I. What is Included in Gross Income?
The Supreme Court defined gross income as an “undeniable accessions to wealth, clearly realized, and over which the taxpayers have complete dominion” (Glenshaw Glass)
Section 61- Gross income defined as “all income from whatever source derived”, including but not limited to the following items:

1. Compensation for services, including fees, commissions, fringe benefits, and similar items;

2. Gross income derived from business;

3. Gains derived from dealings in property;

4. Interest;

5. Rents;

6. Royalties;

7. Dividends;

8. Alimony;
9. Annuities;
10. Income from life insurance and endowment contracts;
11. Pensions;
12. Income from discharge of indebtedness.
Gifts from employers to employees are still considered gross income. § 102(c).

Payment of income taxes by employer is considered gross income (Old Colony Trust).
Section 83- Receipt of property as compensation

1. Gross income includes the difference between the FMV and whatever the employee had to pay for it.

2. Statute says to measure gross income when the property is transferable or no longer subject to substantial risk of forfeiture (e.g. when restrictions are no longer applicable to the property).
3. Section 83(b) election- Allows employee to elect at the time of transfer to pay taxes as if they were the owner of the property.

Annuities under section 72

1. When a person transfers money or other property and receives from the transferee a promise to pay certain sums at intervals, the amount so paid is likely to be an annuity.

2. The period can be measured in terms of the life of the transferor or in a fixed number of years.

3. The taxpayer has gross income to the extent he receives more than he paid for the annuity. The investment in the annuity is his “basis”, which is recovered as annuity payments are received. § 72(a)

4. How is the income allocated during the years of the annuity? The amount of payment excluded from gross income is determined by the “exclusion ratio”, where the numerator is the investment in the contract and the denominator is the expected return. § 72(b)

5. If taxpayer dies before recovering his investment back, the amount of unrecovered investment shall be allowed as a deduction for his last taxable year. § 72(c)

Discharge of indebtedness is included in gross income. § 61(a)(12).

1. If a creditor reduces your debt, your net worth increases by the amount of the reduction and this amount is included in gross income.

2. Exceptions to § 61(a)(12):

a. Insolvency- discharge of indebtedness is excluded from gross income if the taxpayer is insolvent or is subject to bankruptcy proceedings. The amount excluded is limited to the extent of his insolvency § 108(a)(1)(A) and (B).

b. Purchase-money debt reduction- if the seller of specific property reduces the debt of the buyer arising out of the purchase, the reduction is treated by both parties as an adjustment of the purchase price. 

i. Gambling chips were not considered property in Zarin.

ii. The provision does not apply if the seller has transferred the debt or the buyer has the transferred the property to a third party. § 108(e)(5).

Illegal income is included in gross income (Collins). 

1. The Supreme Court held that all unlawful gains are taxable. Those who acquire money illegally should not be able to escape tax liability while honest people cannot. (James)

2. A taxpayer has received income when she “acquires earnings, lawfully, or unlawfully, without the consensual recognition, express or implied, of an obligation to repay without restriction as to their disposition”.

3. Only relief is that taxpayer can take deductions for payments she makes in restitution available for the year such payments are made.

II. What is Excluded from Gross Income? 
Certain fringe benefits are excluded from gross income § 132(a).
1. No-additional cost service,

a. Employer’s business, for which employee works, has to offer this service to customers in ordinary course of business and the employer incurs no substantial additional cost including foregone revenue in providing it to the employee.

b. For example, a lawyer for an airline is able to fly free on plane that had empty seats available. 
2. Qualified employee discount,

3. Working condition fringe,

a. Any property or services provided to an employee that, if the employee paid for them himself, would be deductible business expenses .
4. De minimis fringe,

a. Anything so small in value that accounting for it would be unreasonable.

b. Employer provided eating facility located on or near the business premises.

5. Qualified transportation fringe,

a. Transportation in commuter highway vehicle (seating capacity of 6 or more, and 80% of mileage is used for transporting employees)

b. Any transit pass

c. Qualified parking

6. On premises athletic facility operated by the employer

Meals are excluded from gross income if they are furnished on the business premises of the employer. § 119.
Business trips are excluded from gross income when they are primarily for the benefit of the employer (Gotcher).

