher 1968  Trip to Germany pd by co.  Mr Gotcher, Pres., trip not income.  Mrs. trip was income. factors: eco gain, primarily benefiting the taxpayer personally; whether traveler had any choice (in the business sense) but to go on trip; any choice, control over schedule and money spent; whether serves a legit business purpose.  old case, 132 since enacted

c)
United States v. Disney.  Mrs. Disney won. it was nec for her to accompany husband and assisted in performance of bus duties under §162, Mrs D could deduct business expenses if she paid for her own trip.

d)
the 1993 bill made it more difficult to deduct cost of a spouse's travel expenses. Treas regs permit deduction where spouse's presence on a trip has a bona fide business purpose; the performance of some incidental service does not suffice. reg 1.162-2(c)
e)
§274(m) now provides that travel expenses are deductible for a spouse or dependent only if the spouse is an employee of the taxpayer, there is a bona fide business purpose and the expenses would

f)
§132g has rules for nonemployees but only for a(1) non add'l cost services and a(2) qualified employee discount

1)
retired, disabled, wodow spouse, dependents
g)
if not excluded include in GI and tax excess of FMV over any amt paid by EE for the benefit.

h)
Policy issues: 

1)
as marginal income tax rates rise, employees incentives to substitute tax free benefits for cash salary increase.  

2)
issue of tax equity because intaxed fringe benefits are more available to employees in higher brackets; and may depend on industry or occupation. also nondiscriminatory policy insures equity.

3)
eco rationality/ efficiency -  untaxed fringe benefits induce employees to offer and ER's to select different packages.

4)
administrative difficulty of determining in kind compensation from goods or services reltaed to EE work.

5)
noninclusion is fatal

lobbying skews benefit

compose gift law in which judge made exclusions might be more rational

6)
Service specifically excludes

1)
Interview trips for law students

3)
other tax expenditure fringe benefits - statutory exclusions

a)
§79 group life insurance -  cost of excess over $50,00 subject to tax.  79d exclusion if do not discriminate in favor of key EE

b)
§105 & 106 ER contributions to accident and health plans

c)
§107 rental value of parsonages

d)
§120 group legal services plans

e)
§125 cafeteria plans

f)
§127 educational assitance programs

g)
§129 dependent care assistance programs.

III.
UNIT III

A.
Imputed Income

services you perform for yourself are not income

1.
why we don't tax imputed inc

tough to administer

need cash to send to gov't, so tax transactions involving cash

valuation questions

2.
Commissioner v. Minzer 1960 insurance agent made policy on own life and received commission as if on someone else's life.  commission considered compensation for services and income.  label by parties is irrelevant.  There is a mkt transaction in which there is a transfer of value (vs. non-mkt transaction in which get nothing in return).
many argue its a price reduction or discount and not compensation 

value of farm products consumed by owner is not income although grocery store owner must include in income.

B.
Gifts & inheritances 

1.
§102  GIFT = Detached and disinterested generosity (out of affection, respect, admiration, charity); the transferor's (donor's) intent matters

value of prop acquired by gift not included in GI (not taxable)

income from property is not excluded (taxable)

102c. employee gifts- not excluded from GI (taxable)

generalized drafting

gift tax on the donor

child support is not taxed.  support payments are not accretions to wealth

a.
Commisioner v.Duberstein 1960 

buyer gave supplier information relating to potential customers. Supplier gave free car and deducted as business expense

HELD: not  a gift;  cadillac car given was income  - business overtones

gratuitiy payment - gift

not a compensaotoy motive ... look to donor's intent

b.
Stanton

Comptroller of a church and manager of real estate holdings terminated his employment relation and received gratuity.  Remanded but business overtones noted. Dist Ct held payment was a gift.

2.
TIPS

a.
Cesanelli v. Commissioner (1947) tips by waiters are income.

b. McCormick city clerk performing civil marriages; no charge but held open drawer for contributions - not gifts.

c.
Olk  Dist Ct held Las Vegas dealer tokens are giftsexcludable from income under 102, not compensation for services. Dealers can't render special services that others may rely on to increase tip.  Reversed by 9th Cir. payments motivated by superstituion rather than disinterested generosity; the amt, regularity, and equal distribution indicated dealers regarded it as compensation for services.

3.
Other Statutes

a.
Fringe Benefits

b.
Business gift deduction limit 25

Christmas gift of turkey and items of similar nominal value are not income

C.
§117 Qualified Scholarships

1.
GI does not include qualified scholarship for degree at educational org

2.
limited to qualified tuition and related expenses: (1) tuition and fees for enrollment or attendance and (2) fees, books, supplies, and equipment required for the course of study. no exclusion for room and board.

3.
Regs indicate excludability of scholarships is controlled exclusively by 117. no inquiry under 102 or 74 

4.
Binger v. Johnson refused to exclude from income of Westinghouse EE amts received under educ leave where pd salary and tuition.  Taxable as compensation bec quid pro quo by limiting topics of study and haad to return to work

a.
look to see who benefits most: student - exclude; grantor maybe compensation for services

5.
§117(c) compensation for teaching and reasearch fully taxable whether compensation in form of paycheck or a tuition reduction 

6.
§117(d) tuition reduction plans for EE of educational institutions excluded from income.

7.
athletic scholarship - excludible if doesn't require particular sport. room and bd included in income.

8.
Policy

a.
Fairness and Horizontal Equity

1)
Inequity: working-and-taxed student v. scholarship recipient

2)
Equity: wealthy v. scholarhsip recipient

IV.
Unit IV When income is taxed

A.
terms

1.
accretion to wealth is generally taxed when realized, unless statutory exception` Realization usually occcurs upon sale, exchange, abandonment,, or other disposition of property.

cash realized immediately upon receipt.

2.
T does not have income under an income tax until she has recovered more than her cost or investment in the transaction.

3.
gross income differs from gross receipts - GI= total sales - costs of goods sold.

4.
Present Value  Appendix 1089

a.
Present value is the amount one would have to invest today at a specified interest rate in order to have a specified amount at a specified future date.   Calculate by discounting the future payment by rate of return to investor.

b.
PV= future payment / (1+rn)N   where r= rate of return and n= # or years of deferral.

c.
high interest rates and high tax rates magnify the tax stakes of timing issues - usually allocating losses and deductions to earlier taxable years and income to later taxable years. conversely lower tax rates and elimination of lower capital gains rates will reduce size of tax savings from timing issues. 

d.
T wants to defer paying taxes - TVOM; ie include in GI in farthest possible year.  This lowers the effective tax rate from the statutory rate.  It's like getting tax free interest from the government.Service wants answer with largest present value.

5.
if said realization event is when have cash - problems

go to barter system

inequity for person who only has cash salary

6.
justification of realization req't - periodic taxation of accrued gains would cause three problems

a.
record keeping  - administrative burden of annual reporting

b.
valuation - difficulty and cost of determining asset values annually. 

tax when sell bec we know exactly how much mkt has determined its worth.

c.
potential hardship of obtaining funds to pay taxes on accrued but unrealized gains.

Therefore, service says tax when dispose, sell, etc. bec taxpayer wouldn't have money otherwise.

B.
§61a3 gains derived from dealings in property

1.
§1001 determination of and recognition of gain or loss

gains= excess of amt realized from the sale over the taxpayers baasis for the property

2.
§1011adjusted basis for determining gain or loss

3.
§1012 basis of property

a.
basis usually  = cost, except as otherwise provided. (way to recover capital investment)
b.
adjustments to basis - depreciation

4.
§1015 basis of prop acquired by gift - 

a.
basis for gain in donee= basis of donor. called carryover or substituted or transferred basis. 

carryover - don't tax at time of gift but upon subsequent disposition

b.
basis for loss: donor's basis or FMV -lower of the two. 

c.
so transfer of tax on accrued gains to donee but not tax benefits of losses

5.
§1014 basis from decedent 

a.
basis=fmv at date of death; therefore accrued g/l not subject to income tax.

6.
Windfalls

a.
Cesarini v. US 1969.  

bought piano, found cash. windfall. no exclusion so turn to 61a. finder of treasure trove taxed.  reg 1.61-14.  (cash was income   in the year found and not the year piano was purchased and amt was taxable as ordinary income and not a scapital gain.)

if fd cash, report cash when discover

report FMV of diamond rring when fd it

b.
Haverly v. US 

unsolicited textbooks sent to principle which he donated and claimed deduction but did not include income .  not compensation ( not intended as comp by publisher just incentive to consider books) nor gift (not disinterested generosity). When intent to exercise complete dominion over unsolicited samples is demonstrated by dontaitng those samples to a charitable institution and taking a tax deduction, the value of the samples received constituties gross income. receipt of books is an accession to wealth. receipt and possession of the books indicated income was realized.  INCOME.  

7.
Capital recovery 

a.
bargain purchase

1)
often bargain purchase reflects the sale of property in exchange for cash and services.  where substitute for salary, the amt of price reduction should be included in income and the purchase of the asset should be treated as having occurred at fair market value. cost basis would be recharacterized purchase price" the amt actually paid plus amt included in income as salary which should equal FMV.

2)
when buy something and turns out more valuable:

a)
antique table - no realizatio yet

b)
piano - diamond ring - realization, separate asset

c)
adverse possession - argue increase in value and bought AP when value went up.  It was always worth more and you took action; versus, no realization event argument

d)
lake dries up increasing your land - no realization event, no action taken

e)
buy land and rent out - tax income.

b.
§1031-1042 where gain or loss realized is not recognized.  recognition generally postponed until investment is altered. In general basis of property disposed of becomes basis of property acquired this defers tax on the gain that has accrued up to time of nonrecognition event.

c.
adjustments to basis - §1001(a), 1011, 1016.  increase basis to reflect capital expenditures and reduce to reflect tax benefits: capitalized expenditures, untaxed receipts, crtn losses, depreciation, amortization, depletion..  Depreciation and depletion will reduce basis even if not claimed.

8.
Realization
a.
Eisner v. Macomber 1920

1)
don't tax stock dividend; that would be taxing capital and not income. not overruled but confined to these facts. Now accept the existence of congressional power to tax unrealized appreciation without apportionment.

2)
Macomber associated with doctrine that the Code normally will not be interpreted as including unrealized appreciation in income.   Woodsam Associates 1952.  basis < 300,000. nonrecourse mtge 400,00 secured by the real estate. T argued loan, which allowed predecessor to receive cash w/o assuming any personal obligation to repay, constituted a partial disposition of the property that should have resulted in a realization of gain and corresponding increase in basis. Holding, a loan even when secured only by untaxed appreciation in property, does not constitute realized income to the borrower.

3)
bond - interest - report each year

4)
stock - dividend - value increase - don't report, not realized.

b.
Helvering v. bruun 1940

1)
leasehold improvement and then forfeiture.  got back land with new bldg.  not nec for taxable gain to sever the improvement from orig capital.   differs from stock dividend. congress overruled by enacting 109, 1019 to postpone recognition of the gain.

C.
Capital Expenditures &  depreciation
1.
§263  Capital Expenditures
a.
§263 (a) no deduction for

1)
amt pd for new bldgs or permanent improvements made to increase value of property or RE. (With some exceptions)

2)
amt expended in restoring property for which allowance had been made. 

b.
§263 disallows deduction of capital expenditure

2.
§263A  Capitalization and inclusion in inventory costs of certain expenses.      Items not deductible.  

a.
§263A(a) nondeductibility of certain direct and indirect costs.

1)
inventory property shall be included in inventory costs

2)
any other property shall be capitlalized.

b.
§263A(b) applies to property that is real or tangible personal propery produced by taxpayer  and property acquired for resale.

c.
§263A(c) does not apply to property produced for use by T other than in a trade or business or activity conducted for profit.

d.
§263A(f )  - section (a) capitalizing interest shall only apply to interest costs under certain conditions.

3.
§1016 adjustments to basis

a.
proper adjustments made

1) for expenditures, receipts, losses or other items chargeable to capital accounts.  BUT NOT MADE 

a)
for taxes or other carrying charges

b)
expenditures in 173 

c)
for which deduction have been taken by taxpayer

2) for exhaustion, wear, tear, obsolescence, amortization, depletion.

4.
three options
a.
Class A expensing an asset - deducting the entire cost up front (in yr of acquisition)  people lobby for this but it's wrong.

1)
taking asset producing income over time and allowing to account for cost up front is same thing as not taxing income for that asset at all.  like tax exempt bond.

b.
capitalizing an asset - 2 kinds

1)
Class B depreciate / amortize asset - account for cost over time 

2)
Class C at disposal - nondepreciable assets - offset basis against AR on disposition

5.
statute  §167,168 creates an economic differential.  It creates a deduction for which you have no cost, therefore a benefit.  And gives no deduction for land and if land decreases in value = penalty.  Why? administrative.

a.
Regs assume RE is a class B asset and land is a class C asset.  

b.
labor cost - salary - capitalized rather than expensed.  can't deduct, add to basis over time.  if we let person who constructs bldg capitalize it, we'd be treating him differently than purchaser of bldg.

c.
machine used to produce factory - add to basis.  used to produce b-balls as income - acct for it over time -Class B. 

6.
useful life - period over which the taxpayer will use it to produce income.
a.
cost = initial cost - salvage value.

7.
Distinguishing deductible business expenses and investment expenses from non deductible capital expenditures.

a.
tax shelter elements

1)
deferral of tax

2)
conversion of ordinary income into capital gains

b.
whether expenses are incurrred for Acquisition and disposition of assets:
1)
nondeductible capital expenditures typically include the acquisition of business or investment assets, including

intangible property such as stocks and bonds

tangible personal property such as machinery and equipment

real property such as land and buildings

2)
Woodward v. Commissioner -  T claimed deduction for appraisal and litigation expenses regarding  minority stock interest claiming they were ordinary and necessary expenses for the maintenance of property held for production of income.   Ct declared them as capital  expenditures incurred in the acquisition of capital stock.  capital expenditures are added to the basis of the capital asset.   This amt is recovered either by reducing the capital gain when sold or by depreciation deductions.  Treas REg 1.263(a)-2(e) provide generally that  the cost of acquisition of property having useful life substantially beyond the taxable year is a capital expenditure.

a)
req't that cost of acquiring property be capitalized applies to purchases and costs of constructing capital assets.

1)
Commissioner v. Idaho Power Co (1974) T depreciated equipmen, owned by public utility and used for construction of its own capital facilities, over a ten year useful life. The depreciation was a nondeductible capital expenditure under 263 insofar as equipment used in constructing facility. add amts to adjusted basis. Then deduct for depreciation of equipment over useful life of the property.  Idaho Power codified in 263A, which generally requires capitalization of indirect costs, in addition to direct costs, allocable to the construction or production of realk property or tangible property.

b)
inventories - gain/loss on sale of inventories measured by offseting  the costs of goods sold against the amount received.

c)
typical costs of disposing of property (broker's selling commissions) are not deductible under 162 or 212 as ordinary and nec business or invenotry expenses..  instead capitalize and add to asset's basis, thereby decreasing amount of gain (or increasing loss) from asset's disposition.

1)
El Paso v. US (1982) - expenses for legal, accting, and consulting costs in connection with formulation and implementaation of the antitrust divestiture decree were immediately deductible, but expenses of organizing a subsidiary serving as the vehicle for divestiture, were capital expenditures.

2)
INDOPCO v. Commis - investment banking and legal fess from takeover. ISSUE.  Here certain professional expenses incurred by a target corp in the course of friendly takeover were  not deductible by that corporation as ordinary and nec business expenses under 162(a).  Lincoln Savings held that T's expenditure that serves to create or enhance... a separate and distinct asset should be capitalized under 263.  Thus the creation of a sep and distinct asset may be suff but not a nec condition to classification as a capital expenditure.  These expenses incurred for the purpose of changing the corp for the benefit of future operations are not ord and nec exp.

1)
Friendly takeovers -   Hostile Takeovers  expenses deductible because primarily to protect an asset.  like Helvering - exp to protect are ordinary

2)
Advertising and Promotional Expenses not affected by Indopco decision

d)
costs of defense of title to property and of recovering property not deducted but capitalized and added to basis.

8.
Nonrecurring expenditures and expenditures that provide benefits beyond the current year
a.
Fall River Gas Appliance Co., Inc. v. Commissioner (1965)  expenditures - installation costs for leased gas appliances - water heaters and conversion burners for furnaces.  Labor costs upon removal prevented from recouping  original installation costs by way of salvage.   noted that capital expenditure is one that secures an advantage to the T which has a life of more than one year  and that the T must acquire something of permanent use or value in his business. (anticipate a gain that it more or less permanent).   Although some expenditures were small and poor investments, the totality of expenditures was made in anticipation of continuing eco benefit over a period of years - capital expense.

1)
The one year guidepost - Matching rules.  Where expenditure is expected to produce income over a period of time rather than only in the current year, capitalization, accompanied by a recovery of capital as income is earned, will more accurately reflect each year's income than would immediate deduction of the expenditure.  The one year rile is sometimes used as a guidepost for deciding the relative weight of an expenditure's current benefit as compared to it's permanent or continuing value.

2)
Nonrecurring expenditures. Encyclopedia Britannica v. US (1982).  EB hired publishing co to do work and would receive advances against royalties expected.  EB treated advances as ord and nec exp, and deducted when paid, even though had not obtained royalties.  Ct required capitalization emphasizing the nonrecurring quality of the expenditure rather than the one year rule.

3)
Advertising and Promotional Expenses

a)
advertising expenses are generally deductible in the yr pd or incurred, notwithstanding continuing benefits over future years, unless a physical asset is involved.

4)
Deductible Repairs vs. Nondeductible Rehabilitation or Improvement.  In general, expenses associated with preserving assets and keeping them in efficient operating condition are deductible under 162 or 212, and expenditures for replacement of property or "permanent" improvements made to increase the value or prolong the life are capital expenditures.

5)
Prepayments. capitalize prepyments of insurance premiums. T acquired n asset, insurance protection, of more than one year's duration so could not deduct payments in year paid.