Gifts- the value of any property acquired by gift, bequest, devise, or inheritance is excluded from gross income. § 102.
Gift is property given out of a “detached and disinterested generosity” (Duberstein).

Scholarships used for “qualified tuition and related expenses” are excluded from gross income. § 117.  These expenses consist of “tuition and fees required for enrollment”. Amounts used for personal expenses, like room and board, are still taxable (follows principles of § 262 that personal and family living expenses are not excludable).

Family and governmental support is excluded from gross income. Whether something qualifies as support varies.
Life insurance proceeds paid on account of the death of the insured are excluded from gross income. § 101(a)(1).
Employer provided health plans are excluded from gross income. § 106(a).

Interest paid on local or state bonds is excluded from gross income. § 103.
Personal injury damage awards are excluded from gross income. § 104(a)(2).

Amounts received through accident or health insurance are excluded from gross income. § 104(a)(3).
Loans are excluded from gross income.

III. Ordinary and Necessary Business Deductions
Section 162- There shall be allowed as a deduction all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business.

Three requirements for deduction:

1. Ordinary and necessary

2. Incurred in a trade or business

3. Has to be an expense as opposed to a capital expenditure

What does “ordinary and necessary” mean?
1. Ordinary has the “connotation of normal, usual, or customary”, and “it must be, however, common or frequent occurrence in the type of business involved”. 

2. Necessary does not mean essential, but appears to mean “appropriate and helpful” for the development of the taxpayer’s business (Deputy v. du Pont).

3. In reality, most expenses are “ordinary and necessary” and no one spends a lot of time on these issues.

What are examples of expenses covered by section 162?
1. Reasonable allowance for salaries
a. No deduction for part of salary in excess of $1,000,000 paid to CEO and 4 other highest paid executives of a publicly held corporation (unless based off commission or performance). § 162(m).

b. For privately-held corporations, the Seventh Circuit uses an “independent investor” test.

i. It provides a lens through which the entire analysis should be viewed

ii. In this business, what rate of return would investors expect?

iii. Thus, if a company’s rate of return on investments “remain at a level that would satisfy an independent investor, there is a strong indication that management is providing compensable services and that profits are not being siphoned out of the company disguised as salary.”

iv. Court in this case said returns were good enough (50%) to give presumption that salary being paid to CEO was deductible. (Exacto Spring)

2. Traveling Away from the Home

a. § 162(a)(2) allows a deduction of expenses for traveling, meals, and lodging while away from home and in the pursuit of a trade or business.
b. Have to be away from home for at least one night to qualify.

c. Basically can deduct costs that would duplicate costs you are already incurring at home. 
d. Commuting from home to work and back are nondeductible personal expenses (Flowers). 
e. No deduction for costs of food and lodging if you are there for more than a year (It then becomes a personal choice not to just move there).
3. Advertisement

a. Deductible in the year the advertising occurs

4. Clothing

a. Rule is that there is no deduction for clothes if they were “adaptable for general usage” as ordinary clothing (Pevsner)
5. Business Meals and Entertainment 
a. Not talking about “away from home” expenses

b. Substantiation requirement

c. Business connection requirement

i. Expense has to either be directly related to or associated with the active conduct of the taxpayer’s trade or business. § 274(a)(1)(A).

d. Deduction is limited to 50% of the amount of the expense. § 274(n).

e. No deduction for lavish and extravagant meals. § 274(k).
f. No deduction for regular business meals (Moss).

6. Home Office

a. Home office needs to be taxpayer’s “principal place of business”, and

b. The employer has to mandate that you have the home office (unless you are self-employed) (Soliman).

7. Child Care

a. But for your business you could take care of your child yourself. So should these expenses be deductible?

b. Tax credit allowed for dependent care and household expenses. § 21.

8. Cost of legal defense (Tellier)

No deduction for bribes and kickbacks or for any fines and penalties paid to the government. § 162(c) and (f).

Remember no deduction for personal or family living expenses under § 262.