9.
Expenses with respect to a new business
a.
In general, start up costs or expenditures incurred prior to entering a new business have been required to be capitalized.  trade or business req't not met yet.

b.
§195 allows T to elect to amortize certain start up expenses over a five year period. includes expenditures in connection with investigation or creation of an active trade or business that would be deductible if incurred in connection with the operation of an existing trade or business or with §212 activity in anticiption of such.  Exceptions to the 5yr req't where immediately deductible: interest 163, taxes 164, and R&D 174.

D.
Annuities

1.
§72 Annuities, crtn proceeds of endowment and life insurance contracts.

a.
§72(a) General rule for annuities - GI includes any amt received as an annuity under an annuity, endowment , or life insurance contract.

b.
§72(b) Exclusion ratio.  GI does not include amt  received as annuity which bears the same  ratio to such amt as of investment to expected return.

2.
When a person transfers money or other property and receives from the transferee a promise to pay crtn sums at intervals, the amt pd is likely to be an annuity.  It is clearly an annuity if the period of payment is measured by a life or lives. It may be an annuity if it is for a fixed period of years.  Often relates to life expectancy.

3.
The investment in  an annuity constitutes the individual's basis in the annity which is recovered as annuity payments are received. Therefore need to determine what portion is a tax free recovery of basis and what portion is a taxable return on the investment.  

a.
(investment in the contract/ aggregate payments to be received) * annual payment = capital and rest taxable interest.

4.
deduction on the taxpayer's last income tax return where annuity payments cease before the entire investment is recovered §72b3 - die first; and tax mortality gains 72b2 - outliving the expectancy - include in income the entire amt that receive in subsequent years w/o exclusion.

E.
Depreciation
1.
§167 (a) There shall be allowed as depreciation deduction a reasonable allowance for the exhaustion, wear and tear (including a reasonable allowance for obsolescence)-

a.
-(1) of property used in the trade or busines or

b.
-(2) of property held for the production of income.

No depreciation allowance for assets acquired for personal use, since prohibition against deduction of personal expenses.

inventory is not included - treated un der inventory rules

all type C assets are not subject to exhaustion, wear tear such as land, antiques

no depre for anything that does not have a determinable useful life.

2.
§167(c) whatever is your cost basis = depreciable basis

3.
§168 Accelerated cost recovery system

a.
§168(a) Except as otherwise provided, the depreciation deduction of 167(a) shall be determined by using

1)
-(1) the applicable deprecitation method,

2)
-(2) the applicable recovery period, and

3)
-(3) the applicable convention.

b.
§168(b) Applicable depreciation method

1)
-(1) Except as in (2) and (3), 

a)
-(A) 200% declining balance method

b)
-(B) switching to straight line method for 1st taxable yr..

2)
-(2) 150% declining balance method in crtn cases - 15 or 20 yr property, farming business, election

3)
-(3) straight line method
a)
nonresidential real property

b)
residential real property

c)
RR grading or tunnel bore

d)
election

4)
-(4) salvage value treated as zero

5)
-(5) Election  - irrevocable once made

c.
§168(c) applicable recovery period - table

1) major classes Real estate and Everything else.  1993 Act - 39 yrs for all types of RE. 

d.
§168(d) Applicable convention - What do you do about the year of acquisition and disposition.  half year - year of acquisition (disposition) = 1/2 yr, no matter when you purchased (disposed of)  it you get 1/2 yr depreciation.  T can control this.  midmonth used for RE. 

e.
§168(e) Classification of property
4.
§179 election to expense certain depreciable business assets
a.
§179(a) T may elect to treat the cost of 179 property as an expense and then allowed as a deduction 

b.
§179 (b)  Limitations   

1)
-(1) dollar limitation - cost $17,500

2)
-(2) reduction in limitation by amt in which the cost exceeds 200,000

3)
-(3) limitation based on income from trade or business

4)
-(4) married indiv filing separately

c.
§179(c) election - irrevocable

5.
§1016 Adjustments to basis- adjustment for depreciation to extent of amt allowed as deduction incomputing taxable income.  Where no method has been adopted under §167 use straight line

6.
§197 Amortization of Goodwill and certain other intangibles (1993 Act)

a.
§197(a)   entitled to amortization deduction - amt determined by amortizing the adjusted basis (for gain) ratably over the 15yr period begining with month acquired.

b.
§197(b) no other depreciation or amortization deduction allowable.

c.
§197(c) applies to intangible held in connection with the conduct of a trade or business or an activity described in §212.  does not apply to intangible not described in (d)(1)-(D)(E)(F) and which is created by T.

d.
§197(d) intangible means

(A) goodwill

(B) going concern value

(C) workforce in place, business books and records, operating systems, info base (customer lists), patent, copyright, formula, process design, customer based intangible (composition of mkt, mkt share) , supplier based intangible, similar item

(D) license, permit governmental granted rt

(E) covenant not to compete connected with acquisition of intereset in trade or bus

(F) franchise, trademark or trade name.

e.
§197(e) Exceptions - 

financial interests (corp, prtnrshp, trust); 

 land

computer software - readily available to the public.

crtn interest or rts acquired separately

interests under leases and debt instruments

sports franchise

mtge servicing

crtn transaction costs
7.
Five things nec for depreciation

a.
basis

b.
salvage value

c.
recovery period

d.
method

e.
convention

8.
Depreciation methods

a.
straight line method -  allocates the cost of the asset in equal amts over the useful life. the straight line rate is the reciprocal of the useful life. eg. 5yr life, $100 asset 100/5 = $20.

b.
double declining balance method - allocates larger portion to earlier years. double the straight line rate. eg. 5yr = (1/5)*2 = 40%  1st  yeaer=40, 2nd yr =$24 (40% times balance 60).

c.
sum of the years-digits method.

9.
Determining Useful life

a.
evidence of the length that similar assets have been used by T

b.
average lenght of time that similar assets have beenused throughout the economy.

c.
industry-wide experience.

d.
guideline life. - Asset Depreciation Range (ADR) - allowed T to select useful lives from a range generally 20% above or below the Guideline lives.

e.
Accelerated Cost Recovery System 1981. (ACRS) §168.   

f.
Modified Accelerate Cost Recovery System (Modified ACRS) 1986. reassigns assets to recovery clases. 

1) classes, with class lives from 3 to 31.5 yrs. residential rental property is in the 27.5 yr class and nonresidential real property was in the 31.5 yr class. 1993 ACt extended the recovery period for nonresidential real estate to 39 years

2)
prescribes one of three depreciation methods for each class of property

a)
property in the 3,5,7,10 yr classes is depreciated using 200% declining balance method with switch to the straight line method to amximize deductions.   168(b)1

b) to 20 yr classes depreciated using the 150% declining balance method, with switch to straight line.  168(b)2

c) and 31.5 yr class use straight line method - ie real estate.168(b)3.  straight line may be elected for any class of property 168b3c and b5.

3)
effective for property placed in service after Dec 1986.

10.
Recapture of Depreciation. §§1245 &1250 provide that crtn amts previously deducted as depreciation will be recaptures as ordinary income rather than recharacterized as capital gain when depreciable property is sold.

11.
Salvage Value - ACRS and Modified ACRS provide that the entire cost (or other basis) of assets is eligible for depreciation deductions and eliminates the salvage value limitations of prior law.

12.
Land is not depreciable. REgs 1.1.67(a)-2. Bldgs are subject to depreciation. When bought together allocate the purchase price in proportion to their FMV.

13.
Antiques are not depreciable bec they do not have a determinable useful life determined by the physical condition fo the art work. can't offset depreciatio against cost.

14.
Expensing in Lieu of Cost Recovery .  §179 provides election to deduct immediately the cost of a limited amt of bus property otherwise eligible for ACRS depreciation and the investment tax credit. $17,500 annual expense deduction ceiling where the annual total investment is 200,000 or less. The 17,500 ceiling is reduced by $1 for every dollar of invesment in excess of 200,000.  

15.
alternative Minimum tax (AMT) -depreciation is computed using the 150 percent declining balance method. 168g.   The 1988 Act permits a T to elect to use the 150%DBM for regular tax purposes. This enables taxpayers to avoid being subject to the minimum tax simply because they followed the requirements of the regular tax depreciation provisions. 168b2

a.
incentive in the code.  People with large eco income, but don't pay any taxes.

16.
depreciation in the year of sale. ACRS permits depreciatio nbased on a convention in the year of an asset's disposition. §168(d)(4).

17.
Amortization of intangibles
a.
Goodwill was  not depreciable.  Case law - to depreciate an intangible asset, T must establish it has an acertainable value separate and distinct from goodwill and has a limited, determinable,  useful life.  

b. ACT new rules. §197 most intangibles, including goodwill will be amortized on a straight line basis over a 15year period. - sacrifices acccuracy for simplicity. No longer incentive to distinguish goodwill from other assets since both are now amortizable.  furthermore, there is no longer a need to determine and litigate the useful life of an asset since arbitrarily assigned. 

1)
§197 does not apply to any intangible created by the taxpayer unless it was created in connectio nwith the acquisitin of a trade or business.

18.
When pull asset out of service, 179 and 197 require you to pay back what you have taken.

19.
Six Ways in which  current law created incentive
a.
Which class an asset falls into - expensed, amortized/depreciated, acct for when disposed.  To creat an incentive, take asset which should be a class B or C (capitalized) and allow it to be expensed (179/197).  Penalty - require T to capitalize asset which should be expensed

b.
The depreciable base - the amt that you are going to capitalize. the amt of your cost.  Main example of creating incentive is debt.  investment tax credit, lets you depreciate more than your actual cost.

c.
salvage value  - for incentive - ignore it 168b.Depends if assets is going to have value at end of useful life; if machine has salvage value to me then I'm interested in the incentive.
d.
recovery period   §197exception - longer period for intangibles than actually using - penalty.   All recovery periods under 168 are shorter than actual - incentive.
e.
method of depreciation  take acct of decline in value over term. depends on pattern of your asset.

f.
convention  create incentive to deduct - if take more depreciation in period and only held for part of year.  disincentive - deduct less depreciatio nthan actually reflects portion of year in which you held it.

F.
Investment Tax Credit
1. Investment Tax Credit is a credit against tax of a fixed percentage of the cost of depreciable personal property purchased or constructed by the taxpayer.  used for fiscal policy. repealed in 1986.
V.
Unit V.  Annual Accounting Period rule

A.
Annual Accounting Period

1.
Burnet v. Sanford & Brooks  (S.Ct. 1931) dredging contract - reported GI and deducted expenses.  law suit recovery ( part of which made up for losses in earlier years where expenses had exceeded receipts)  and  accrued interest were not reported - T says he was accounting for the loss from all the years. Can't do that.  Gain ascertained on basis of fixed accounting periods rather than net profit ascertained on basis of transaction when brought to conclusion.  Tax payable at regular intervals (16th Amend)  

2. Annual Accounting not a transactional Accounting

3.
cash accounting: constructinve receipt (rt to enjoy but no possession yet)

B.
Borrowed Funds/ Discharge of Indebtedness

1.
§61(a)(12) GI includes income from discharge of indebtedness

2.
§108 Income from Discgarge of indebtedness - exclusion in crtn cases

a.
§108 (a)(1) Gross income does not include amt from discharge of indebtedness if:

1)
discharge occurs in title 11 case

2)
when T is insolvent
3)
discharged qualified farm indebtedness.

b.
§108(d)(1) Meaning of indebtedness - any indebtedeness (A) for which the taxpayer is liable, or (B) subject to which the T holds property.

c.
§108(d)(3) insolvent= excess of liabilities over the FMV of assets (immediately before the discharge).
3.
Transactions involving borrowed Funds -Loans

a.
Borrower does not realize income upon receipt of a loan,   whether loan proceeds are used for immediate consumption, savings, or investment, or for expenses that are immediately deductible.

b.
Lender does not realize income upon repayment of a loan.

1)
loan principal = recovery of capital.  no change in net worth of either party

c.
borrower receives income if debt is cancelled at less than its face value.  61(a)(12)

1)
United States v. Kirby Lumber 1931

a)
Kirby issued own bonds for par value. purchased same bonds for less than par value.  The difference is taxable gain/income.   Two views (1) increase in net worth by cancellatio nof indebtedness; (2) immediate inclusion in income of loan proceeds is deferredbe loan will be repaid; if not, failure is a taxable event.

2)
Exceptions to Kirby Lumber 

a)
financial  hardship - haven't received any cash income - §108, 1017

1)
Insolvency of the debtor. 108(a)(3).  T who are insolvent or subject of bankruptcy proceeding. amt provided in 108(d)(3) FMVassets-liabilities. eg. Liab=$20,000; assets with FMV of $13,000. If debts discharged for $10,000, income = $3,000.

2)
reduction of purchase price. Helvering v. American Chicle Co (1934) T issued bonds in connection with its purchase of property and later bought at discount.  discount not regarded as reduction in purchase price and was taxable.  Cts more likely to find reduction in purchase price rather than discharge of indebtedness where debtor dealt directly with creditor with respect to property. 108(e)(5) holds that if the seller of specific property reduces the debt of the buyer arising out of the purchase, the reduction is to be treated by both parties as an adjustment of the purchase price (with some insolvency exceptions).

1)
the reduction of the principal amount of an undersecured nonrecourse debt that arose in connection with the sale of property by holder of the debt (not seller) results in COD income, not treated as purchase price adjustment. eq. borrow 200,. then bldg worth 150, lender agrees to reduce to 150. T has 50 cod income.

3)
Lost deductions. §108(e)(2) excludes from income the discharge of a debt if its payment would have given rise to a deduction.

4)
discharge or gift?  in a business context - discharge

5)
real estate business debt.   108(a)(1)(D) 1993 Act -  T can elect to exclude from GI from the discharge of real property business indebtedness in exchange for reducing the basis of property. mtge incurred/assumed before 1993. Benefits those who suffered when the RE mkt crashed and the value of unoccupied office blds and shopping malls plummeted.

3)
Zarin v. Commisioner (1989)  Gambling, credit casino. Increase in wealth from cancellation of indebtedness is taxable where T received something of value in exchange for indebtedness.  §165(d) Losses from wagering transaction allowed to extent offset gains during the taxable year. here loss and gains in diff year.  §108 (e)(5) purchase price adjustment must be (1) purchase of property, (2) solvent and not in bankruptcy, (3) except for this section it would otherwise be discharge of indebtedness.  P purchased the opportunity to gamble not property. Held: Income from discharge. Overruled - Can't have cancellation of indebtedness without a loan and Zarin's loan was unenforceable in NJ and chips were not property.
C.
ILLEGAL Income

1.
gain from illegal activity =income

2.
embezzlement is taxable - not a borrower

a.
Collins v. Commissioner 1992

1)
ticket seller at OTB gambled for himself.   He had gambling loss. ? if embezzlement or theft income?.  embezzled funds are income to the embezzler when have control over the gain (control test) and derives readily realizable economic value from  it (realizable value test). betting ticket has realizable value. He had control over the tickets to enable him to realize at least some of their value. income regardless of loan

2)
consensual recognition doctrine, closely realted to claim of rt doctrine,  T consensualy recognized his obligation to repay when he turned himself in.  But victim must agree in the same taxable year as the theft to treat the transaction as a loan rather than an unauthorized taking, and the agreement must have a reasonable chance of resulting in full repayment.  Here doctrine doesn't pass.

b.
Getting Caught Quickly does not solve the Tax problem. - T/embezzler is entitled to a deduction in the year in which he actually repays or forfeits the illegallly obtained gains. Ianniello v. Comm (1992).

c.
embezzlement v. Loans  Gilbert v. Comm (1977) - took corp funds w/o authorization for the good of the corp. Expected it to be ratified, intended to repay - executed notes secured with assets. Concluded a loan.  Kreimer v. Comm (1983) obtained loans under false pretenses. nevertheless involved a creditor debtor relationship and intended and did repay loans. Concluded a loan, fraud didn't make it income.

d.
constitutional implications - fifth amedment - compulsory self incrimination?

e.
enforcement of nontax criminal laws - criminal tax vilations used to enforce nontax crim statutes - Al Capone.

D.
Damages - Recovery for injury 

1.
business damages  - The tax consequences of damage award depends on tax treatment of the item it substitutes.

a.
Hort - cancelled lease settlement - subsittute for rent - ordinary income.

b.
antiturst action - not nec return of capital. reimbursment for lost profits are income; injury to goodwill - return of capital and not taxable.

c.
Glensahw Glass (1955) money received as exemplary damages for fraud or as punitive included in GI.

d.
Treble damages- damages given by statute in crtn cases, consisting of the single damages found by the jury, cactually tripled in amount (Clayton Act - antitrust)= ordinary income. akin to punitive damages.

2.
Damages for Personal Injury
a.
§104 (a) GI does not include (amts for personal injury or sickness)

1)
-(1) amts from work comp  (as compensation for Personal injuries or sickness)

2)
-(2) damages received (litigation)
3)
-(3) accident or health insurance

4)
-(4) pension, annuity, or similar allowance for  pers inj or sick from armed service

5)
-(5) disability income from terrorist attack while performing official duties.

b.(2)

1)
excludes business injuries if a business is injured.

2)
Business v. Personal Distinction.  Roemer v.  Comm (1983). Whether defamation constitutes personal injury or compensation for professional reputation. Look at the nature of the tort of defamation - conclude personal injury - excludable from GI.

a)
Threlkeld (1988)  (reversed position in Roener) no distinction is mandated by 104 (a) btwn pers injury and bus reputation. 

b)
includes compensation for lost busines earnings
3)
United States v. Burke (1992) Title VII of Civil Rts Act - sex discrimination - law only allows you to sue for back pay - therefore it's the wages you would have earned and thus taxanle. (failed to show Title VII redresses a tort like personal injury). Since Burke, Congress changed Title VII to allow for personal injuries and now case would be different.

4)
includes punitive damages -- no rationale for this - clear accretion to wealth when lost earnings or punitive damages.  Punitive Damages in a case not involving physical injury or physical sickness are taxable.
3.
Policy

a.
an exchange of harm for money is not an accretion to wealth but business earnings and punitive damages are not justified by this.

b.
Justification for Exclusion - Tax benefit

1)
Taxing an Award for Pain and suffereing is Offensive - Don't hit anyone when down. victim assistance - tax expenditure. gov't subsidizing pers injury -Schenk not a tax policy but rather a social policy. emotional but not theoretical (also business injury can involve pain too)

2)
a recovery for expenses should not be taxed. Exclude expenses which would otherwise be deductible like medical expenses are. (but not all med exp deductible and wages are not justified by this - inequity)

3)
a recovery of human capital should not be taxed. (replacing capital bnot otherwise taxable - arm, leg)  not equal to an accreation to wealth. T has no gain, just an offsetting eco loss.   This justification creates an inequity for a victim without life insurance or one who is unable to recover from the tortfeasor: the T who loses an arm, but receives no recovery has no deduction for a loss of human capital. haven't changed the substance of your income.

4)
recoveries for nontaxable items should be tax-free. may compensates T for loss of item which is itself nontaxable.eg. good health, use of body, privacy.  Failure to tax imputed income from services.(but imputed not taxed bec absence of mkt transaction, can't identify or value. here when convert body into cash, could be taxed.)  Pain and Suffering should be excludable since the reverse, good health is a non taxable benefit.

5)
Don't tax bec difficult to measure and value even though puts people in diff equity.(person who turns well being into cash in a settlement is diff from imputed income person)

6)
Wages should be untaxed so the victim will be in the position he would have been in had there been no injury.  we don't know what jury is awarding - assuming taxes out if grants lower amt, if high amount and it's not taxed, getting a benefit you don''t deserve.  If jury calculates damages on a before tax basis, T economically would be in a better position than without injury.  Inequity btwn t who receives sick pay or a continuation of wages from an insurance plan or from the employer, and payment from tortfeasor that includes lost wages.

c.
Life insurance proceeds - two elements - a gamble against the mortality tables(term insurance) and savings element.  .

1)
Earnings on savings invested in most kinds of interest -bearing assets are subject to income tax, either as they accrue or are realized. On the other hand, interest earned on the savings element of life insurance is largely or totally excluded from federal income taxation.  Amounts paid by reason of the death of the insured are not subject to income tax - regardless of the amount of gain that may actually be involved. §101(a).

2)
Proceeds received upon termination of a cash value policy through surrender rather than death are taxable to extent exceed total cost of policy.  Nevertheless favorable tax treatment because not taxed annually.

3)
life insurance contracts are defined in §7702
d.
Premiums employer pays on health insurance are excluded in §106

e.
the proceeds you receive for health care are excludable in §105 to extent represent medical expenses

f.
proceeds from health insurance are excludable under 104(a)(3).  If employer paid for it look to §105.

g.
So if going to sue, tax consequences depend on how you state the claim:

1)
look at character -punitive or compensatory.

2)
business or personal injury claim. - From Roemer - it does not matter that damages are calculated for business, so long as claim is for personal injury, claim for damages can include business loss. not taxed if underlying claim is pers injury claim.  

3)
burke says: tort claim= pers injury=104; K claim not pers injury = not 104

E.
Claim of Right Doctrine

1.
§1341(a) If  -  an item was included in GI for a prior taxable year bec it appeared that T had an unrestricted rt to such item,  a deduction is allowed bec established after that T did not have an unrestricted rt and amt >$3,000,  - then the tax is lesser of  tax computed for year with deduction or computed w/o deduction minus decrease in tax in prior year.

2. a reasonable belief in the right later upset by a loss of the right, establishing the rt ot a loss.

3.
Lewis (1951)  Employee bonus of 22,000. improperly computed and required to payback 11,000 to employer. Not entitled to compute the earlier year's income but rather required to deduct the amount repaid now. (T prefeered former bec of marginal rate applicable)  Now, 1341 allows T to choose btwn present marginal tax rate and that of the year of inclusion to calculate the tax savings produced by the deduction for repayment, if the deduction exceeds 3000.
a.
rescission of the rt entitle T to 1341 (for at least a 3000 deduction on a lost claim of rt) - current deduction or tax credit for previous deduction
4.
eg. IRS rulings:   

a.
-(1) not mere error:  refunds to customers by rr bec rates were excessive qualify since rr appeared to have unrestricted rt to the income. but refunds bec erroneous billing don't

b.
-(2) not a return of embezzled funds since T had no unrestricted rt to the funds in the year of embezzlement.

c.
- 3) not a nonchallengeable obligation based on a contingent rt voluntary repayments don't qualify bec not clear unrestricte rt.

5.
claim of rt is taxable bec domination and control

F.
Tax Benefit Rule

1.
§111 (a) Recovery of tax benefit items - deductions - GI does not include income attributable to the recovery of amt deducted in prior year to the exten it did not reduce the amt of tax. (if the basis did serve as a deduction then the recovery is taxable.)

a.
eg. return of donation, recovery of loss (earlier deduction no longer justified)

2.
Rule = Where T deducts an amt from income in one year and recovers or fails to pay the deducted item in a later taxable year, the amt recovered or not paid must be included in income in the later year.

3.
Exception= Whre a deduction in a prior year produce no tax benefit - as for example, where T had no  income and hence no tax liability - subsequent recovery or eventual nonpayment of the previously deducted item does not produce taxable income in the year of recovery or nonpayment. (eg. taxes fd to be invalid or excessive, basd debts fd to be collectible, interest, bus expenses and recoupments of losses.)

4.
Hillsboro Nat'l Bank v. Comm'r and United Staes v. Bliss Dairy (1983).  

a.
repayment to shareholders -tax refund-of taxes for which they were liable but were originally pd by corp(corp took deduction) -  no recognition of income. didn't trigger tax benefit rule.

b.
distribution of expensed assets in a corp liquidation - recognition of income.

c.
tax benefit rule does not require an eco or physcial recovery of an item or a cancellation of a liability;  tax benefit rule wil cancel out an earlier deduction only when show the later event is fundametnally inconsistent with the premise of the earlier deduction. (if the event had occured in the same taxable year, it would have foreclosed the deduction)

VI.
Unit VI TAX Expenditure Theory
A.
Tax Expenditures - revenue losses attributable to provision of the Federal income tax laws which allow a special exclusion, exemption, or deduction from income or which provide a special credit , a preferential rate of tax, or a deferral of tax liability.   Exceptions to the normal structure of the income tax.  Ask if it's a tax expenditure or a proper provision in developing a defintion of income.

1. instruments of public policy

2.
alternative to credit programs or direct outlays.

3. Tax ACt - reducing the indiv and corp tax rates has reduced the value of almost all tax expenditures.

4.
Tax Expenditure budget - excludes nontaxpayers - indiv below personal exemption levels, business that are losing money, organizations that are tax exempt.

a. translating into a direct expenditure generally shows an upside down effect  - inefficient and unfair  -helping the wealthy - HUD eg.

5.
Unlike direct expenditures that can be eliminated only by outirght repeal, tax expenditures can be eliminated in two ways - by either repealing the tax expenditure, or repealing the tax.

6.
Ways to create expenditures:

a.
exclude something that shouldn't

b.
provide deduction that wouldn't

c.
provide credit

7.
Differences btwn TE and Outlay (running through tax system or agric dept)
a.
using system already in place to administer benefits as opposed to starting new one.

1)
cons - gov't needs expertise to administer (defining a cow); overburdening tax system

b.
Tax expenditure less transparent
1)
hide stuff in tax system;  harder to pick things up in the code.  One reason favor budget list is to make aware of what's burried in the Code.

c.
The benefit is not necessarily fixed up front. 
1)
the benefit  depends on the tax bracket (upside down subsidy).  The higher the bracket, the larger the subsidy. (way to avoid this is by giving a credit intead of a deductio or exclusion).

d.
Tax Expenditure Budget

1)
can't control it, only make estimates. cow example - don't know who'll buy. how many, what taxes they would pay (bracket)

2)
Also tax shifts in other ways - shifts revenues -other items would have purchased may have been taxable. TEB doesn't take these secondary affects into account.

3)
There's no cap on it - could go on forever until repealed.

4)
Things federal government could not promote through budget , it may through TEB. eg = church tax exempt

e.
political Questions

1)
charitable deductions = left choice to T as opposed to the gov't deciding which charity.

f.
End up with much less governmental control. But not always true.  Now using tax system as way to regulate.

8.
eg of Tax Expenditures - investment tax credit.  Something that lets you deduct more than your cost.   §179 allowing you to right off $17,500 of your cost - if that's your entire cost, exempting income = TE.

9.
Tax Penalty - Congress wouldn't want to admit provision which ought to be their in defining a normative base. Congress collecting revenue ought not to. eg. gambling losses only deductible to limit gain.  §197 intangible rules.  some assets depreciate over 15 years which have a shorter life thereby understating your cost and making you pay more

B.
Application of Tax Expenditure Analysis to Tax exempt bonds

1.
§103(a) Interest on state and local bonds not included in Gross Income except

a.
Private activity bond which is not a qualified bond

b.
arbitrage bond

c.
bond not in registered form, etc

2.
The 1986 Act reorganized rules as a response to increasing issuance of bonds by state and local gov't on nongovernmental activites (housing, private hospitals, pollution control and industrial development.)

a.
§103 contains the general rules excluding income interest on state and local bonds. §§141-150 contain restrictions on this exclusio for crtn types of private activity bonds, arbitrage bonds, and other special types.

3.
The exemption from tax allows state and local governments to pay lower rates of interest on their debt than that paid on taxable corporate bonds of comparable risk. Thus,  Taxpayers of the state benefit from the lower interest that the government has to pay out (besides the benfit to the wealthy bondholders). so not necessarily true that tax exempt bond is useless to people with no income

4.
inequity - people who invest same amount  should be treated equally/end up with same income.  If mkt takes this into account, 103 doesn't create an inequity.  103 has built this into it - lower yield v. paying taxes on higher yield.

5.
In evaluating tax expenditure ask: do we increase or decrease efficiency by running it through the tax system rather than a direct system.

a.
If did it as a direct expenditure could we avoid the compleity problem (103 broad and wordy).  No still  need definitions of only going to subsidize crtn things.

b.
Would it be administered better by other agency than IRS

c.
If did it through direct exp, could do it like 103 - any subsidy for the following things - or could doit this year for x, nexy year for y.

d.
Direct budget outlay almost alwaays targeted to specific things - congressional debates - figure out exact budget

e.
is gov't spending same amt of money efficiently by running through the tax system

1)
depends on rate - upside down subsidy problem. 

f.
Look at second or third party beneficiaries from tax system. There are beneficiiaries of tax expenditure other thn those listed in the Code. If subsidize through the purchaser, (the manufacturer) p gets credit; secondary effect - pay less txes, $ is going elsewhere. manuf can charge higher prices bec P going to get credit. At some point will  equal out and no one will buy.  Selling more make make up add'l profits

VII.
Unit VII DEDUCTIONS

A.
Deduction in General

1.
purpose - to reduce GI to Net income; or  as a subsidy (to stimulate investment, etc)

2.
itemized only if > std §63c.  

a.
some itemized fully, some if related types of income, others only if > crtn floor (%).

b.
§67 cretaes two tier classification of itemized deductions: 

1)
1st tier §67(b) specifically listed deductions

2)
2nd tier - miscellaneous - only if >2% AGI

3.
deductions §§151-2550;   §§261-280G nondeductible items.

4.
deduction may differ from exclusion because of timing matters. 

5.
tax credits that directly offset tax liability;  §§21-53;  three categories:

a.
nonrefundable personal credits

b.
business credits

c.
crtn other credits

6.
Helvering - Congress has power to condition, limit, or deny deduction from GI in order to arrive at the net it chooses to tax.

a.
the intent of Congress to impose tax on "taxable income" requires recognition of deduction as well as of gross income.

B.
Business Deductions in General

1.
§162 Trade or business expense - Itemized Deductions

a.
§162(a) Allow deduction for all the ordinary and necessary expenses paid or incurred during ty in carryin g on any trade or business including

1)
salries/compensation for services

2)
traveling expenses while away from home in pursuit of trade/bus (<1yr)

3)
rentals to prop with no equity

2.
regs - eg. employee wages, annual insurance, premiums on business assets, professional dues, office rent/supplies, utilities, and the like.

a.
Schenck - §612 includes things that are generally  not capitalized because they have a life less than one year.
3.
§212 compared with §162(a). §212 permits individuals to deduct ordinary and necessary expenses stemming from income producing activites that do not qualify as a trade or business. differs bec:

a.
applies only to individuals

b.
can offset only adjusted gross income in arriving at txable income. (thus, must have itemized deductions which exceed the  std deduction to take advantage.)

c.
trade or bus v. income producing activity . 

1)
held for gambler - trade or business if involved in activity with continuity and regulatrity and with the primary purpose of earning income or profit.

4.
To what extent does ord & nec imply a class of nondeductible business expenses?

5.
What distinguishes a trade or business expense from a personal expense?

6.
What separates a deductible expense from a capital outlay?

7.
Ordinary & Necessary- 

a.
Welch v. Helvering (1933)  Whether payments by T in business as a commision agent are allowable deductions if made to creditors of a bankrupt corp to strengthen his own standing and credit?  No, nec but not ordinary (cap expenditures for goodwill and reputation)

1)
capital  expense can be nec (for development of business - appropriate and helpful)  but not ordinary (time, place and circumstance)

2)
Ordinary in this context does not mean that the payments must be habitual or normal in the sense tha tthe same t will have to make them often.  Rather, ordinary in sense of common and accepted practice.  norms of conduct nd forms of speech prevailing in the business world (here, is it ordinary when busines is in trouble) Men do not ordinarily pay debts of others without a legal obligation.

b.
§263 explicitly prohibits  deduction under §162 for capital expenditures.

c.
Deduction for pyment of another's expense allowed frequently where protect's payor's own business.

d.
Even though something is ord and nec, there may be limits on the deductions  - eg.162(a)(2)  travel must be away from home; can't be lavish or extravagant.

8.
Special Problems - ask whether the gov't is attempting, by disallowing the deduction, to tax net income or to accomplish some other purpose.

a.
reasonable allowance for salaries,  employee business expenses, expenses contrary to public policy, lobbying expenses

C.
Salaries

1.
§§162 (a), (m) 1993 Act. Certain Excessive Employee Remuneration

a.
In case of publicly held corp, no deduction for covered employee to extent renumeration > $1million.

1)
covered employee - CEO, highly compensated officers that have to report salray to shareholders

2)
exceptions: commission based on his performance; performance goals (crtn qualifications), existing binding contracts.

3)
includes renumeration in any medium other than cash.

b.
Executive Compensation.  The 1993 Act added a provision denying a deduction for compensationin excess of $1 million pd to the chief executive officer or the four most highly compensated employees of a publicly held corp unless comp is performance based.  Payments to a qualified retirement plan and fringe benefits are not subject to the deduction limitation. §162 (m).   Performance based definition could be met so long as corp knows the rules.   
1)
tax penalty - if salary is cost of producing income it should be netted out. eg. 1.2 million pd.  0.2 million is disallowed even though ord and nec.

2)
creates complexity - applies to practically no one but have to jump through hoops to get there.

3)
creates vast horizintal inequities - some one whoe doesn't make it throught the hoops compared with peole who don't work for publicly held corps.

2.
regs §1.162-7 Compensation for personal services.

a.
the test of deductibility in the case of compensation payments is whether they are reasonable and are in fact payments purely for personal services.

b.
an ostensible salary may be

1)
a dividend - corp w/ few sh who all draw salaries., excessive salaries or they bear close relation to stockholdings. (the salary is deductible to the corp but the dividend is not)

2)
payment for property

c.
assume a reasonable and true compensation is amount as would ordinarily be paid for like services by like enterprises under like circumstances.  at date K made. not date K questioned.

3.
§1.162-8 Treatment of excessive compensation.

a.
the income tax liability of the recipient of an amt ostensible pd to him as comp, but not deductible by payor, depends on the circumstances.  If looks like dividend, treat as dividend. If constitutes payment for property, treat by payor as a caapital expenditure and recipient as purhcase price. If no evid to justify other treatment, treat as gross income of recipient.

4.
reasonable allowance for salaries 

a.
Harolds Club v. Comm'r (9th Cir 1965)  annual salary base plus 20% net profits. (close to half a $million) claimed full amt as bus exp deductions.   contingent compensation - allowed as deduction even if > amount ordinarily paid, if paid pursuant to a free bargain and if contract was reasonble at date made.  Ct decides not free bargain - familial relationship and dominance. salary was unreasonable - not deductible.  perhaps a gift or dividend in disguise.
b.
Salaries, Disguised Dividends, Gifts?  Div pd to sh are not deductible by the corp. §274 corp donor can deduct  only $25/indiv/yr.   corp dividends are taxed twice.  A payment is taxed twice if the payor is denied a deduction (bec amt unreasonable) while the recipient  must nevertheless include the amt in income.

c.
Golden Parachutes.  §280G  disallow deduction for payments in excess of reasonable compensation for golden parachute payments to key employees upon change of ownership or control of the corp. excess parachute payment = PV> 3 times the avg annual compensation in recipients GI over the preceding five years.

1)
§4999 contins a 20% excise tax in excessive parachutes as a penalty.

D.
Public Policy Limitation; Lobbying

1.
§162(e)  1993 Denial of Deduction for certain Lobbying and Political Expenditures.

a.
Why permit only certain Types of Lobbying.  Permits a deduction for the expenses of legis lobbying. some lawmaking occurs through public referendum.  Lobbying to general public treated differently than lobbying local officials.

1)
§162(e) is in large part a tax penalty bec exp would otherwise be a nec and ord but is disallowed.

2)
lobbying state legis disallowed

3)
lobbying county legislator is deductible under 162(e)(2) exception for local legislation.

4)
newspaper ads 162(e)(1)(c) not deductible

5)
communications with executive not deductible 162(e)(1)(d)

b.
are the expenses ord and nec?

1)
related to the production of income;  reasonable relationship between deduction and production of income

2)
other people have done it

c.
Constitutional implications  - the limitations on deductibility in §162e(2) mean that T may not deduct some indisputably business related expenses soley because they involve politics.   Is singling out deduction a viol of first amendment? No bec deductions are a matter of grace not of rt.   

1)
Also charities face limitations on lobbying deduction. Gov't may not penalize, but need not subsidize, the exercise of free speech.

d.
Advertising v. Other efforts to influence the public.  Treas regs 1.162-20 distinguish btwn deductible institutional or goodwill advertising and nondeductible efforts to influence the public on particular issues of legislative significance.