IV. When should Business or Investment Expenses be Deducted?
Three options: 

1. Immediately expensed
a. Expense deducted when paid

b. Ex. repairs, things that are consumed quickly or have a short life

2. Capitalized and depreciated

a. Deducted over the useful life of the relevant asset 
b. Is the asset subject to wear and tear?

c. Ex. things with long lives, such as machines, buildings, intangible assets
3. Capitalized and not depreciated
a. Cost recovery only when the asset is sold or otherwise disposed of.

b. Ex. stock

Expense or Capital Expenditure? One general idea is that expenditures that produce income beyond the current taxable year should be capitalized.
Section 263 of the Code allows no deduction for capital expenditures, which are defined as “any amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate”..

Rather than provide a complete list of nondeductible expenditures, this section serves as a general means of distinguishing capital expenditures from current expenses.

Certain categories of expenditures are routinely required to be capitalized:
1. Construction of Assets
a. Expenditures to construct an asset, such as a building are required to be capitalized.
b. § 263A- Requires capitalization of any direct or indirect costs allocable to the production of real property for business or investment purposes.

c. Expenditures such as the construction workers’ wages must be capitalized and added into the basis of the property.

d. Even if you do the construction yourself, the cost of the equipment used to construct the property is capitalized and added to the basis of the property (Idaho Power).

2. Acquisition of Assets

a. Expenditures to acquire an asset that will last longer than the taxable year must be capitalized, including financial assets (such as stock and bonds), real estate, tangible personal property (such as machinery and equipment), and intangible assets (such as contracts and patents).

b. Investment bank fees, legal fees, appraisal fees, and other transaction costs that facilitate the acquisition of an asset are not immediately deductible and must be capitalized (INDOPCO)
c. The expenditures are added to the basis of that asset.

d. Overhead exception- employee salaries can be deducted (e.g. in-house staff even if they spend all their time negotiating the acquisition of an asset)
3. Nondeductible Rehabilitation or Improvement versus Deductible Repairs
a. Regulation 1.162-4 allows deduction for costs of repairs that neither materially add value to the property nor prolong its life, but keep it in an ordinarily efficient operating condition.
b. Regulation 1.263(a)-1(b) provides that capital expenditures include amounts paid or incurred to (1) add to the value, or substantially prolong the useful life, of property owned by the taxpayer, or (2) adapt property to a new or different use.
If the expenditure doesn’t fall into one of these categories, remember that if the asset will be useful for more than one year, it is probably going to be a capital expenditure.

V. Cost Recovery of Capital Expenditures:

The costs can be depreciated if the asset is subject to wear and tear, otherwise, the taxpayer has to wait until sale or disposition of the asset for cost recovery.

Section 167 of the Code permits as a depreciation deduction a “reasonable allowance for the exhaustion and wear and tear (including a reasonable allowance for obsolescence)” of assets used in a trade or business or held for the production of income.

Section 168 sets forth the applicable depreciation method, recovery period, and applicable convention. 
Salvage value is treated as zero. § 168(b)(4).

Class Lives- determining the useful life of an asset

Property shall be treated as:


If such property has a class life of:

3-year property



4 or less

5-year property



More than 4 but less than 10

7-year property



10 or more but less than 16

10-year property



16 or more but less than 20

15-year property



20 or more but less than 25

20-year property



25 or more

27.5-year property



Residential rental property


39-year property



Commercial real property

Methods of depreciation:

1. Straight line method
a. Must be used for real estate, but the taxpayer may elect to use the straight line method for any class of property.

b. Under this method, the cost of an asset is allocated in equal amounts over its useful life.

c. The straight line rate is the reciprocal of the useful life; for example a 5-year life produces a straight line rate of 20 percent (1/5)

d. Ex. $100 asset with an estimated five-year life would be depreciated at the rate of 20 percent or $20 in each of the five years.

2. Double declining balance method (200 percent declining balance)

a. This method allocates a larger portion of the cost to the earlier years and a lesser portion to the later years.

b. Under this method, a constant percentage is used (double the straight line rate) but it is applied each year to the amount remaining after the depreciation of previous years has been charged off.

c. The taxpayer switches to straight line in the year in which that method produces a larger deduction.

d. Ex. $100 asset with five-year life would be charged $40 the first year (twice 20 percent, or 40 percent x $100), $24 in the second year (40 percent x the balance of $60), $14.40 in the third year (40 percent x the balance of $36), and so on.