2.
§§162 (c)  Illegal bribes Kickbacks and other payments (also kickbacks under Mdicare/caid)- no deduction

a.
Don't want political kickbacks to be deductible

1)
no way to prove amountof kickback - cheating

2)
money goes to politician, not the people

3)
don't want bribegiver to earn income in this way so go after the bribegiver instead of taker.

4)
want market to operate with free and open debate not motivated by greed

5)
government wants the full impact of the penalty not to be offset by a deduction

3.
§§162 (f)  fines and penalties pd to gov't for viol of law -no deduction

4.
§§162 (g) treble damage payments under the antitrust laws  - no deduction for 2/3 of any amt paid

5.
§280E - Expenditures in connection with the illegal sale of drugs.  No deduction or credit .
6.
Expenses Contrary to Public policy

a.
Commisioner v. Tellier    whether expenses incurred in unsuccessful defense of criminal prosecution may qualify for deduction under 162(a)?  underwriter was guilty of securites fraud. claimed legal fees deduction. deduction allowed. expenses were of his securites business; they were ordinary ( incurred in defense ag charges or past crim conduct not in the acqquisition of capital asset) and necessary (appropriate helpful) w/in 162(a).  Counsel fees here are ord bus exp, even though a lawsuit affecting the safety of a business may happen once in a lifetime. There's no public policy exception to 162(a).  Fed inc tax is a tax on net income not a sanction ag wrongdoing. Congress can disallow a deduction, but here Congress was silent. 

b.
Tax penalties - the cost of denying a deduction for crim defense expenses would depend not on the seriousness of the crime but on the cost of the defense and the taxpayer's marginal rate.  True of any deduction  denied bec of public policy.  Denials seem to be tax penalties that mirror tax subsidies.

E.
Mixed Motive Expenses: Employee Business Expenses

1.
§21 Expenses for household and dependent care services necessary for gainful employment (credit against tax)

a.
Domestic Services and Child Care

1)
child care is no longer an issue under 162; no longer an ord and nec business expense.

2)
§21 - tax credit for qualifying child care expenses. AGI  < $10,000, may offset tax liability by 30% of their employment related dependent care expenses. reduced with increasing income.  limited for dependent under age 13 and max credits specified.

a)
expenses deductible only to extent working and don't exceed what you earn. 

3)
legit cost of earning income (normative) v. tax subsidy.

a)
if thought purely personal, there should be no deduction and therefore its a tax expenditure.

b)
normative if consider it an expense to producing income to enable you to work.

c)
tax penalty if business exp can't get credit for everything. 

d)
Proof Congress thinks it's a consumption expense rather than business exp, 

1)
otherwise there would not be a limit/ceiling.  as your income level goes up,  expenses can take into account go down.

2)
expenses deductible only to extent working and don't exceed what you earn. (if cost > income would tend to think it's personal)

4)
Equity

a)
giving tax credit produces horizontal equity with person who has imputed income that is not taxed by doing own home child care.

b)
inequity with other person who spends on consumption of something else and doesn't get deduction for  her consumption.
2.
§162(a); 

3.
§62(a)(2)  Adjusted gross income means GI minus certain trade and business deduction of employees.  reimbursed expenses of employees; crtn expenses of performing artists.

4.
§67(a) -  2 percent floor on misc itemized deductions §67(b) lists other ded

a.
Moving Employee business Expenses "Below the Line"   The 1986 ACt moved many previously above the line expenses to deductible below the line itemized deductions from AGI in arriving at taxable income.  §62. §62(a)(2)(A) - employee bus exp are not deductible from GI unless reimbursed by the employer (except for perfroming artists).

b.
The 2% AGI Floor of §67. includes all unreimbursed employee business expenses.

1)
pro IRS- relieves T burden of recordkeeping unless expect > 2% and relieves IRS of auditing burden of insignificant amount. decreases enforcement problems of T errors in miscellaneous itemized deductions.

2)
contra IRS - means often taxing more than net income.

3)
inequity.  Tax law provides diff consequences depending on whether employee bus expenses are reimbursed by the employer or paid directly by the employee.  A and B who have same AGI but A gets bus expenses deducted and B subject to 2% floor.  A has greater after tax income (less taxable income).  C ,has lower AGI bec gets less in salary bec employer pays for expense and deducts under 162.  C has same tax results as A.  

4)
2% floor does not apply to §62(a)(1) exp[enses (independent contractor status).

5.
§212 Expenses for production of income.  (item ded)

a.
production or collection of income

b.
mngmt or prop held for prod of income

c.
determination, collection, refund of tax

d.
Crymes v. Commisioner (1972)    two religious booklets prepared but not sold. not allowable under 162 bec not engaged in the business of being an author.  Were the expenses paid for the production of income to fall under 212. For 212 -expenses must relate to profit seeking purpose. she had a dual prupose which included  her belief (however reasonable or not)  to make a profit. thus deductible.

6.
regs 1.162-5  Expenses for education.

a.
expenses by indiv for indiv educ are deductible as ord and nec bus expenses  if maintains skills or meets req't for retention of employment,  

b.
unless considered personal and capital expenditures as below

c.
nondeductible educational expenses - 

1)
minimum educational requirements for qualification in his employment or trade or business.

2)
educ which is part of a program of study which will lead to qualifying for a new trade or business.  change in duties does not constitute a new trade if same general type of work.  all teaching is same general type.
d.
travel expenses while away from home are deductible if its to primarily obtain education  that has deductible expenses -  Portion of personal activity while away is not deductible. If primarily personal, travel expense not deductible (wouldn't get airfare, lodging, ) except for lodging and meals during educational  period.

e.
Ruehmann v. Comm (1971)  Could not deduct law school expenses. his work at law firm while attending law school was secondary to attendance and did not place him in the trade orbusiness of a lawyer. Although took bar after two years, expected by firms to attend third year - thus minimum req't .  Whether graduate law program at harvard is deductible depends if engaged in trade or business prior to entering Harvard? He worked for law firm for the summer and did same work as lawyers, and had passed bar, therefore engaged in trade or bus and can deduct.

7.
regs 1.162-17  Reporting and substantiation of crtn bus exp of employees.

a.
Expenses for which the employee is req'd to account to his employer

1)
Reimbursements equal to expenses - EE need not report

2)
Reimbursements in excess of expenses - t must include excess in income

3)
Expenses in excess of reimbursements - make follow (1) or secure a deduction

b.
Expenses for which the employee is not req'd to account to his employer - submit detailed forms

c. situations where makes a difference to employee

1)
employer pays directly - exclusion v. inclusion  of gross income - §132

2)
employee pays and reimbursed.  first exclusion/inclusion question followed by deduction question.   a wash for the taxpayer

3)
employee pays and receives no reimbursment.  is it a straight deduction under 162.  this taxpayer has less income.

4)
first ask if it's personal or non personal.

5)
examples

a)
stress seminars. argue deduction if employee pd for it.  show it is ord and nec bus expense under 162.  representing employee, show employer gets all the benefit from seminar.   If business related then no gross income under 132d (all or nothing rule, personal or not personal/ primarily business, creates inequity - 35% pers, 65% business - 35% escapes tax. nevertheless, too much litigation otherwise, and hard to determine the allocation, so have rule.).  hard for person number three to show for the benefit of employer even though employer wouldn't pay for it.

b)
stress test physical. - may presume personal expense that is not deductible

c)
private car service - problem with taxing for commuting is that not deductible. - personal choice where to live. if employer reimburses you have gross income and no offsetting deduction.
8.
Distinction btwn deductible business or investment expenses and nondeductible personal, living or family expenses

a.
distinguish otherwise, if pers exp could be deducted, personal comsunption would be omitted from the tax base; if bus deductions were not allowed, gross income, not net income, would be taxed.

b.
congress responding to abuses by disallowing deductions

1)
§274 disallowing ded for crtn travel and entertainment exp

2)
§280A disallowing ded for crtn exp in connection w/home offices and vacation homes

3)
§280F limiting depreciation ded and investment tax credits for luxury autos and pers property not used primarily for bus purposes

4)
§183 applying to certain activites not engaged in for profit.

5)
§274 (n)(1) limiting the ded for bus meals and entertainment to 80% of cost. 

c.
various tests:  appropriate and helpful; primary purpose profit seeking;  reasonable expenditures; additional expenses dues to bus needs;  amt allocated to bus use; inherently personal. see crymes and amend
1)
Fred W. Amend v. Comm (1971)   consultations with Christian scientist practitioner; co reimbursed T for consultations relating to business problems.  Practitioner gave no business solutions, only provided insight to thinking.  business problems created the origin for the services.. However, for 162, need business origin, and connection with business activity; and must go beyond thrust of 262.  fails on last part - inherently personal services.

a)
Amend issue - whether the exp was sufficiently related to a business activity

b)
Crymes issue - whether activity was personal or profit seeking.

c)
Although in general a trade or bus must be profit seeking, a limited exception has been made for public employees.

2)
In general, cost of clothing and grooming are inherently personal. Pevsner v. Comm (1980) rejected bus expense deduction for clothing expenditures. mngr of Yves ST Laurent.  Although many expenses are helpful or essential to one's business activites such as commuting expenses and the cost of meals while at work - these expenditures are inherently personal and disallowed under 262.  Generally accepted rule re clothing: deductible if (1) type req'd as condition of employment, (2) not adaptable to general usage as ordinary clothing (objective, not T's subjective view) and (3) it is not so worn.  Here req'd to wear for work and she stated she didn't wear outside of work.  However, was adaptable; therefore no ded.

a)
equity issue , if subjective test then two YSL employees would have diff tax consequences

1)
Tax penalty for someone who would never wear outside but ct determines a reasonable person would. 

2)
tax expenditure for person who gets deductions and runs around in the Burger King uniform anyway.

3)
normative - permits deduction truly related to business and not personal element

b)
administrative - couldn't determine taste/lifestyle if used subjective test.

1)
Subjective v. Objective tests.  Subj  motivation in Crymes but objective in Pevsner.

c)
Uniforms may be deducted if (1) spec req'd as a condition of employment  and (2) not adaptable to general wear.   interview suit not a uniform.

1) Just bec employer requires it, doesn't mean it's deductible (otherwise all employers would require it for employees).

2)
if pd for by employer - 132d; if pd for by employee - 2% rule.
d)
litigation costs - legal fees - origin of the claim test. deduct in crim case if prosecutions stem from profit seeking activities.

e)
property purchased for mixed bus - pers purposes 280F listed property won't qualify for investment credit and depreciation unless >1/2 use for bus.

d.
bus v. Cap expenditure - 

1)
Job seeking Expenses: Rev Ruling 75-120

a)
Exp in seeking new employment in the same trade or bus are deductible under §162 if directly connected with such trade or bus as determined by obj facts.  (have to show it's ordinary and necessary for trade you're in ) Not ded if seeking new trade or bus or preparing for a different trade or business. not if first job. not if 212(1) profit seeking endeavor not qualifying as trade or bus.

b)
expenses of seeking public office not deductible
c)
What is the same trade or busineess?  "If substantial differences exist in the tasks and activities of various occupations or employments, then each such occupation or employment constitutes a separate trade or business."  Sharon (1976)- held NY lawyer could not deduct California bar expenses bec it was a new trade.upheld in   Walker (1987) similar facts

1)
If pass through  law firm on way to LLM then generally expenses are deductible.
F.
Commuting Expenses

1.
§162(a)(2) allows ded for travel expenses incurred "while away from home in pursuit of trade or bus."  Employee pd travel expenses are deductible as misc itemized ded subject to 2% AGI floor of §67b.  Employer reimbursed travel expenses reamain deductible from GI under 62(a)(2)(A) and are not subj to 2% floor.  CONTRAST, costs of communing from home to work and back are nondeductible personal expenses. (decision to live beyond walking distance is a personal one. (inequity if forced to live away from work - nuclear testing)

2.
McCabe v. Commission (1982)  Police officer req'd to carry revolver at all times while in City. direct route from home to work is through NJ. NJ requires permit. Drove own car to work and  deducted commuting costs of driving.  public transportation would go through NJ.  Justificatio nfor no deducito rule is that traveling expenses are not incurred in pursuit of business, unnec and inappropriate for business. Exceptions  - add'l expenses-  but they must be ordinary and necessary and not personal in nature.  Here, the added expense did not further business of preventing crime; it was his personal choice to live adjacent to NJ.

a.
need additional expense solely attributable to the tool.

3.
Luxury Expenses.   Style of transportation may be so luxurious as to produce clear personal benefits. 280 F limits depreciation for car

4.
commuting to temporary business. A transporation exp btwn residence and regular place of business is a nondeductible commuting expense. from residence to temporary place of business is deductible. cab from home to office= nondeductible.  cab from home to client before going to office is deductible.

5.
commuting at the midnight hour.  If ER pays for EE's commuting exp, generally gross income. 132d does not apply because amt would not be deductible if pd by employee.   regs permit $1.50 per hour if furnished soley due to unsafe conditions. reg 1.61-21(k). inequity to tax on what is not really a benefit.
G.
Travel Expenses

1.
§162(a)(2)

a.
must be away from home, overnight, and in pusuit of trade or business. Also if primarily for business, all will be deductible.

2.
§274(n) only 80% of meal and entertainment expenses allowed as deduction.  for any exp for food and bev and entertainment.  many exceptions  changed to 50% 1993.  if frim reimburses employee, 50% rule applies to firm.

3.
reg 1.162-2 traveling expenses  - only such as are reasonable and nec in conduct of T's business and attributable to it.  if both business and personal, travel expenses to and from destination deducted only if primarily business. factor: amt of time spent. family member accompnaying him not deductible unless show presence has a bona fide business purpose.

4.
Food and lodging
a. v. Correll 1967.  daily traveling salesman (returned home at night) deducted cost of morning and noon meals as traveling expenses occurred away from home. ruled personal living expense bec trips required neither sleep nor rest . need overnight stay.  (inequity- windfall to traveler away from home bec part of what he spends on meals represent personal living expenses; equity-  places all one day travelers on same footing, whether fly to D.C.  or local salesman, daily commuter)

b.
travel(food and lodging) while away from home for medical care is deductible up to $50/day §213(d)(2).  also charitable deductions claimed for transportation in  performing services for charitable org . 170K.

c.
The 1986 Act bars any deduction for travel as education §274(m)(2)

d.
Hantiz v. Comm (1981).  Harvard law student. found work in NY for summer.  She deducted cost of transportation btwn Boston and NY and cost of meals in NY.  .  principle behind 162 - "a person's taxable income should not include the cost of producing that income."  Three req'ts : (1) reasonable and nec, (2) incurred while away from home, (3) necessitated by exigencies of business.  Deduction denied.  not incurred while away from home. need to determine "home", in light of business exigencies.  Her bus did not require two homes; trips to Boston werw personal;.  Therefore her home was NY.  not temporary nature - she had no business connection with first place.

1)
Schenk - to be away from a tax home, must have a trade or business to start.  Home is where you do business. Rule: tax home is principal place of business, unless no pp of bus, then tax home is residence.  if no residence, no tax home and therfore can't be away from it.  (traveling salesman try to establish residence so have tax home). 

e.
temporary v. indefinite job.  generally allow deduction if temporary, that is, a year or less.  home defineds as (1) t's regular or principal place of business or (2) if no reg place of bus, then T's regular abode. >1yr, presumption not temporary.  <2yrs, look at facts. >2, indefintie.  rebut presumption by showing expected less than two years, intention to return and three objective facotrs - work contacts, duplicate living expenses, family members residing there. need to satisfy at lesat two.

1)
Schenk =  intent of period less than one year matters;  if more than one year, intent doesn't matter, the tax home shifts.

f.
deductionw while away from home are inconsistent with moving expense deductions.

g.
§274(h) foreign travel potential for abuse.

H.
Entertainment

1.
§274 Disallowance of crtn entertainment, etc., expenses

a.
§274(a) Entertainment:  No deduction otherwise allowable for

1)
Activity - entertainment, unless establish that item was directly related to, or directlr preceding or following a substantial bona fide business discussion, and assoc with Trad of bus or

2)
Facility with respect to activity in A

a) Act Directly related if:

1)
T has more than a general expectation of deriving invome or a specific business benefit;

2)
t did engage in business discussions during or directly before or after the meal/entertainment.;

3)
the principal reason for the expense was the active conduct of the T's trade or business; and

4)
the expense was for the taxpayer, business guest and their spouses.  (Probably no change in revenue bec of definition)

1)
Super Bowl cruise trip was considered personal.

b.
§274(b) Gifts: Limitations no ded under 162 or 212 for gifts to extent >$25 for the year.  doesn't include $4.00 item with T's name on it or promotional material to be used on business premises.

c.
§274(d) Substantiation required- statements/documentation to be made  must be adequate
d.
§274(e) EXCEPTIONS TO (a)

1)
food and beverages for EE on bus premises

2)
expenses treated as compensation

3)
reimbursed expenses

4)
recreational expenses for employees (other than highly compensted EE)

5)
business meeting of employees, sh ,  agents, directors

6)
bus meeting or convention

7)
items mde availbel by T to gernal public

8)
entertainment sold to customers

9)
expenses includible in income of person who are not employees -comp, awards, prizes

e.
§274(k) business meals deduction only if not lavish and if T or his employee present.  otherwise if listed above.

f.
§274(l) entertainment tickets - deduction limited to face value except if charitable sports event.  luxury leased skyboxes rented for more than one event limited to face value of regualr box seat tickets.
g.
§274(m) add'l limitation on travel - luxury water transportation; travel as eductaion

h. §274(n) 50% of meal and entertainment expenses allowed as deduction (1993 Act lowered prior 80% rate)  reflects view that element of personal consumption is inherent in such meals.  50% limitation does not apply to :food or bev expenses excludable from GI of EE under §132 and recreational exp for EE , such as holiday party. ER who pays for meals also may deduct only 50%, unless the meals are provided as part of §132 subsidized eating facility or other deminimus fringe., or fully taxed as compensation, or sold to customers. §274(e).  applies to away from home meals. If reimbursed, the limitaion applies to the one who makes the reimubursement.
2. ACT

a.
§274(a)(3)  No deduction for membership in any club 
b.
§274(m)(3) No deduction for travel expenses of spouse, dependent or other  unless employee, for bona fide business purpose, would otherwise be deductible.
c.
§274(n)(1) 50% meals and entertainment. (change from 80%).

3.
Moss v. Commissioner (1983) partner in law firm that met in restaurant every day for lunch and discussed business.  firm pid for melas, can T deduct those expenses as ord and nec under 162. No, lunches were personal and therefore nondeductible.  §262 (can't deuduct personal comsumption) takes priority over §162. outlays for meals on a regular basis, every weekday of the year, are personal. (small exception if situation is unusal and unique. Just because cost contibutes to the success of employment, doesn't mean deductible as business epense; analogous to commuting. Otherwise, no one would dine at his own expense.  costs of lawyers who weren't partners could be deductible to partners as compensation 

a.
relationship to §119 and §132. §132(e)(2) is an alternative means of providing employer subsidized meals to achieve tax advantages.

4.
Effects of Allowing Entertainment Deductions.

a.
equity: compare allowance of entertainment but not work clothing and commuting.  high income indiv generally benefit.

b.
secondary effects.  most sports tickets bought by businesses so that cost of tickets to those who are not subsidized increases.

1)
lobbyists - reatuarant industry

c.
tax penalty to extent income producing and only deduct half

d.
taxexpenditure to recipient who is getting income but not taxed

e.
congress reasons for 50%

1)
raise fair amount of revenue. assume poeple will do this whether or not deduction.

2)
perception is important - people think others getting income and not taxed - the Buds in the world.

5.
Steps for entertainment

a.
Is it a gift?

b.
can you use 132d

c.
where's the meal held? 119? If employee deducts 119 depends if employer deducts 162.

I.
Home Office Expenses

1.
§280A. disallowance of crtn expenses in connection with business use of home, rental of vacation homes, etc.

a.
-(a) No ded otherwise allowable, shall be allowed with respect to dwelling used by T as a residence.

b.
Exception for interest, taxes, casualty losses, etc. ​ (a) does not apply to deduction allowed w/o regard to trade or business

c.
Exceptions for crtn business or rental use; limitations on deductions for such use

1)
crt business use - prinicpal place of business, used by patients, separate structure not attached to dwelling

2)
storage unit for inventory, if dwelling is sole location of trade

3)
rental of the dwellling

4)
use of dwelling on regular basis for day care of children, 65 yrs, hadnicapped, so long as licensed

5)
limitation on deduction  -  deductible home office expenses are limited to the gross income from the use of the home office less deductions associated with the residence that are allowable regardless of use (mtge int, Real prop taxes, and casualty)  and other deductible expenses attributed to business (supplies, wages). Thus, deduction may not exceed the net income from the activity. 

d.
residence - uses for personal purpose for 14 days/yr  or 10% of number of days rented

2.
Commissioner v. Soliman (1992)  anesthesiologist working out of three hospitals, nonof which provided an office.  Used spare bedroom in residence exclusively as an office. did work there, though didn't meet patients there.  162(a) (deduct ord and nec bus exp)  is qualified by 280A(a).  T can deduct expenses attributable to business use of home if qualify for one ot the exceptions to 280A. To determine if it's the prinicpal place of business, compare locations, to find the most significant or important place of business.  Subjective TEST:  the relative importance of the activities performed at each business location and the time spent at each place.  For importance factor, give great weight  to point where goods and services are delivered.  Whether have alternative office space has no bearing on this issue.   there may be cases where there is no principal place of business, but can't use home as a default..  HERE NO DEDUCTION.  Patient treatment was most important and that was at hospital. Also spent 30 to 35 hrs at hospitals but only 10-15 in home.
3.
Policy rationale for 280A

a.
prior law often allowed a bus ded for personal expenses attributable to the home even though no add'l costs resulted from the bus use. (armchair to read).

b.
standards were confusing. but still failed to give definitive rules.
J. Penalty , Expenditure or normative
1.
Schenk- general rule deducting expenses from income is normative.

a.
§162(c) illegal bribes - tax penalty.  reduces economic income and yet not entitled to take it into account.

b.
§162(m) no deduciton for excessive renumeration; taxing compensation;  tax penalty.

c.
§162(e) lobbying provisio is normative - it allows you to deduct certain costs of expenses related to producing a profit. (a bill that may affect your profit).  but...

d.(2) limitations- contirbutions that are not deducitble.  If expenses are nec to produce income and not allowed to deduct, then tax penalty. Tax expenditure if not related to income and they let you deduct anyway.

VIII.
Unit VIII  Expenses that are deductible regardless if connected w/ Trade or business

A.
exemptions, earned income credit

1.
§151 Allowance of deductions for personal exemptions

a.
exemption for T and for spouse(crtn conditions)

b.
dependents - if GI is less than exemption amt, or T's child who's 19, or child who's 24 and student.
c.
$2350 in 1993.

d.
Phaseout if exceeds threshold amount, reduce exemption by applicable percentage.  until year 1996 .

1)
A taxpayer who's income is at a threshold amount, reduces the deduction for exemptions by two percent of each $2,500 over the threshold.

e.
note, it's a deduction rather than a credit; and a deduction has greater dollar value to those in higher brackets than lower. so phase out for higher brackets.

f.
T who can be claimed as a dependent by another taxpayer cannot claim a personal exemption on their own tax return.

g.
reflects view one should pay taxes based on ability to pay. if support another, that decreases ability to pay

  receipts

- exclusions

Gross income

- personal exemptions

-dependency exemption

     GI

-   Ded §62
    agi

-   exemptions

-   std or itemized
    taxable income

x   tax rate


taxes owed

-    credit

     tax

2.
Reg. §1.151-1. Deductions for personal exemptions

3.
§152 Dependent defined

a.
over half of dependent's support was received from T.  

1)
controversial because then Parent can't claim exemption for child if more than half the support was furnished by public assistance, or for parent whose support was furnished by state old age assistance.

b.
lists people includes: children, grandchildren parents and other relatives, as well as unrelated members of T's household, more than half of whose support for the taxable year was provided by T.
c. unrelated indiv can be claimed as dependent only if t's house is his principal residence and if relatioship doesn't violate law.

d.
divorce/separation - exemption goes to parent who has custody, unless agrees in writing to have noncustodial parent take deduction.

e.
multiple-support agreement, (many pay for half of elderly's support) can allocate exemption to one t.

f. dependent - relative or someone who lives with you, you support, and who's GI < exemption

4.
§32 (see 1993) Earned income

a.
allowance of credit  in amt equal to % of earned income.

b. provides a credit to low income individuals who maintain households for their minor children or grandchildren.

c.
enacted primarily to reduce burden of soc sec taxes on the working poor

d.
refundable credit - can receive cash payments = "negative income tax."

e. and 1993 acts substantially expanded the Earned Income Credit and its now indexed for inflation.  Now available to T w/o children.  credit is available to low income workers btwn 25 and 65 yrs who cannot be claimed as a dependent on another'sreturn. Now seen as a way to remove those below the poverty level from the income tax rolls ( and to offset soc sec taxes), but is also being considered as a way to assure a minimum std of living to the working poor. 

5. three Personal Tax Credits that may reduce the tax liabiltiy

a.
credit for child and independent care §21

b.
credit for elderly and disabled §22

1)
credit bec concerned persons receiving excluded Soc Sec benefits were favored over other forms of retirement income that were includible in GI.  credit base is reduced by Soc Sec benefits.   1993 Act substantially increased the number of T whose Social SEc benefits are subject to tax.
c.
credit for interest on crtn home mtges where the mtge financingus provided by state or local government §25.

1)
related to the exclusion of interest on state and local bonds.

2)
nonrefundable - tax credits can't exceed tax liability for the year. §26 tax liability = regular tax liabliity - minimum tax liability.
B.
standard deduction

1.
§63 Taxable Income defined

a.
taxable income means gross income minus the deductions allowed by this chapter (other than the std deduction)

b.
for individuals who do not itemize deductions, taxable income = adjusted gross income - the std deduction and the deduction for personal exemptions
c.
std deduction = basic std deduction+ add'l std deduction (for aged and blind)

d.
std deduction  = amt T may deduct  in lieu  of itemized deductions.  places a floor on itemized deductions. 

e.
std ded for couple filing jointly in 1993 is 6200

f.
Rationale for std ded:
1)
substitute for itemized deductions for those T whose itemized ded would be of relatively small amounts. simplifies both tax administration and T record keeping.

2)
adjustment to the tax rate schedules. reflects level below which no tax should be imposed.

g.
Whenever deductions are intended to encourage particular behavior, conflict btwn incentive considerations and simplification concerns.   Incentive considerations argue for making deduction available to itemizers and nonitemizers, while simplification argues for limiting the deduction to itemizers.

2.
§68 Overall limitation on itemized deductions

a.
If AGI > applicable amount (108,450) itemized deductions reduced by lesser of (1) 3% of the excess of AGI over applicable amt or (2) 80% amt of itemized deductions.   the deductions for medical expenses, investment interest, casualty losses and wgering losses re not taken into account in calculating the reduction.

b.
limitation on the itemized ded of high income T, as a revenue raising measure. 

C.
casualty losses

1.
§165  deduction for loss not compensated for by insurance or otherwise
2.
§165(c) Limitation on losses of individuals to

a.
-(1) losses incurred in trade or business
b.
-(2) transaction entered into for profit
c.
except as (h), losses of property not connected with trade or for profit, if fire, storm, shipwreck, or other casualy, or from theft.

1)
Generally Personal losses are not deductible (exception - casualty/theft)

3.
§165(h) treatment of casualty gains and losses

a.
§165(h)(1) $100 limitation per casualty -  (c)(3) loss allowed to extent > $100 each
b.
§165(h)(2)A   Net casualty loss allowed only to extent it exceeds 10% of AGI. (if personal casualty losses > personal casualty gain, losses allowed only to extent of the sum of pers casualty  gains plus excess as exceeds 10% of AGI.
c.
§165(h)(3)  Definitions

d.
§165(h)(4)A   special rules - personal casualty losses allowable in computing AGI to extent of personal casualty gains.

4.
REGS §1.165-1(d) Year of deduction. A loss allowed as a ded under 165(a) only for taxable year in which loss is sustained.  If  there exists a claim for reimbursement for a casualty loss, and reas prospect of recovery, then loss is not sustained. Portion not covered by claim is sustained. If deducts now and receives reimbursment for loss in subsequent year, include amt of reimbursement in gross income subj to §111. theft - when discovers the loss.

5.
REGS §1.165-7 Casualty losses

a.
-(a)  (1) allowance for deduction of casualty loss.   (2) In determining loss, ascertain FMV of prop immed before and after by appraisal.  Cost of repairs is evid of loss of value if:  repairs are nec to restore to condition, amt is not excessive, repairs not for more than the damage, value of prop after repairs doesn't exceed value before. (3) damage to automobiles (6) Theft is not considered casualty loss for this section
b.
-(b) Amt of loss is lesser of either 

1)
-(1) FMV before reduced by FMV after

2)
-(2) amt of adjusted basis in §1.1011-1 for determining loss from sale or other disposition.

3)
- If immediately destroyed, and FMV before <  AB, the AB shall be the amt of loss. 

4)
determine loss incurred in trade /profit of individual property separately.  With real property and improvements not used in trade or business, determine together.

6.
REGS §1.165-8 Theft losses

a.
-(a)  (1) allowance for deduction of theft loss.   (2) sustained during year in whci T discovers the loss. However if in the year of discovery there exists a claim for reimbursement with reasonable prospect of recovery, see 1.165-1(d).

b.
Theft defined as, but not limited to, larceny, embezzlement, and robbery.

7.
Losses in General
a.
When do losses occur?

1)
Tax consequences when realized: sold, exchanged, no possibility of recoupment, objectively worthless, casualty (even if does not cause a total loss), "a definitive or identifiable event indicating a closed transaction or no reasonable prospect of recovery. Failure to use isn't enough - need action evincing intent to abandon.  Generally, no deduction for loss of anticipated income.

b.
Amount of Loss deduction

1) - the adjusted basis of the property 

c.
the distinction btwn business and nonbusiness profit seeking losses.

1)
Business losses under §165(c)(1) generally receive more favorable tax treatment over time (carryforwards/backs) - than investment or profit seeking losses under 165(c)(2).  Trade or bus losses provide further adv bec deductible from GI rather than AGI and therefore can be taken even if does not itemize. 165(c)(2) losses, however, deducted in computing AGI only if from sale or exchange or attributable to property that produces rent or royalties; otherwise itemized. Also many nonbus losses are capital losses with limited deductions as compared to business - ord losses.

8.
The distinction btwn profit seeking  (or business) and personal losses

a.
under 165 the problem of distinguishing nondeductible personal losses from deductible income-seeking losses arises most frequently with regard to residential property that has been used or offered for use for both purposes.- look at primary motive. 

1)
reg 1.165-9(b)(1) permits deduction if prop has been appropriated to income-producing purposes.

2)
deductio nallowed where inherited prop was sold at a loss w/o being used as a residence by T.

3)
can allocate loss when diff parts of prop are used for diff purposes.

b.
casualty losses

1)
limited to amt that exceeds 10% of AGI - ensures that only large losses are deductible. although at odds with policy for no deductions for pers losses, ability to pay considerations. Also not result of personal consumption choice.

a)
Kielts v. Commisioner 1981. whether disappearance of diamond from mounting of ring is deductible casualty loss under 165(c)(3).  to qualify the loss must (1) no insurance; (2) arise from fire, storm, other casualty, theft; (3) exceed $100.  other cas = sudden, unexpected and violent and not due to deliberate or willful actions by P; significant impact, not frivolous;  Yes, casualty loss

1)
termites - not sudden.  litigation on suddenness continues

2)
§123 excludes from GI amts received under an insurance contract to reimburse T for living expenses when his residence is destroyed by fore or other casualty

3)
insurance: does deductio bear on the desire to be insured.

4)
failure to claim insurance: 165(h)(4)(E) prohibits a casualty loss ded if T does not file a timely insurance claim.

5)
proving a theft loss could be difficult

6)
marital difficulties are not a casualty which warrants the use of reconstructed records, where loss of detailed records relating to business use of automobile.
D.
medical expenses

1.
§213 medical dental, etc, expenses

a.
allow ded, not compensated by insur, for med care of T, spouse, dependent, to extent exceeds 7.5 of AGI.

1)
the floor is intended to disallow ded for normal med expenses such as annual physical and dental check-up; allow extraordinary med expenses.

b.
limitation to medicine/drug - only if prescribed drug or insulin.

c.
special rules for decedents

d.
defintions - medical care - diagnosis, cure, mtitgation, treatment, prevention of disease, affecting structure or function of body, transportation, or insurance.  Lodging ( not lavish/ extravagant) while away from home primarily for medical care by physician in licensed hospital and no personal pleasure, limited to $50/night. 

1)
does not include cosmetic surgery unless nec to ameliorate deformity of congenital abnormality, pers injury from acc or trauma, disfiguring disease. before this 1990 ACt the following occurred

a)
permitted ded for surgical hair transplant as remedy for baldness.

b)
earpiercing and tattooing not deductible 

c)
rev rule - allow face lift operation ded. 

d)
clinic to lose weight or stop smoking - personal - not deductible, merely for maintenance of good helath and not for prevention of defect or illness. (allowed  if prescribed by phys for obesity)

2.
Reg 1.213-1(a)(1) medical dental, etc expenses - allowance for deduction - Except as in (d)(relating to decedents), ded allowed only to indiv and only  re med expenses actually paid during the year, regardless of when event occurred or method of accounting. Thus if med exp incurred but not paid, no deduction.
3.
Reg 1.213-1(e)(1) definitions  physical or mental illness; no vacation; capital expenditures may qualify as medical expenses - deductible to extent cost exceeds enhancement in value of the capital asset.  transportation primarily for and essential to medical care (not meals and lodging while away from home.  However, can deduct meals and lodging necessarily incurred in transporting patient to and from treatment.  Congress added $50/night for lodging if for significant med care in hospital and no personal pleasure).  extent to which costs for care in an institution other than hospital constitute deductible medical expenses tends to depend on the services provided.

a.
rev ruling  - permitted deduction for (1) birth control pills prescribed by physician and reversed prior practice of allowing ded for oral contraceptives only if essential to health; (2)  vasectomy or lawful abortion ; (3)female sterilization 

b.
alcoholism and Drug abuse treatments allowed.

E.
charitable contributions

1.
§170 (a)(1)  allow as a deduction any charitable contributions if verified under prescribed regulations

2.
§170(b)(1)((A) percentage limitations.  for Individual, charitable contribution allowed to extent aggregate contributions do not exceed 50% of T's contribution base for the taxable year for

a.
church

b.
educ org

c.
medical care, research, education, hospital

d. org receives substantial part of support from US or political subdivision.

e.
etc

1)
An overall limitation as a percentage of individual's AGI - no more than 50% of AGI (increased from 30% to encourage donation); not unlimited deduction bec shouldn't be able to eliminate tax liability by transfering all income to charity.

2)
neither individuals nor corporations may deduct as a business expense charitable  contributions in excess of the percentage limitatoins .§162(b).
3.
§170(c) special limitation with respect to contributions described in (a) of crtn capital gain property

a.
total amt of contributions of cap gain property may not exceed 30% of T's contribution base for the year.. excess treated as charitable contribution of cap gain property in 5 succeding years.  "Capital gain property" means with respect to contribution , any capital sasset the saole of which at its fair mkt value would have resulted in gain which would have been long term capital gain.

4.
When is a transfer to charity a "contribution"?

a.
synonymous with gift.  A gift for purposes of §170 is a voluntary transfer of money or property that is made with no expectation of procuring a commensurate financial benefit in return.  No deduction is allowable under §170 if the donor can reasonably expect to obtain a benefit that is sufficiently substantial to provide a quid pro quo. Rev Ruling.