Applicable convention
1. Half-year convention

a. Used for personal property

b. Means that one-half year’s depreciation is allowed in both the year of acquisition and the year of disposition.

c. Ex. Taxpayer purchased a machine on September 20, he would take one-half of the total depreciation allowance for the year of purchase.

2. Half-month convention

a. Used for real property
b. Means the taxpayer takes one-half a month’s depreciation for the month of acquisition and disposition.

c. Ex. taxpayer acquires real property on October 20, the taxpayer would take a depreciation allowance for 2½ months of the first year.
Section 179 and subsidy for small businesses: 
1. This section permits a taxpayer to elect to deduct immediately $100,000 of the cost of certain tangible business property where the taxpayer’s annual totally investment in qualified property is $400,000 or less. 
2. Any additional amount is subject to the usual depreciation rules.
Section 197 intangibles

1. Creates a useful life of 15-years for intangibles including, 

a. goodwill
b. an ownership interest in a corporation

c. computer software

d. patents, copyrights, and trademarks
e. customer lists

f. covenants not to compete

2. Depreciation is determined under the straight line method.
VI. Interest Deductions
The deductibility of interest turns generally on the purpose of the indebtedness:

1. Business interest

a. Interest on indebtedness used to operate a trade or business is a cost of doing business and thus is deductible like any other business expense. § 163(a).

b. Ex. Interest on a loan to buy a machine for your business is deductible.
2. Investment interest

a. Interest on debt incurred by individuals and properly allocable to investment property is deductible with limit. § 163(d).

b. The deduction is limited to net investment income (with an indefinite carry-forward of interest disallowed under this provision).

c. The investment interest limitation makes sure investment interest is deducted only as ordinary income is produced.

3. Personal interest

a. Interest on debt for personal consumption is generally not deductible. § 163(h).

b. Exceptions for qualified residence interest:

i. Acquisition indebtedness- Interest is deductible for up to $1 million of debt used to acquire, construct or substantially improve either a principal residence or second home.

ii. Home equity indebtedness- interest is deductible for up to $100,000, regardless of the purpose or use of the loan, so long as the debt does not exceed the fair market value of the home.

iii. In both exceptions, the debt needs to be secured by the residence.

No interest deductions on borrowing to purchase tax-exempt bonds. § 265(a)(2).

Court will also disallow interest deductions if there is a “sham” transaction or a transaction with “no economic purpose” other than the securing of a deduction (Knetsch, Goldstein).

VII. Other Common Deductions
1. Personal Exemption 
a. Each taxpayer is entitled to a personal exemption of $2,000, which is adjusted for income and phased out as income increases. § 151.
b. A taxpayer also can take a deduction for each dependent, as defined in § 152.
2. Earned Income Tax Credit

a. A taxpayer may also qualify for an Earned Income Credit under § 32, which is a non-refundable credit for low-income wage earners that increases if you have children.
3. Standard deduction  
a. A flat amount that varies with marital status and may be taken regardless of whether the taxpayer actually had expenditures. § 63(c).
b. The standard deduction is $6,000 on a joint return, $4,400 for head of households, and $3,000 for unmarried individuals.
4. Charitable Contributions (itemized deduction)
a. § 170(a)(1) allows a deduction for charitable contributions by an individual or a corporation including:
i. Cash,
ii. In some cases, the FMV of property,
iii. But not for a contribution of services.
b. Individuals are allowed a deduction for no more than 50% of adjusted gross income. § 170(b).
c. Corporations are allowed a deduction of no more 10% of its taxable income. § 170(b)(2).
d. § 170(c) defines charitable contribution as a “contribution or gift” to a domestic charity, which is organized and created exclusively for religious, charitable, scientific, literary, or educational purposes. 
e. A charitable contribution is limited to the excess of the amount transferred to the charity over the value of any benefit received by the donor (Hernandez).
f. Courts have increasingly supported the notion that a deductible charitable contribution must meet the Duberstein test (“detached and disinterested generosity”) for what constitutes a gift. There should be no quid pro quo exchange.
5. Medical Expenses (itemized deduction)
a. § 213 allows a deduction for medical expenses not compensated by insurance. 
b. § 213(d) defines medical care to include amounts paid for the “diagnosis, cure, mitigation, treatment, or prevention of disease”.  Amounts paid for medical insurance are also deductible.
c. However, there is no medical expense deduction allowed unless expenses exceed 7.5% of adjusted gross income. § 213(a). So if you have an AGI of $50,000, the first $3,500 of your medical expenses are not deductible. 