1)
limits on charitable deduction where questionable whether donor's motives are completely disinterested.

a)
§170K denies ded for travel expenses if significant element of personal pleasure, recereation, vacation.

b)
§274(l) and (n) limit bus ded for entertainment tickets to 50% of face value unless purchased for crtn charitable fundraising event, iin which case full deductiblilty

2)
Foster v Comm (1983) look to definition of gift in Duberstein for predecessor to §102(a),  detached and disinterested generosity test used for indiv under 170.  Question here should it be used for business entity such as a partnership.   indirect benefit wouldn't disqualify - eg. public recognition of act of generosity - but a direct economic benefit would.  here sites conveyed to enhance the value of the remaining land and promote its sale as a planned community. Also received a quid pro quo from school district.  Thus dominant reason was expectation of direct eco benefit;  no dedution.

a)
detached and disinterested generosity:

1)
figure skater's parents denied deduction for costs of accompanying daughter to competitions. T's primary purpose was to advance daughter's career not Olympic team in general

2)
golf tour promoting friendship with other nations. T's received substantial personal benefit (best golf courses, hotels, receptions) in exchange for their expenditures and therefore precluded deduciton.

3)
old rev rulings disallowing ded where substantial benefit such as obtaining football tickets from charities that would otherwise not be available (except LSU nd U of T).  NOW overruled, and now law allows deduction whenever a contribution makes the donor eligible to obtain athletic tickets §170(m).

4)
SCHENK - if getting something back, then argue it constitutes a business expense (hope to produce future income for your trade or business )

b)
gifts to schools and nursing homes.  factors where parent's contribution isn't deductible - where K to make contribution and provision for admission.

c)
gifts earmarked for individuals  denied parents of missionaires a deduction for payments to support the misionary activities of their children.  A gift or contribution is for the use of a qulified organization when it is held in a leglly enforceble trust for the qualified organization or a similar legal arrangment..  T can claim deduction for expense of third parties (such as salaries) who assist them in providing charitable services.
d)
religious services as a quid pro quo - receipt of relig services in return for  mandatory fixed donation constitutes quid pro quo that operates to disallow the deduciton.    In Hernandez v. Comm (1989), this view was affirmed, denying the deduction. here for "auditing and training" sessions had to pay  fixed charge (bec Church believed any time one receives, one should pay something back).  Doesn't matter that benefit was religious in nature,  still not deducitble. Dissent disgrees that quid pro quo for religious worth is not deductible.  When T claims charitable ded of a fixed amt given  in exchange for benefits of a commercial value, the allowable portion is computed by subtracting from the total amt paid the value of the physical benefit received. 
1)
Increased substantiation req'ts, 1993 Act requires thaat for gifts exceeding $250, T must provide a written contemporaneous statement from the charity which includes information as to whether the goods or services have been providedto the donor in exchange for a gift. This statement must include intangible religious benefits although they do not reduce amt of deduction.

e)
Gifts of service  T cannot deduct the value of services rendered to charitable institutions. May however, deduct unreimbursed out of pocket expenses incurred in connectio nwith donating services to a charitable organization.  deny ded for contribution of blood - couldn't prove basis; also question of it was a gift of service (not deductible) or a gift of property.

5.
Split- interest gifts

a.
Owner grants to organization the use and occupancy of property rent free was not a conveyance of a present interest in property.  Therefore, it does not represent a payment made to or for the use of the org within , and therefore no deduction.  A contribution to a chartiable organization  of the right to use property is treated as a contribution of less than the entire interest in the property and does not give rise to a deduction. Applies as well to the grant of rent-free use of personal property.

6. Gifts of Appreciated Property
a. T who donates appreciated property can deduct the full FMV, thus the gains remain untaxed.  (T does not realize loss of depreciated property - so sell first and then contribute the proceeds).   However, where 170(e) applies, the ded is limited to T's basis.  170(e) in some cir reduces the amt of unrealized gain.  aplies to contributions of property that would produce ord income or short term capital gain if sold, and applies to LTCG only if donee is private foundation or tangible personal property unrelated to the exempt funciton of charity.  Thus, Charitable contributions of appreciated securities or real  estate are deductible in full if they would produce long term cap gain if sold.  So ask:

1)
is the recipient a private foundation or public charity

2)
is it a long term capital gain

3)
does the gift consist of tangible personal property or real property or securites.

b.
Tax planning. For high income T - make charitable contributions of appreciated stock, real estate of other nonacash assets qualifying for full deduction.

c.
Valuation-  The FMV of property donated to charity is the"price at which the property would change hands btwn a wiling buyer and a willing seller, neither being under compulsion and both knowledgeable.   appraisals for FMV of art raise controversy.  Tax shelter arrangements - buy at wholesale and give at retail - inflate the ded through overvaluation.  Now penalties for that. To decrease scams, 1993 Act heightened substantiation req'ts.
F.
taxes

1.
§164 (a) Allowed as a deduction for year within which paid or accrued:

a.
state and local and foreign, real property taxes

b.
state and local personal property taxes

1)
three criteria: related to value of property; imposed on an annual basis; on personal property

c.
state and local and foreign, income, war profits, and excess profits taxes

1)
no deduction on federal income tax.

d.
environment tax 59A

e.
GST tax on income distributions.

f.
Also,state and local and foreign taxes in carrying on a trade or business or an activity in 212.  (notwithstanding this, any tax (not in above list) in connection with acquisition or disposition of property shall be treated as part of the cost of the acquired property, or in disposition, as a reduction in the amount  realized on disposition.

2.
In allowing ded of state and local income and prop taxes w/o regard to profit seeking, 164 serves as exception to general rule of 262 that no deductions from personal expenses.  

a.
sales taxes deductible only as ord and nec trade or buseinss expenses under 162 or 212.

3.
tax payments that are not related to bus or investment must be deducted from AGI. Thus, ded allowed only to itemizers. The deduction for income and property taxes is not subject to the 2% AGI floor.

G.
Tax expenditures?  

We remove low income people  by standard and itemized deductions.  If removing those who don't have ability to pay, then not considered a tax expenditure.
marital status important
if married, can file a joint return -  rates lower than if each filed own.  requires both spouses to sign and be liable

std deduction based on marital status - higher if joint

earned income credit - have to file jointly to get

generally, §62 related to trade or business - 

above the line - it's a political questoin.  If above the line, get both that and the std.

I = change in wealth and consumption -Haig-Simmons Defintion of Income.  something that's not income is something tht's not  change in wealth nor consumption eg. loan

1.
medical expenses - 213
a.
normative? -  ability to pay taxes is decreased, therefore don't have them pay.  Also it's nondiscretionary (if discretionary, can't use argument of ability to pay).  Using Haig-Simmons Definition, argue medical expenses doesn't represent consumption or change in wealth.  Also reason for excluding cosmetic surgery, argue it is a case of consumption/normative.  However, if it was truly nec and normative then the deduction shouldn'tbe itemized. If normative, give to everyone in full.

b.
tax expenditure if can pay for medical expenses.   could argue that prevention of disease is consumption and therefore deducting it in 213d1a is tax exp.

c.
penalty - over the counter drugs

d.
Equity - if don't tax imputed income from improvements in health, then allow deduction if pay for it to put in same position.  Compare A who has insurance, and B who pays out of pocket and C who pays but has less than 7.5% and D in bad helth who doesn't go to doctor.  Makes it more equal for B by giving him a deduction, but C taxed on same income as A yet not same eco position. Furthermore, if view A's std deduction as reflecting medical expenses, it's inequitable bec he didn't pay for them.

e.
efficiency - might cause you to : go for more expensive med treatment, go in Dec instead of Jan to get past the threshold for the taxable year, promotes insurance

2.
charitable deduction
a.
if charitable donation is a gift, it is not right to give a deduction because then treating one kind of gift differently than another

b.
if really believed normative, write off entire amount.  it's a tax expenditure - way of encourgaing charities  -creates  an extra benefit.

c.
efficiency/administrative ease - rule services not deductible - valuation problems otherwise. would then be a battle of the experts.

d.
tax benefit - no realization on appreciated property.  gives incentive to transfer property rather than cash ( a has property with AB 100 and FMV 150; B has cash 150; both give and get 75 tax benefit but A is out of pocket 100 and B is out of pocket 150.)

e.
eco behavior - incentive to give appreciated property and to sell loss property and then give money to charity. not equitable and inefficient

IX.
Unit IX accounting methods

in what year must you include an item in income?

in what year may you take a deduction.

A.
§83(h) Property transfered in connection with performance of services - deduction by employer.  allowed as a deduction under 162, to person for whom were performed the services, amount equal to amount in the gross income of the person who performed the serivices.

1.
Reg 1.83-3(e) Property. includes real and personal property other than either money or an unfunded and unsecured promise to pay money or prperty in the future. includes beneficial interest in assets set aside, as in trust or escrow account.

2.
§404(a)(5) If compensation is pd or accrued on account of any employee under a plan deferring the receipt of such compensation, such compensation shall not be deductible under this chapter; but if it would otherwise be deductible, it shall be deductible under this section, subject however to the following limitations as to the amount deductible in any year... in the taxable year in which an amount attributable to the compensation is includible in the gross income of employees participating in the plan.

a.
eg. company A gaurantees a bonus in year 1; payable in year 2. not deductible unitl pd in year 2

b.
only applies to take away  deduction you would have had if plan deferring the receipt.

3.
§446 General rule for methods of accounting

a.
-(a) rule: taxable income shall be computed under the method of accounting on the basis of which T regularly computes his income, in keeping his books.

b.
-(b) Exceptions - if no method of accounting has been regularly used by the t, or if doesn't clearly reflect income, Secretary chooses.

1)
It's a constraint requiring there be a clear relfection of income

c.
-(c) Permissible methods: cash receipts and disbursements; accrual; any other permitted by this chapter;   any combination permitted

4.
§451 (a) General rule for taxable year of inclusion - item of gross income included in Gi for taxable year received by T, unless under accounting method used, property accounted for in different period.
5.
Reg 1.451-1(a) Gains, profits, and income included in GI for year in which actually or constructively received by T unless includible for a different year in accordance with T's method. Under  accural method, includible when all the events have occured which fix the rt to receive and the amt can be determined with reasonable accuracy.   Under cash receipts and disbursements method, includible when actually or constructively received.
6.
Reg 1.451-2 constructive receipt of income  - credited to account, set apart for T, or otherwise made available so that he may draw upon it at any time, or could have drawn upon during the TY.  Not constructively received if substantial limitations or restrictions.
7.
§461 General rule for taxable year fof deduction

a.
-(a) any ded/ or credit shall be taken ifor  taxable year which is the proper yr under method of accounting

b.
-(h)certain liabilities not incurred before economic performance

1)
in determining whether amt has been incurred, the all events test shall  not be treated as met any earlier than when eco performance with respect to such item occurs.

2)
when economic performance occurs:

a)
if providing of services to T by another - eco performance occurs as person provides service

b)
if property, when provide property or

c)
the use of the property, as T uses such property

d)
payments arising under worker's compe and any tort, eco performance when payments made

3)
Exception for crtn recurring items.

a)
incurred during taxable year of all events test is met, eco performance occurs within the shorter of a reas period after close of year or 81/2 months after close, and reucrring in nature, and not amterial item or accrual results in more proper match.

4)
All events test is met with respect to any item if all events have occurred which determine the fact of liability and the amount of such liability can be determined with reasonable accuracy.

c.
-(i)(1) special rules for tax shelters  - eco performace shall be determined w/o regard to recurring item exception.
8.
Reg 1.461-1(a) (1) Cash method.allowable deductions taken into account for TY in which pd. Furthermore, other deductions which do not involve cash disbursements such as deductions for depreciation and losses 167, 611, 165. (2)Accrual method liability incurred and accounted in year in which all events, amt determined with reas accuract, and eco performance occurred with respect to liability..  can take into account that portion that can be determined if exact amount of liability can't. other sections trump.

9. STEPS : First decide if you even have gross oncome (loan- no) then decide what year you report it.

10.
Cash Method

a.
adv of simplicity and tax deferral

b.
items included in yr received. items of deduction taken in yr pd.

c.
checks - mechanism for payment- like cash -payment upon receipt.

d.
The constructive receipt doctrine - Reg 1.1446 Cash, property and services are taxable to cash method T when " actually or constructively received." 1.451-2(a) constructive receipt doctrine - include when T has immediate power to receive income. control w/o substantial limitations. (service looks for frivilous limittions to dely reporting - no go)

1)
Carter v. Commsioner 1980. Not paid for 6 weeks of work until Jan 3. Although T, a cash basis ttaxpayer,  wants constructive receipt in first year, held not unitl paid in second.  No constructive receipt because he didn't have free and unrestricted control.

a)
T wants constructive receipt. car awarded in ty1 but not actually received until ty2. not set aside for use/deliver, closed dealership

b)
refusing to take compensation. not taxable. if drew check but not cashed - liable

c)
delayed payment by K - binding, doesn't matter if did it for tax puposes - when sell coop - receive income, not when harvested.
d)
delaying payment by amending K. ok. a novation, old K didn't stand. T couldn't receive any more than set out in K.
e.
receipt of the equivalent of cash or eco benefit.   rev ruling 80-52 bartering transactions

1)
Cash equivalence Doctrine - Eco Benefit Doctrine. requires actual receipt of property or rt to receive in the future. Whether the property or rt received confers a present and often marketable exonomic benefit.

2)
marketability - freely transferable, readily marketable, immediately convertaible to cash,   realize income.

3)
transfers of notes - may be equivalent of cash.

4)
accounts receivable by cash method T are typically not included in income when received.

5)
deferred compensation plans - 404(a)(5) - any missing tax may be supplied by the employer, who for example, is required by 404(a)(5) to defer any deduction of the salary payment until the amount is includible in the employee's income.  This investment income earned on the amount deferred is the same for the employer as it would have been for the employee.  If, however, the employer is tax-exempt or subject to a lower marginal tax rate than the employee - or if the employer can earn a higher rate of return  - the fund will grow at a faster rate in the hands of the employer.

a)
rev ruling 60-31 hypotheticals

1)
stated salary & 10x add'l compensation. account will be deferred, accumulated and paid in annual installments. not a trust.  include in GI when actually receives installment

2)
set aside account on book for compensation. credit amount  but reduces by taxes attributed.  include in GI when actually receives installment

3)
royalties include in GI when actually receives payment. 

4)
footbal signing bonus. escrow.  bonus is includible in GI in year club unconditionally paid such amount to the escrow agent

5)
boxer- pd 25%  3 weeks later and 25% for each of next 3 yrs.  T acquired all of the benefits of his share of the receipts except the right of immediate possession; club retained possesion bec of arrangement with T.  Therfore income at time paid to and retained by boxing club

a mere promise to pay not represented by notes or secured in any way, is not regarded as a receipt of income within the cash method.  under the doctrine of constructive receipt, T may not deliberately turn his back uponincome and thereby select the year for which he will report it.  nor may T, by private agreement, postpone, receipt of income from one TY to another. 

f.
Expenses paid in advance - prepayments. Commisioner v. Boylston Mkt  (1942). Fire and insurance policies - cash absis. deducted insurance expense each year regardless of when premium actually paid.  expense pro rata portion of the prepaid insurance applicable to that year full deduction in the year of payment would distort income

1)
Cash basis T cannot deduct the cost of a capital asset, merely becaus she pays for it. REg 1.1461 -1 (a) does not in this regard distinguish between cash and accrual taxpayers.  §461(i) has effect of putting tax shelters on the accrual method with respect to deductions - no deduction is allowed until there has been economic performance.

2)
cash basis T will attempt to pay their deductible expenses on Dec 31 and receive income on Jan 1, all other things being equal.

11.
accrual 

a.
income taxed when earned, regardless of received. expenses deducted when incurred, regardless of when paid.

b.
gives more accurate reflection of eco gain.  mandated whenever inventories are required.

c.
the all events test for determining whether income and deductions have accrued for tax pruproses. 461(h)(4) all events have occurred which determine the fact of liability and the amount of such liabilty can be determined with reasonable accuracy.

d.
advance payments for unearned income. accrual basis T include advance payments in income when received, even though accounting principles indicate deferral

e.
Expenses.  normally all events test , but new rules which defer otherwise accruable deductions to the time of economic performance.  

1)
United States v. General Dynamics Corp. (1987)  may provider of medical benfits deduct an estimate of its obligation to pay for medical care.  here estimate of liability based on all events that haven't occurred - doesn't pass all events test. liable to pay only if properly documented medical claims filed. no deduction.

f. Accrual accounting amendments and the Time Value of Money

1)
Pre 1984 Law involving Current Accruals of Future Costs. ct had held that deduction in the year of injury as opposed to when worker's comp paid clearly reflected income.  However, there could be a long delay before actually paid.  Long delay in payment creates problems of time value of money. so presented a problem with current accrual of the full amt of a pyment in the distant future.

2)
§461(h) recurring items, T may deduct as soon as the all events test is met, as long as economic performance occurs no later than 8-1/2months after the close of the TY and either the item is immaterial or all events accounting more accurately matches disbursements with receipt.   On its face, 461H does not apply to all premature accruals.  It is limited to liabilityes arising out of the provision of services or property, a payment arising from workers compensatio or a tort. However, service has authority to issue regs on others.

g.
the economic equivalence of 461(h)468A and 468 - the concept of non-advantageous tax deferral

1)
allowing a deduction earlier than it should be allowed has been equated to providing an interest-free loan from the gov't to the T of the tax savings resulting from the accelerated deduction.  could achieve this before 1984 by premature accurals - immediate ded of costs pd in the future. these sections take into account the TVOM - 461 by deferring iuntil eco perf.

X.
Unit X deduction for interest expense
A.
Why interest is deductible at all

1.
§163(a) There shall be allowed as a deduction all interest paid or accrued within the taxable year on indebtedness.  & 265 (a)(2) No deduction for interest on indebtedness incurred or continued to purchase or carry obligations the interest on which is wholly exempt from the taxes imposed by this subtitle.  Interest on borrowing by individuals was historically deductible but from 1986 it now turns on indebtedness. 

2.
interest expenses - A cost to T of holding assets which are used in a trade or business, for investment, or for personal consumption.

3.
equity view interest aas either a cost of consumption or alternatively need interest deduction for equity btwn persons who finance consumption with debt and those who use assets.

4.
administrative tracing problem

B.
sections which limit or disallow  deduction for interest

1.
the general structure of the interest deduction

a.
§163h disallows deduction for personl nonbusiness interest.  retains home mtg interest with limitations.  Interest is deductible on up to $1million of debt used to acquire construct, or substantially improve either first or second home.  interest may be deducted on home mtge equity indebtedness up to $100,000 so long as loan doesn't exceed FMV of home.   many T will convert personal indebtedness into qualified residence indebtedness.   (inequity btwn homeowners and renters).

b.
Personal interest includes any interest otherwise deductible under 163 that is  not

1)
interest paid or incurred in connection with a trade or business (not including performing services as EE)

2)
investment interest

3)
interest deductible re §469 passive activity

4)
qualified residence interest

5)
interest on crtn deferred estate tax payments.

c.
investment interest is deductible only to extent of net investment income §163(d).  The amount not allowed as a deduction for any taxable year by reason just stated shall be treated as investment interest paid or accrued  by the taxpayer in the succeeding TY (carryforward of disallowed interest). "investment interest means any interest allowable as a deduction under this chapter which is paid or accrued on indebtedness properly allocable to property held for investment.  Excludes qulified residence  interest and passive activity 469 interest.

1)
interest in connection with passive activity is mot treated as investment income but instead under 469

2) investment income no longer includes net captial gains unless T elects to forgo the 28% preferential rate on capital gains.  So can't deduct investment interest aat the 39.6% rate against capital gains taxed at 28%.

2.
interest paid to earn tax preferred income - The problem of tax arbitrage

a.
Problem 1 - income tax produces great incentives for undertaxed assets to be held buy taxpayers subject to the highest marginal rates  and for over taxed assets, such as loans that produce taxable interest, to be held by low bracket T and Tax-exempted entities.

b.
Problem 2 - same T simultaneously engages in debt and asset transactions where the asset is eligible for favored tax treatment. 

c.
tax arbitrage occurs 

1)
when t borrow to purchase an asset eligible for favored income tax treatment.  negative rate of tax by getting interest deductiona and not tax on income from asset.

a)
§256(a)(2) bars tax arbitrage by disallowing interest deductions on borrowing to purchase or carry tax exmpt bonds

b)
§163(d) disallows interest ded on borrowing to purchase growth stocks that yield little or no current investment income.

2)
where allow immediate expensing of the cost of assets (ACRS and tax credit)

3)
when the return from the asset takes the form of the use of the asset. eg. residence subj to mtge, interest deductible but imputed rental value mnot included in TI.

3.
Inflation and the interest deduction

a.
in response to inflation, ACRS and expanded exclusions of capital gains.

4.
What is INTEREST? distinguishing principal from interest and debt from equity

a.
designation by the parties that the amount pd is interest may not be decisive, especially if the parties are relted or have different tax characteristics

b.
Equity -kicker loans:  new financing techniques involving varying rates of interest or sharing btwn lender and borrower of any appreciatio nrealized when the property securing the loan is sold..  May permit the lender to obtain a variety of equity-type eco rts or risks.  IRS may then argue for recharacterization of the loan as some form of equity intrest such as joint venture/partnership - determining factor - parties intent to enter a debtor-creditor relationship.

c.
corporate debt v. equity (corporate stock).   Treasury  can characterize debt and stock. .  deduction for interest but not for dividends

5.
summary tables pg.465

6.
§267(a)(2) Losses, expense and interest with respect to transaction btwn related Taxpayers.  Matching of deduction and payee income item in the case of expenses and interest -  If bec of method of accting, of person receiving payment, the amount is not included in GI and T would be deducting, both T and the person payment is made to are related, thenany deductio nallowable when included in GI. constructive ownership of stock btwn family. 
C.
accounting methods with regard to interest

1.
§163(e) Original Issue discount.  the portion of the OID with respect to such debt instrument which is allowable s a deduction to the issuer for ny taxaable year shall be equal to the aggregate daily portions of the OID for days during such taxable year.  Debt instrument defined in 1275(a)(1). Daily portio ndefined under 1272(a).
2.
§1272 Included in GI of holder of debt instrument having OID an amt equal to the sum of the daily portions of the OID for each day during the TY held.  

a.
Exceptions

1)
Tax exempt obligations

2)
US savings bonds

3)
Short term obligations

4)
loans btwn natural persons if not made in the course of trade or business of the lender and amount (increased by other outstanding loans) does not exceed $10,000 unless principal purpose is tax avoidance.  Husband and wife treated as one person.

b.
basis of debt instrument sahll be increaased by the amount included in GI. 1272(d)(2) 

3.
§1273 Determination of amt of OID. Oid is the excess of stated redemption price at maturity over issue price. For Publicly offered debt instruments not issued for property, the issue price is the inital offering price to the public at which price a substantial amont of debt instruments was sold.  Other debt instruments not issued for property and not publicly offered, issue price is price paid by the first buyer of such debt.
4.
§1275 (a)Debt instrument defined as bond,  debenture, note, or other certificate or other evidence of indebtedness. 

a.
-(b) treatment of borrower in the case of certain loans for personal use. OID deducted on cash basis in crtn cases.  In the case of any debt instrument, if such instrument is incurred in connection with the acquisition or carrying of personal use property and has OID and the obligor uses the cashmethod, notwithstding 163(e), the OID shall be deductible only when paid.

5.
Original Issue discount Prior to 1984.  OID exists when the original issue price of a debt instrument is less than the amt to be paid at maturity. Typically when bonds are issued with a below mkt rate of interest payable currently.  The diff btwn the amt received by the borrower (issue price) and the amt repaid (stated redemption) is compensation to the lender for the use of money and is functionally equivalent to an increase in the stated rate of interest. 

D.
loans with unstated interest or below market rate

1.
§7872(a) (1984) below mkt and Gift loans or demand loans, the foregone interest shall  be treated as transfered from the lender to the borrower and retransferred by the borrower to the lender as interest.

a.
-(b) Other below mkt loans, lender shall be treated as having transferred on the date the loan was made and the borrower as having received on such date, cash in amt equal to the excess of the amt loaned over the PV of all payments which are required to be made under the terms of the loan.

b.
-(e) below mkt loan  if (a) demand loan, interest is payable on the loan at a rate less than the applicable Federal rate or (b) term loan, amt loaned exceeds the PV of all payments due under the loan.

c.
interest free loans- economic equivalent of a loan bearing a mkt rate of interest combined with a payment from the lender to the borrower to fund the payment of interest by the borrower.  interest free loans used as tax avoidance - escape rules  limiting interest deductions, give loans to family members in lower bracket; mask compensation. 

d.
§7872 treats interest free and low interet loans as if tehy were arm's length transactions.  Lender is treated as charging a mkt rate of interest and making a payment of some or all of that amount to the borrower.  this payment wil be treated as a gift, dividend, contribution to capital, compensation or other payment, depending on the substance. The borrower is then deemed to retransfer the amount of the gift/dividend or other payment to the lender as interest.  Loans btwm indiv <$10,000 are generally excluded from §7872 if the foregone interest charges are gifts and if the loan proceeds are not used for business or investment purposes. This exception does not apply if one of the principal purposes is tax avoidance.    The effect - borrower treated as if paying interest at a statutory rate; results in income taxed to the lender on an economic accrual basis and a deduction to the borrower. Tax advantage in terms of TVOM to the lender, who realizes interest income over the life of the loan and a disadvantage to the borrower, who realizes the entire amt of compensation or divident in the intial year of the loan.

XI.
Recognition of Gains and Losses

A.
Process
1.
determine amount of gain or loss by computation (1001,1011,1012, 1016)

2.
determine whether or not the gain or loss has been realized

3.
Assuming there is a realization in the form of a "sale" of property for cash or an "exchange" of one property for another, 1002 requires that the realized gain or loss be recognized.

4.
sometimes nonrecognition bec either hardship or no real change

a. 
leasehold terminations 

1)
involuntary conversions

2)
like kind exchanges and crtn corporate mergers

b.
In most nonrecognition cases, T's basis is carried over to newly acquired property. Thus deferral of gain or loss rather than total forgiveness or permanent disallowance.

5.
If realization and recogntion, determine if capital gains provisions apply because of the nature of the asset sold.

B.
Transactions in Mortgaged Property

1.
Nonrecourse Debt and the Depreciation Allowance; the Crane Rule

a.
Real estate investments may be financed by nonrecourse mtge loans -  loans which the investor borrower is not personally liable to repay. 

b.
Should the investor be permitted to include amt borrowed in his basis for purposes of computing depreciation? Or should basis be limited to his equity investment bec assuming no personal liability?  Answer Crane

c.
S Ct in Crane (1947) - the amount realized by a seller of mortgaged property included both the cash received from the buyer and the face amount of the mortgage to which the property was subject to.  Seller relieved of mtge indebtedness and Gain computet by subtracting basis in the property from the total of cash received plus the mortgage.

d.
Real significance is the effect on the size of the annual depreciation allowance

e.
In adopting ACRS - which allows T to recover the cost of depreciable property over a much shorter period than the useful life, Congress intendend to encourage/subsidize investment in plant and equipment.

2.
Tax Shelters: The "At-Risk" and Passive Activity Loss" Limitations.
Tax shelter consists of highly leveraged real estate in which individual investors participate as limited partners. Make initial payment to promoter while cost of prop is financed through mtge loan. Loan is nonrecourse, but can treat the borrowed amt as if personal loan and include the indebtedness in basis.  The combo of accelerated depreciation and deductible interest on the nonrecourse mtge loan generates substantial losses during the earlier years.

a.
The 1986 Act attacked tax shelters by:

1)
substantially lengthening the depreciable lives of residential and commercial real estate.

a)
§168(c) residential RE 27.5 and commercial RE 31.5 yr useful life

2)
partially extending the at-risk req't to real estate invesment

a)
§465 restricts the amt of deductible loss from the ownership of depreciable property  (other than real estate) to the total amt of T's eco investment - the amount he has at risk.  At risk only with respect to cash  or property) or borrowed funds if personally liable; nonrecourse not included.

b)
real estate exception modified  so that nonrecourse loans from outside lenders - banks and other institutions -  free of at risk; include for calculating deductible losses.  Inside financing - promoter or seller of prop - " at risk" credit is allowed to investor  only if personally liable for the debt.

3)
adopting "passive activity loss" rules which severely limit T's ability to offset shelter losses ag income from other sources.

a)
§469  segregates passive activity losses and bars their use as an offset against income from unrelated sources.  Passive activity refers to any business ctivity in which the taxpayer does not materially participate. (rental activities, owner of limited ptrshp.  Passive activity loss is deductible only  against  income from that or another passive activity, with indefinite carryforward.

3.
Mortage of Appreciated Property - The Woodsam Case

a.
Suppose purchase RE for 100,000 years ago and now worth $350,000.   Need cash so get nonrecourse mtge loan for $350,000. Can argue that in view of the absence of personal liability, the investor has realized a gain to extent mtge proceeds exceed his basis.  If value declines, abandon property and thus converted property's appreciation into cash.  So generally T wants to resist realization of the mtge transaction and defer gain until propery is disposed of.

b.
Woodsam Associates Inc v. Comm'r (1952) - Here, however, T argued for realization and gov't opposed it, bec the year, in which the mtge was made and alleged realization occured, was barred to the govt by statute of limitations. T argued that realization occurred and basis of prop at time sold should reflect the earlier event. Since, T would get benefit of any further property appreciation, ct wouldn't treat nonrecourse loan differently from one with pers liability.  Ct held mtge was not a disposition which produced a taxable gain.  Therefore T's entire gain was taxed in the year of sale.

c.
So if bldg worth 4,000 and pay 1000 cash and borrow 3,000 nonrecourse mtge, and then prop appreciates to 10,000 and borrow add'l 6,000, the basis remains 4,000 - Woodsam - subsequent borrowing excluded from basis.   ( the intial borrowing of 3000 is part of orig cost and is included in basis -Crane). 

4.
Dispositions of Encumbered Assets - Tufts and Diedrich.

a.
Excessively mortgaged property.  Crane principle - if a nonrecourse mtge is included in the property- owner's basis for purposes of computing annual depreciation, then the unpaid balance of tha mtge must be included in determining amt realized - relief from the debt is treated as benefit.  But, suppose the securing property is worth less than the mtge debt,  thus no incentive to pay debt over just abandoning property.   Should the amt realized be the lower value of the property rather than the full amt of debt?  NO - Tufts

1)
Comm'r v. Tufts (1983).   

a)
T borrowed $1.85 million to construct apt bldg by nonrecourse note secured by mtge on the bldg. Over next two yrs, took depreciation deduction os $450,000 which reduced basis to $1.4 mil. Sold property for no cash but subject to the mtge. FMV on date of sale not greater than adj basis of $1.4 mil.  T argued $1.4 = amt realized and thus no gain recognized.  

b)
HELD: T had realized the full unpaid balance of the mtge debt - 1.85 and must recognize taxable gain of 450,000. When obligation to repay was realieved, realized value to the extent under 1001(b). In determining amt realized the FMVbecame  irrelevant.  

c)
O'Connor suggested the transfer of exceessively mtge prop might be viewd as (a) a sale of the asset itself for its FMV of 1.4 and (b) use of the constructive proceeds (1.4) to satisfy the debt of 1.85. The sale would then generate no gain bec amt realized was no greater than adj basis.  However, the debt repayment would result in 450,000 cancellation of indebtedness income.  However, in this view, cancellation of indebtedness is ord income and gain from disposition of bldg is capital gain.

d)
as to the buyer of the property, if his basis became the cost of 1.85, the property's actual value would be litttle compared to the large nonrecourse loan and investors would want this to get depreciation deductions ( never pay principal bec less than property).  Wher property is known to be worth less than the nonrecourse debt at the time the property is acquired, the purchaser's basis should be limited to the lower value figure - 1.4.

b.
Condidtional gifts - Diedrich 1982.  T  owns stock with basis of 20 and value of 100. T borrows amt equal to the appreciationn - 80-  and then gives the stock subject to the indebtedness to relative. Although gifts are not realization events, here T is partly a giver and partly a seller. Falls within Tufts rule and gain recognized.

C.
Deferred  Payment Transactions

1.
Installment Sales, Burnet v. Logan. - Installlemt sale method and Fair market calue rule to enable T who has made a deferred payment sale to postpone recognition untul buyer's obligation has been reduced to cash.

a.
The installment method - §453 gains from deferred payment transactions involving real estate and other investment property shall ne spread out proportionately over the entire payment period.  eg. cost 20,000, total sale price $100,000 but 10,000 cash in year of sale and 90,00 mtge over over next 9 years. Only 8,000 of the seller's 80,000 gain (1/10 * 80,000) will be taxed in that year.

1)
may elect out of installment method.

2)
inequities:  Property sellers who desire or are willing to invest in their vendee's installment obligations are taxed at one rate while those who sell for cash because they prefer to invest fundsin securites by others are taxed at a higher rate.  Could eliminate this discrimination if the successive tax payments carried interest like other loans.

a)
§453 A (1987) with respect to installent sales of business and rental real property with a selling price > $150,000 - if the amt of seller's installment receivables at year end exceeds $5million, interest will be charged by the government on the deferred taxes attributable to the excess.

b.
Fair mkt value rule.   Where sale is subject to contingencies so that the price or the payment period is uncertain.  

1) Burnett v. Logan, FACTS: payments were to continue as long as the mine went on producing revenues for the buyer.  T owned stock incorp whose asset was interest in mine. All of the company's stock was sold to another concern for $2mil in cash - T's share was 137,000 - plus an agreement to pay the sellers royalty of 60¢ for each ton of ore. T received payment averaging 9,000 annually. Issue: Whether or to what extent the annual royalty payments should be included in her goross income?  Gov't estimated the royalty contract  at time of sale had value of 1.9 mil based on estimated number of tons.  Thus T's contract share of 120,000, plus her share in initial cash payment, = amt realized and the difference btwn this and her basis = recognized gain in the year of sale.  

2)
HOLDING: SCT rejected gov't's evaluation  and found the royalty contract had no ascertainable fair mkt value when received in exchange for T's stock. The sale was not a closed transaction bec amt realized was indeterminabel. Therefore (a) no gain or loss recognized when sale took place and no income taxed until annual royalty payments exceeded her stock basis.  Thus, an exchange of property for a contingent payment contract will be regarded as an "open" transaction if the contract claim lacks an ascertainable FMV.

3)
In response, Congress amended §453 so as to permit contingent payment transactions to be treated as installment sales.  Thus where payout period is fixed but max amt pd is uncertain, Regs §15a453-1(c), now require that basis recovery be spread out equally over the stated period.  (eq.  $250,00 basis for six year contract:  one sixth of 250,000 basis or 41,667 would be offset against six payments received) Where max amt is fixed but term of payments is indefinite, each annual receipt will be allocated in the same proportion that the seller's basis bears to the maximum amount payable, with the balance being taxable gain.  If both max price and payout are uncertain, Regs establish arbitrary term - 15 years - over which cost recovery wil be spread.

D.
Non-recognition Transactions

Where gain or loss is required to go unrecognized, the basis of the property received/acquired is "adjusted" so as to insure that T's gain or loss will be picked up later. Postpones tax payment of unrecognized gains and accelerated taxpayment of unrecognized losses. T usually like non-recognition where gain is concerned and dislike deferrng a loss.  

1.
Three categories of nonrec - transactions

a.
Continuity of investment cases, where nonrec normally applies to gains and losses alike.  Exchanges of tangible assets for other tangible assets of like kind, corporate mergers.  New investment considered a continuation of the old. The exchange is a realization but not recognized gain or loss.

b.
Hardship situations, where nonrec is usually confined to gains.  Leasehold termination, involuntary conversion, sales of personal residences and other onerous transactions. Nonrec is supplied by way of relief and the T's gain is permitted to be deferred.

c.
tax-avoidance "schemes", where non-rec applies to losses only.   T is manipulating the realization req't by spuriously disposing of property and Code disallows the loss.  (1) Wash sales - the sale and repurchase of the same security within a 30 day period -  §1091 requires that the security repurchased take the basis of the security sold, so that loss deduction is postponed until a bona fide disposition.   (2)  sales of property btwn family members and other related parties. - §267, purchaser's basis for purpose of computing loss is his actual cost rather than the seller's basis. Hence as with gifts, the loss deduction is permanently disallowed.