VIII. Gains and Losses From Sale, Exchanges or Dispositions:
§ 1001(a) Gain or loss = Amount realized - Adjusted Basis

Determining the Basis of Property:

Basis is the cost of the property to the taxpayer. § 1012.
How was the property acquired?

1. Cash- basis is the amount of cash paid for the property

2. If received as compensation- the basis is the FMV of the property received. Treas. Reg. § 1.61-2(d)(2)(i). 

3. Inheritance- the basis is the FMV of the property at the time of the decedent’s death. § 1014(a)(1)

4. Gift- § 1015
a. When determining gain, the basis of property acquired by gift is the same as if it was in the hands of the donor. 
b. When determining loss, the donee’s basis is always the lesser of the FMV at the time of the gift or the donor’s basis.
5. Transfer between Spouses or Incident to Divorce 
a. Transferor’s basis becomes the transferee’s basis. § 1041.

b. No gain or loss shall be recognized on transfers of property between spouses or incident to divorce.

c. “Incident to divorce” means either it is related to the divorce or occurs within one year of the divorce.

6. If purchased subject to a liability- basis includes the amount of the recourse or non-recourse debt assumed plus any cash paid for the property (Crane).
a. If a nonrecourse mortgage exceeds the FMV of the property at the time of purchase, the mortgage may not be includable in basis (Estate of Franklin).

Determining the Amount Realized:
§ 1001(b) Amount realized is the sum of any money received plus the FMV of any property received.

The taxpayer must also include relief from any recourse or non-recourse mortgage.
What if the FMV of the property is less than the amount of the mortgage?

1. Matters whether the debt is recourse or nonrecourse when the property is worth less than the indebtedness.

2. Nonrecourse: Tufts case says you still include the amount of relief of indebtedness in amount realized.

3. Recourse: Treat it as if the taxpayer sold it for FMV and paid that money to the bank and have remaining debt canceled (COD).

Realization Requirement:
There must be a “sale or other disposition of property” in order for the gain or loss to be realized.

Realization Examples:

1. The finder of treasure-trove is in receipt of taxable income for the taxable year in which it is reduced to undisputed possession (Cesarini)
2. “Marketplace bargain”- What about if you pay $100 for a piano and you and the seller think is a cheap piano. But it turns out to be a $50,000 Steinway. Not like finding something in the piano so you have two different things that are severable from each other. Here you just have the piano. So aren’t taxed for the gain until you sell or dispose of the piano.

3. Receipt of unsolicited property is not a realization event, unless you then turn around and donate them to get a charitable deduction for that property. (Haverly).

4. The exchange of like-kind properties is not a realization event unless the properties exchanged are “materially different”. (Cottage Savings)

5. Exchange of real property is always a taxable event, because real property is considered unique.

IX. Recognition and Non-Recognition of Gains and Losses:
Section 165(c) allows certain losses to be deducted:

1. Losses incurred in a trade or business;

2. Losses occurred in any transaction entered into for profit; and

3. Losses that arise from fire, storm, shipwreck, or other casualty, or from theft.

a. Net casualty losses allowed only to extent it exceeds 10 percent of adjusted gross income. § 165(h)(2)(A).

b. The amount of deduction on personal property is limited to the lesser of the FMV before the casualty minus the FMV after the casualty or the property’s adjusted basis.

c. The amount of casualty loss must be reduced by insurance or any other recovery.

d. Taxpayer is entitled to a deduction even if the casualty results from her negligence, but not if it is intentional or results from gross negligence. 

Under § 165, the problem of distinguishing nondeductible personal losses from deductible income-seeking losses sometimes arises with respect to residential property that has been used or offered for both purposes.

1. Court will look to the “primary motive” of the taxpayer in purchasing the property. 

a. Was the property purchased primarily for a residence?

b. Or was the property purchased to generate a profit? 