2.
Like Kind Exchanges. 

a.
§1031 (a) provides that gain or loss will not be recognized if business property  (other than inventory) or investment poroperty (other than stocks and bonds) is exchanged for other business or investment property of like kind.  Aim is at real estate swaps.  Postpones recognition of g/l, does not forgive them completely. Basis of old is substituted for new.

b.
§1031 does not prohibit the receipt of cash "boot" in connection with a like kind exchange.  Postponement is permitted as to like kind element, but gains (though not losses) are recognized to extent of cash. 

1)
eg. A owns bldg with basis of 60, worth 100, and exchanges for new apt worth 90 and 10 in cash.  A recognizes a gain of 10.  Under §1031(d) basis for new bldg is 60: his old basis, 60, plus recognized gain, 10, minus cash received 10.  The unrecognized 30 is gain to be taxed when new bld disposed of .  

2)
if basis in orig > FMV for eg 120, losses are not recognized under 1031, the 10 cash would be applied to reduce basis for new to 110. Still has loss potential of 20 (110-90) which is equal to decline in value of old building.

c.
If property is exchanged subject to mtge, §1031(b) treats the mtge like money and gain is recognized.

1)
eg. A purchased bldg for 40 cash and 20 mtge. basis under Crane is 60. FMV 100. If now exchange old for new worth 80 he realizes 100: the value of the new property, 80, plus the 20 mtge assumed.  since mtge is treated as money, recognize 20 on the exchange. basis for the new propertywould be 60: basis in old, 60, plus gain recognized 20, less money received 20.  This leaves 20 of appreciatio nto be recognized when new is sold.

2)
to avoid §1031 dispose of property for cash, recognize losses, and then reinvest in new.

3)
nevertheless, deny loss rec in sale and leaseback transaction - despite the existence of sale for cash.

3.
Sale of a Personal Residence
a.
gain from the sale of a personal residence is includable in the seller's income (usually as cap gain) and looses are treated as personal and disallowed (§165c).

b.
§1034, gain from the sale of a personal residence is not recognized of the Taxpayer buys a new residence within a 2yr period (before or after), provided that the cost of the new residence is at least equal to the sale price of the old. If less costly, gain is recognized up to the amt of the difference. As with like kind exchanges, the basis of the new residence is adjusted to reflect the gain not recognized, so that in effect such gain is merely deferred.

c.
§121 permits T age 55 and over to exclude, ona one-time elective basis, up to $125,000 of gain from the sale of residence if the seller has occupied the residence for at least three out of the proceeding five years. Thus, older people who move into smaller homescan receive a tax benefit whensell the family home.

XII.
Unit XII

-Preference for capital gains and limitation on the deduction for capital losses.

-The capital gains preference is granted only when a capital asset is sold or exchanged.

A.
Code

1.
§1(h) Tax imposed - maximum capital gains rate.

a.
max 28% rate on net capital assets.

1)
Hence, indiv taxed at 31% now subtracts his net capital gains and computes tax on the ord income that remains (presumably at 31% rate) and then adds to that liability a tax equal to 28% of such net capital gains.
2.
§1221 Capital asset defined

a.
capital asset = property held by T (whether or not connected with his trade or business), but does not include

1)
stock in trade of T or inventory

2)
property subj to depreciation in 167 or Real property used in trade or bus

3)
copyright, literary musical, artisitc composition

4)
accounts/notes receivable

b.
§1221 all assets are capital assets except those listed in §1221. Also some judicial exceptions.

3.
§1222 Other terms relating to capital gains and losses

a.
separates short term from long term capital gains and losses. ( under prior law - net long term cap gains qualified for 60% deduction, while net short term cap gains were taxable in full.)  Now while short term gain continues to be taxed at the same rates as ord income (31% at the top), long term gain now gets the benefir of a 28% rate limitation. Capital losses, whether short or long, can be used to offset up to $3,00 of ordinary income with unlimited carryforward.

b.
Short term capital gain (loss). asset held < 1yr.

c.
defines net capital gain -  Net long term capital gain for the year minus the net short term capital loss for such year.
4.
§1223 Holding Period of property

a.
§1223 holding period rule - treat assets held for a longer period of time better than those held for a short period.
5.
§1211 Limitation on capital losses

a.
§1211(b) Taxpayers, losses allowed only to extent of the gains from such sales or exchanges, plus (if losses exceed such gains) the lower of 

$3,000 ($1,500 married filing separate) or

the excess of such losses over such gains

b.
Under the 1986 Act, capital losses continue to be deductible without limit against capital gains and the limitation on net capital losses of individuals deductible annually against ordinary income remains at $3000, but capital losses may offset ordinary income dollar for dollar up to that limit.§1211(b).

6.
§1212(b) Capital loss carrybacks and carryovers - for unused capital losses.

a.
net short term capital loss - net long term capital gain =  short term cap loss in succeeding taxable year

b.
net long term cap loss - net short term cap gain = long term cap loss in succeeding taxable year

B.
Other sections that either extend the benefits of the capital gains preference or take it away:

1.
§1231 Property used in the trade or business and involuntary conversions

a.
crtn non-capital assets produce capital gain anyway.

2.
§1245 Gain from dispositions of certain depreciable property

a.
§§1245 & 1250 treat income from certain assets as ordinary - paying back depreciation as ordinary income
3.
§1202 (1993 Act) GI not include 50% of any gain from sale or exchange of certain small business stock held for more than 5 yrs.

a.
broadens the preference for crtn small business stock.

4.
§1258 (1993 Act) Recharacteriztion of gain from certain financial transactions

a.
takes away the preference when certain transaction are structured  so as to disguise a time value element.

C.
Cases

1.
For taxation of gains or losses:

a.
First realize gain or loss §1001

b.
Second recognize g/l §1001(c)\, §§1031-42

c.
Third, determine the character of the g/l: ordinary and capital. (prefer ordinary loss since deductible in full whereas capital loss generally deductible only to extent of capital gains.

2.
Policy 

a.
Policy arguments for preferential treatment of capital gains

1)
Capital Gains are not income -
a)
Capital gains are nonrecurring-     a progressive tax should be on recurring items, and exclude extraordinary gains or windfalls.

1)
counter - rejected by Glensahw Glass (treating punitive damages awards as income.  Inc tax should reflect ability to pay tax, whether from windfall or not

b)
Asset value changes due to interest rate fluctuations are not income.  (bond)

1)
counter -  in a better economic position than people whose capital value remained unchanged

2)
Bunching - 

a)
preferential treatment relieves T of high rates otherwise imposed when gains that accrue over years are bunched into the year of the asset's sale.  income averaging.

b)
counter - there are better ways to income average

3)
Inflation - 

a)
to extent gains reflect rise in general prices, they do not add to purchasing power. nominal gains.

b)
counter-  inflationary gains could better be excluded by adjusting basis to reflect increase during holding period.

4)
Lock In

a)
To avoid bunching, T refrain from selling even when mkt would favor sale.   Locked in to the existing investment by the prospect of a tax on the sale, and capital is deprived of the mobility which it ought ideally to possess.   preferential treatment decreases tax barrier to shifts in investment.

b)
counter -  other causes of lock in -  6 month holding period; interest free loan by deferring taxes; escape tax at death.

5)
Taxation of Capital Gains on Corporate Stock Is double Taxation
a)
counter - problem of corporate taxation rather than capital gain

6)
Disincentive to Savings

a)
gains would tend to be saved by indiv rather than spent by government. therefore, reduce overall investment.

b)
Discriminates agaisnt savers as compared to consumers, by imposing double tax on savings. Incomes is taxed when earned or received.  If the amt that remains is expended on comsumption - no further tax is imposed on the indiv with respect to that original receipt. If the indiv choses to expend his after tax income on shares, gov't bonds, or other income producing assets, then the further income will be subject to furher tax. thus savers taxed twice, consumers once.

c)
counter -  this argument supports taxation based on consumption rather than income.

7)
Disincentive to Risk taking
a)
makes investors less willing to make risky investments.

b)
counter - risk taking could be stimulated by other methods.

b.
Policy arguments against preferential treatment of capital gains
1)
A Dollar of Capital Gain is the same as any other Dollar of Economic Gain.
a)
same purchasing power

2)
The Preferential Treatment of Capital Gains is the Greatest Source of Income Tax Complexity - complex code provisions

a)
complexity due to measuring gain or loss and realization. - complexity doesn't disapper by taxing cap gains as ordinary income.

3)
The Capital Gain Preference Creates too Much Inequity and Too Little "Bang for the Buck"
a)
disproportionately benefits high bracket T. distinction s btwn ordinary and capital are  arbitrary.  Also little add'l savings and risk taking for the revenue costs.

b)
counter - revenue loss is overstated bec assume T behavior would be same if taxed as ord income.

c.
Rollovers of Gain

1)
Tax free rollover when capital is transferred from one investment to another. tax gains when consumed (rather than as income) but not when reinvested.

d.
Taxing Accrued Gains

1)
Taxing Accrued Gains annually whether realized or not. to address the inequities from  realization req't.

3.
Defining a capital transaction
a.
to qualify for capital gains treatment:

1)
the transaction must involve property that is a capital asset

2)
the property must be transferred in a sale or exchange

3)
the minimum holding period must be met

b.
three factors  considered in determining whether characterize as ordinary  or capital

1)
the inherent nature of the asset  - relates to classification as ord or cap

2)
the type of disposition made of the asset. - relates to definition of cap gain as gain from sale or exchange

a)
method of payment - fixed amount or royalty

b)
carving out of the transferred asset from underlying asset retined by T

3)
whether treat as unitary and involving single asset, or composed of number of separate transactions involving separate assets - application

4.
What is a capital asset?  §§1221 and 1231

a.
STATUTORY - §1221 - cap asset includes all property held by T with crtn exceptions:

1)
the stock in trade or inventory of a business, or property which is held primarily for sale to customers in the ordinary course of a trade or business; 

a)
Property held for sale to customers
1)
Property held primarily for sale to customers in ordinary course of trade or bus is excluded from definition of cap aset by §1221(1).  likewise 1231 excludes such asasets from 1231 treatment.  Thus treated as ordinary gain  or loss.

2)
Malat v. Riddell  (U.S. 1966)

1)
joint venture which acquired land, argue over purpose - whether to rent or sell.   sold interior lots. reported profits and taxed as ord income.  Sold exterior and T wants to treat as cap gain.  Commiss argues property held for sale to customers in ord line and therefore ordinry income.  

2)
issue - meaning of "primarily" as in primariliry for the sale in 1221(1). 

3)
held - primarily means "of first importance" or "principally".

3)
to distinguish business from investment purposes - 

1)
Guidelines 

a)
nature and purpose of acquisition of the property and duration of ownership

b)
extent and nature of T's efforts to sell the property

c)
number, extent, continuity, and substantiality of sales

d)
extent of subdividing, developing, and advertising to increase sales

e)
use of business office for the sale of property

f)
character and degree of supervision or control by T over any representative selling the property

g)
time and effort T habitually devoted to the sales.

2)
Number Frequency and Substantiality of Sales - most important factor

a)
Assume sales that are numerous & extend over long period are more likely to have occurred in the ordinary course of business while sales that are few and isolated are more likely to have resulted from investment activity.

b)
Prinicpal inquiries

c)
Was T engaged in trade or bus and if so what bus?

d)
Was T holding property primarily for salei n that bus?

e)
Were the sales contemplated by T ordinary in the course of that bus?

3)
Seller's passivity

a)
T wouldn't be found to be engaged in trade or business where he had done little to acquire, improve or market properties.

b)
add inquiries

c)
Were the contemplated purchasers "customers" of T?

d)
Should the business activity of others be imputed to T so as to be considered T's business?

4)
Relative earnings of T

5)
bulk sales

a)
T more likely to obtain cap gains treatment if dispose of land in single bulk rather than many smaller sales.

6)
liquidation of investments 

a)
more willing to allow cap gains where T can establish that he subdivided land merely to liquidate his investment more profitably.

2)
depreciable or real property used in a trade or business

a)
affected by 1231 which characterizes net gain on sales of depreciable or real property used in a business as cap gain and net losses on sales of such assets as ordinary losses.

1)
§1231 may permit cap gains treatment for disposition or real or depreciable prop - land, bldg, machinery, fixtures - that's excluded from the defintion of cap assets by §1221(2).  "Quasi - capital assets".  It does not include other business assets denied cap gains by 1221.

2)
three types of dispositions may apply 1231

1)
g/l from sales or exchanges of property used in trade or bus

2)
g/l arising from condemnations and involuntary conversions (eg. casualty or theft loss) of prop in trade or bus or profit making activity

3)
two stage netting process

1)
firepot - T nets her gains from casualty and theft losses (insurance proceeds) against her losses from involuntary conversions.  

a)
If l > g, §1231 does not apply to either g or l..  Deemed no sale or exchange so gains taxable as ord income and losses deducted from ord income.

b)
If g > l, both g and l are carried over into the second stage of the netting process.

2)
hotchpot - T compares her total gains with total losses from involuntary conversions, condemnations, and sales and exchanges of bus property. 

a)
If l > g, gains includible in ord income and losses deducted from ord income.

b)
if g>l, gains terated as ong term capital gains and losses as long term capital losses.

b)
§§1245 & 1250, however, recapture as ord income amounts that would otherwise be cap gain under 1231

3)
copyrights, literary, musical,  or artistic property held by its creator; letters or memoranda prepared by of for T.

a)
cap assets in hands of buyer or legatees (not creator) unless for sale to customers in ord course.

b)
§1235 - cap gain treatment on sale of patent by invemtor even when he's a professional who makes the sale in ord course.  inventor required to transfer "all substantial rights".

1)
Inventor - Employees. Where inventor is EE who has contracted to assign patents to ER, payments = compensation.  EE not contracted may qualify for cap gains.

2)
Recapture. Patents in a trade or bus are depreciable under 167 and gain on sale is subject to recapture as ord income under 1245
4)
accounts or notes receivable acquired in the ordinary course of the T's trade or business

a)
bec everyday business activity.

5) government publications received from the government at a price less than that which the general public is charged.

a)
eg. Congressional Record. 

b)
designed to deprive T of charitable deductions for the FMV when they are contributed to a charity such as a university or a library.
The exceptions are intended to produce ord income treatment for proceeds from everyday business activities and cap gains treatment for other property dealings.

b.
Judicial COMMON LAW - 

1)
Arkansas Best Corporation v. Comissioner  (U.S. 1988)

a)
issue: Whether capital stock held by Arkansas Best is a capital asset as defined in 1221 regardless of whether the stock was purchased and held for a business purpose or for an investment purpose.

b)
Arkansas had stock in bank that it sold for a loss and took ordinary loss deduction. When bank was doing bad it extended further capital and received shares (1972-74)  Tax court held that bank stock purchased prio to 1972 had been acquired with investment goal - thought stock undervalued and would appreciate, while stock purchased after 1972 had been acquired exclusively for business purposes - to preserve business reputation.

c)
Held:  All capital asset.  A taxpayer's (Ark's) motive & purpose in acquiring and holding the stock was irrelevant to the determination whether the stock was a capital asset.    The bank stock falls within the definition of cap assset in 1221 and is outside of the five statutory exclusions. the definition's parenthetical  "whether or not connected to his trade or bus", makes irrelevant the property's  connection with  his business.

d)
Corn Products 1955- hedging futures - part of inventory exception - ordinary asset futures as surrogates for the raw materials.  T had a business as distinguished from an investment purpose in purchasing the corn futures and the g/l were ordinary and hence taxable at the corporate rate.  arise from everyday operation of the business.   Case established that one could go beyond the listed statutory exceptions.  But corn products has no appliction to this case. Corn products prevailing interpretation was too expansive.

2)
Azar Nut (5th Cir 1991) loss sustained by ER on sale of EE's hometreated as a capital loss. Er agreed to purchase home if fired employee and argued the expense ws employee compensation..  ct relied on Ark Best to say bus purpose irrelevant and house was not used in the trade or business as req'd by 1221(2).

3)
Circle K Corp v. US (T.C. 1991) treated as ord a loss on the sale of stock in an oil and gas producing company which the plaintiff held in hopes of assuring a supply of gas for retail outlets. Under Ark - T's orig intent in acquiring stock-investment motive was irrelevant.

5.
What is a sale or exchange?

a.
Hort - T inherited bldg leased to a bank. Lease had 13 yrs left but bank terminated. T agreed to cancel lease in consideration of cash payment.  T will realize ordinary income and not capital gain when he sells the right to future rental income and retains the underlying property.  The future rents would have been taxed as ordinary income so th esubstituted payment caould be treated no differently.  Also, no separate basis for the lease - if T had suffered eco injury because of the lease cancellation, that injury would become a deductible lossonly when its extent had been fixed by a closed transaction, by the sale of the underlying real estate itself.  Don't know if it's because T divided rather than sold or exchanged the property interest or bec of nature of asset transferred.  Does retention of underlying property mean no cap asset transferred or no sale/exchange occurred?

b.
If the carved out interest disposed of is coterminous with the interest owned by the T, capital gains results; if not ordinary income is produced. (The sale of an income right, unaccompanied by a disposition of the underlying property, results in ordinary income to the seller equal in amount to the entire proceeds of the sale.)

6.
Holding Period §1222 and 1223

a.
Caspe v. United States (8th Cir 1982) -  statute defines long term cap gain as "held for more than six months". Holding for six months doesn't suffice. If held for one more day they would have satisfied req't.

b.
Inherited Property - Capital assets acquired by inheritance are exempted from the holding period req't by §1223(11). Therefore, can be sold immediately upon recepit in a transaction that will result in long term cap gain or loss.

c.
Tacking of Holding Periods. in some circ can tack on to their holding period a period of time before their acquisition of the capital asset.  

1)
eg. gift - combine own holding period with holding period of donor 1223(2).

2)
Tax free exchange (like kind) - required to tack his holding period for the property relinquished onto holding period for newly acquired property. 1223(1)  Applies only if basis are the same and if property given up was a capital asset or 1231 asset.