2. If the property is purchased as a residence, but then rented for a period and then sold, the Court will allow the deduction if the property was “appropriated to income-producing activities”.

Bad debt:

1. § 166(a) allows a deduction for any debt which becomes worthless within the taxable year.

2. What type of deduction do you get? 

a. A business bad debt is given full deduction as an ordinary loss.

b. A nonbusiness debt is treated as a short-term capital loss. § 166(d) 

c. Indirect way of deciding the business-personal line. Gives taxpayer some deduction, but not the same as if he is in a trade or business.

d. This is how most person to person debts are treated, since most people are not in the business of making loans like a bank.

3. The Service will attack intrafamily “loans” because it might just be a gift.

4. What about debts for services rendered? No deduction because nothing was ever included in income. 

Nonrecognition of certain losses:
1. Losses from “like-kind” exchanges- § 1031  (see below)
2. Transactions between related taxpayers- § 267
a. No deduction shall be allowed for any loss from the sale or exchange of property, directly or indirectly, between related taxpayers.

b. Related persons include family members and corporations and their majority (more than 50 percent) shareholders.

c. Family members are defined as a taxpayer’s brothers and sisters, spouse, ancestors, and lineal descendents. 

d. When transferor (e.g. sister) sells property to taxpayer (e.g. brother) for a loss, and then the taxpayer sells it outside the family for a gain, the taxpayer can recognize only the amount of the gain over the transferor’s loss. § 267(d)

3. Wash Sales- § 1091

a. Disallows a loss from a sale preceded or followed by a purchase of substantially identical securities within a 30 day period.

b. Determining new basis- the basis of the stock purchased is that of the stock sold, plus any additional amount paid on the repurchase.
c. For example, if a taxpayer sells shares of XYZ stock for $500 he purchased for $700 and repurchases shares of XYZ stock 15 days later for $550, the new basis is $750.

4. No bona fide sale- Fender
a. Even when you avoid the bright-line rules, the transaction can still not be considered real. So even though there are the bright-line rules, the courts will look past them to argue whether there was a real transaction or whether it was a sham. 
b. In Fender, the taxpayer didn’t own 50% of the bank, but he owned enough so that the bank wouldn’t have agreed to the transaction absent a special relationship with him.
Exchanges of “Like-Kind” Properties- § 1031
1. Applies to exchanges of like-kind property held for investment or for use in a trade or business.
a. Does not apply to stock, inventory or other property held primarily for sale to customers.
b. The term “like-kind” refers to the nature of the property exchanged, rather than to its grade or quality.
2. If the taxpayer receives just like-kind property.
a. The taxpayer does not recognize any gain or loss.
b. The basis in the property received is the basis in the property given up. § 1031(d).
3. Did the taxpayer receive like-kind property plus “boot”?
a. Did the taxpayer realize a gain or loss?
b. For gain:
i. Taxpayer must recognize gain up to the value of the boot received.
ii. The basis in the property received is the basis of the property given up minus boot received plus any gain recognized.
iii. The basis of the boot is the fair market value.
iv. When mortgages are involved, gain is recognized only to the extent of net mortgage relief.
c. For loss:
i. Taxpayer does not recognize the loss and does not report the boot.
ii. The basis in the property received is the basis of the property given up minus boot received.
iii. The basis of the boot is the fair market value.
iv. When mortgages are involved, loss is not recognized.
4. If the properties are not exchanged at same time, § 1031(a)(3) requires that the other property be identified within 45 days after the date the taxpayer relinquishes his property, and then the other property actually has to be exchanged within 180 days.
5. Today, the courts and the IRS allow non-recognition of multi-party exchanges.
X. Determining Capital Gains and Losses:

After it has been determined that the taxpayer has a realized gain or loss and that the gain or loss is recognized, the character of the gain or loss must be determined.
1. Capital

2. Ordinary

Taxpayers will want their gains to be capital and their losses to be ordinary.

Requirements for Capital Treatment

Section 1222(3) defines long term capital gain as gain from the sale or exchange of a capital asset held for more than one year. 

So there are three requirements:

1. The property must be transferred in a “sale or exchange”
2. The transaction must involve property that is a “capital asset”

3. The holding period must be more than 12 month. 
Section 1221 defines capital asset broadly to include all property held by taxpayers with certain exceptions.

What is not a Capital Asset?
1. Property held for sale to customers
a. The last part property held for sale to customers mainly refers to real estate such as raw land or buildings. Think of Donald Trump.
b. These exclusions apply only if the taxpayer is engaged in a trade or business that ordinarily sells the property in question.

c. Point is to distinguish profits and losses “arising from the everyday operation of a business” from changes “in value accrued over a substantial period of time” (Malat).

d. Factors to consider in determining whether the taxpayer was holding property primarily for sale to customers (Bramblett).

i. The frequency and substantiality of sales is the most important factor.

ii. The nature and purpose for the acquisition of the property

iii. The extent of development of the land to increase sales

iv. The use of a business office for sale of the property

v. The extent of the taxpayers efforts to sell the property

vi. The degree of control the taxpayer had over any representative selling the property
2. Depreciable personal and real property used in a trade or business

a. Section 1231, however, allows real and depreciable property used in a trade or business to yield capital gain when disposed of at a gain and ordinary loss when disposed of at a loss.

i. Look at the total gains and losses from this type of property.
ii. Can include real or personal depreciable property such as land, buildings, machinery, and fixtures.

iii. Excludes any property “held primarily for sale to customers in the ordinary course of business”.
b. Recapture under Section 1245 states that if depreciable property is sold for more than its adjusted basis, any gain not exceeding the total depreciation allowed is taxed as ordinary income.
i. Ex. In Year 1, A purchased a machine for $100,000 to use in his business. A took $61,600 in depreciation deduction. A sells the machine to B for $90,000. His entire gain of $51,600 on the sale ($90,000 purchase price- $38,400 adjusted basis) will be taxed as ordinary income because the amount of his depreciation deductions exceeded the amount of gain.
ii. Applies mainly to tangible personal property.

iii. Section 1250 is a comparable, but less complete “recapture” mechanism for real property.

3. Copyrights, literary, musical, or artistic compositions, a letter or memorandum, and patents
a. A taxpayer who created such property

b. A taxpayer for whom such property was prepared or produced

4. Any identified hedging transactions 
a. Hedging is a risk-management technique to reduce or eliminate certain risks, such as fluctuations in commodity prices.

b. Defined in § 1221 (b)(2) as “any transaction entered into by the taxpayer in the normal course of the taxpayer’s trade of business primarily-

i. to manage risk of price changes or currency fluctuations with respect to ordinary property which is held or to be held by the taxpayer,

ii. to manage the risk of interest rate, price changes or currency fluctuations with respect to borrowings made or to be made, or ordinary obligations incurred, by the taxpayer, or

iii. to manage such other risks as the Secretary may prescribe in regulations.
c. Buying forward contracts is considered hedging.

d. However, the Regulations take the position that classic stock and securities transactions are not hedging (Arkansas Best).
i. So if just buying the stock of a company that supplies a good you use, that is not hedging.
ii. But if you buy a forward contract with that company, that is hedging.

5. Notes

a. Accounts or notes receivable acquired in the ordinary course of the taxpayer’s trade or business are not capital assets.
6. Judicial Exception

a. Courts will deny capital gain status when they think what you are selling is just a substitute for future ordinary income.
b. If all you have is a “naked contract right to future income”, you do not treat this as a capital asset and thus cannot get capital gain treatment (Hort).
XI. Timing of Income and Deductions:

There are two basic methods of accounting under § 446:
Cash Method
1. Most individuals and many small businesses use the cash method. 
2. Under the cash method, items ordinarily are included in income in the year in which they are received, and items are taken as deductions in the year in which they are paid.
3. Special Circumstances:
a. The “Constructive Receipt” doctrine
i. Income although not actually reduced to a taxpayer’s possession is constructively received by him in the taxable year in which it is credited to his account, set apart for him, or otherwise made available so that he may draw upon it at any time.
ii. However, income is not constructively received if the taxpayer’s control of its receipt is subject to substantial limitations or restrictions.
iii. Deferral can succeed if the decision to set apart income is made before the right to the payment has been earned (e.g. before you sign the contract, before the closing on a sale of real estate).
b. Escrow Accounts and The “Economic Benefit” Doctrine
i. If the account is in the employer’s name and the employer’s creditors can still get at the money, the taxpayer hasn’t received anything. 
ii. However, if the account is under the taxpayer’s name and set aside from the employer’s creditors, it’s considered income to the taxpayer and taxable in the year the account is set up.
iii. Pulsifer v. Commissioner
c. The “Cash Equivalence” doctrine

i. Checks are considered cash equivalents and taxable in the year received.
ii. Notes are generally not cash equivalents and are usually considered taxable in the year in which they are paid.
d. Payment by Credit Card

i. A taxpayer who uses a credit card is entitled to deduction in the year the charge was made.
e. Expenses Paid in Advance-Prepayments

i. In such case, there is a creation of a capital asset which has a life extending beyond the taxable year. 
ii. The taxpayer can only take deductions for depreciation over the life of the asset.
iii. Section 461(g) requires taxpayer to allocate and deduct prepaid interest over the loan period.
Accrual Method
1. Most corporations use the accrual method.

2. Under the accrual method, items generally are included in income in the year in which they are earned, regardless of when they are received, and items are taken as deductions in the year in which they are incurred, regardless of when they are paid.
3. The “all events” test- the general test for determining whether items of income and deduction have accrued for tax purposes.

a. A taxpayer has income “when all the events have occurred which fix the right to receive such income and the amount thereof can be determined with reasonable accuracy”. Reg. § 1.451-1(a).

b. A taxpayer is entitled to a deduction if “all events have occurred which determine the fact of liability and the amount of such liability can be determined with reasonable accuracy”. Reg. § 1.451-1(a)(2).

4. Advance Payment for Future Services
a. When a taxpayer receives prepayments in respect of services to be performed in the future upon demand, it is impossible for the taxpayer to know, at the outset of the contract term, how much to allocate over the duration of contract (RCA).

i. So RCA had income upon receipt of the prepayment.
b. However, specific factors could make the case come out different:
i. Fixed dates of performance in pre-paid contract- RCA only had estimates of future performance, while the Mets know the exact days they are playing.
ii. Length of the deferral- the longer the period of deferral you’re seeking, the more tenuous your argument becomes. Mets only deferring one year, while RCA was seeking several years of deferral.
5. Timing of Deductions under the Accrual Method
a. §461(h)- no deduction until “economic performance” has occurred.
b. If the liability of the taxpayer arises out of the providing of property or services to the taxpayer by another person, economic performance occurs as such person provides such services.
c. If the liability of the taxpayer requires the taxpayer to provide property or services, economic performance occurs as the taxpayer provides such property or services.
d. Exception for certain recurring items that can be deducted before the services or property are provided.
Special rules for particular types of transactions:
1. Original Issue Discount
a. Ex. On January 1, 2005, L, a cash basis taxpayer, purchases a B Co. bond with a face value of $10,000 for $7,462. The redemption date is January 1, 2008. There is no interest stated.
b. When should be B get interest deductions on this bond? Should they have to wait until they make the payment at the end? Congress says gradually over time as the interest accrues. B’s obligation to pay interest accrues as time goes on. This is economic performance.
c. What about A? § 1272 says she has to take income as the interest accrues for this type of debt. So changes the normal rule that cash basis taxpayer has income at receipt.
2. Interest Free Loans 
a. Employer loans Employee $100,000. Employee is required to pay the $100,000 back at the end of three years. There is no interest stated. 
b. § 7872- Employee has income on day one on the difference between the present value of $100,000 today and the present value in 3 years.
i. In our example, the present value today is $100,000 and the present value in 3 years is $74,620. The difference is $25,380, which is immediate income.
c. How would your answer change if the $100,000 is payable on demand?
i. Determined each year.
3. Installment Sales 

a. Where a taxpayer receives a note or installment obligation on the sale of property, there may be liquidity concerns in imposing tax on the gain immediately because the seller only has a right to receive cash in the future.
b. Section 453 permits sellers to defer payment of tax by spreading the gain over a number of years.
c. Determine number of payment periods. The payment rate is the gross profit divided by total contract price. The rate tells you how much to tax at each payment.
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