I.
Income Tax - J. Kurtz    Spring 1994

II.
Abbreviations

A.
Apr. - appreciates

B.
AGI - adjusted gross income

C.
Comm. - commissioner

D.
Ded. - deduction

E.
depr. - depreciates

F.
ee - employee

G.
er - employer

H.
Exc.- exclusion

I.
GI - Gross income

J.
I - income

K.
MV - market value

L.
T - tax

M.
TI - taxable income

N.
Tp - taxpayer

O.
TY - tax year

III.
Basics

A.
Procedure

A.
Before taxes paid - Tax Court

1.
Hard to get into - strict procedural requirements.

B.
Stat. of limitations

1.
Taxpayer must file w.in 3 yrs of return to get refund fr. ct.

2.
Gov. - must filee w.in 3 yrs. aftere return filed for deficient case except:

a)
fraud or willful evasion exists - no stat. limit.

b)
omission more than 25% of income - stat. is 6yrs.

C.
Const. power - 16th Amend.

B.
Determining tax liability

A.
Determine Gross Income (GI)- S61 - "all income fr. whatever source"

1.
Add up income

a)
salary, bonuses, income in kind, etc.- S61 list 

b)
Gains from sale of prop. or cap. assets

(1)
Capital gains taxed differently but is income.

c)
Borderline cases - some 'income' is uncertain.

2.
Do not count exclusions or exemptions.

B.
Subtract deductions 

1.
eg. standard deduction, business expenses 

C.
Compute tax liability

1.
GI minus deduc. = Adjusted Gross Income (AGI)
2.
Apply tax rate to AGI

a)
Average or effective rate = tax lia. divided by TI

3.
Corps - marg. rate until over 100k then single 35% rate for all TI.

D.
Subtract credits

1.
Subtract Statutory credits = real tax amount due.

C.
Joint returns, head of household

A.
Joint 

1.
Adv. over sep. - use wife's losses to offset husband's which might otherwise be unrecoqnized and has lower rates than sep.

a)
Nonetheless, if joint tax income was high enuff, may be better to be taxed as two singles.

b)
Some couples have done quickie divorces and remarried to get this tax ben. This technique in doubt and will prob. be ignored as a sham for tax purposes - Boyter.

2.
Joint returns are optional and can be elected even if one spouse has no deds or income.

a)
Can be elected by a surviving spouse. Def- 2a:

(1)
typ whose spouse died w/in 2 tax yrs precding this tax yr.

(2)
and maintains household as the principal place of abode of a dependant (son, stepson, daughter, or stepdaugher) which txp can claim a ded. under 151.

(a)
To maintain - if over half of cost of maintaining household during tax yr. furnished by txp.

B.
Head of household - def. - 2b

1.
Is not  married or surv. spouse and:
a)
maintains a household for children and any other person who txp can get a dependent ded under 151 (eg. txp's father or mother).

b)
For def. of maintain see above.

IV.
What is income?

A.
Glenshaw Glass def. of income

A.
Income is any:

1.
clearly realized 
2.
accession of welath

3.
regardless of source

a)
Eg. rewards, prizes

B.
eg. Empoyer paying employee's income taxes (whether or not pursuant to contract or any other debts of the employee) = additional taxable income to employee. Old Colony Trust 

C.
Income in kind

1.
Stocks, meals, services, also can be income.

B.
Forced savings and consumption

A.
Sill usually income - look at objective value of thing received to determine if TI.

1.
Eg. endowment plan set up for ee - er pays 10k now, but tp can not pull out $ (which will be 30k in 10yrs.) for 10 yrs

a)
taxed 10K now and 20k later (30k - cost of 10k) even though tp could not take 10k out, still is benefited upon establishment of endowment = TI.

B.
Exceptions: meals and lodgings - see below

C.
Imputed Income

1.
Not TI - Excluded 

2.
Two types - prop. and services.

A.
Housing and prop. use 

1.
Code favors investment in household prop. rather than financial assets.

2.
whole range of consumer durablees covered under same theory - cars, refrig., paintings, etc.

B.
Personal Services 

1.
These exempt - services you do yourself (leisure), eg. mow lawn, fix fence, etc.

2.
Tax code favors leisure over work.

C.
Borderlinees - exchange of services and goods

1.
One cooks for another in exchange for laundry service = tax. inc. on value received. eg, Same for barter clubs 

2.
Prop. - Exchange for steaks for beer w. neighbor - unceertain if TI.

V.
Realization requirement

A.
I must be "realized" - i.e. go through some transactions, medium of exchange. 

1.
eg. sale, distribution of dds

2.
Appreciation not realized 
B.
What is at stake is timing

A.
Stock dividends 

A.
Eisner and Code 305a

1.
Facts: Shr gets stk dds which are also given to all shrs. - is this realized gain?

2.
Held: No 

a)
Stk dds gives nothing to shr since given to all shrs, total value of common stk only spread out over more stk - only have more pieces of paper to represent the same equitable interest.

B.
Note: Cs are taxed twice - S11 - once for C's earnings and again when distributes cash dds to shrs. - includable in shr's income and not deductable by C since not considered a business expense.

C.
Basis of stk dds above - Sec307 

1.
Eg. A own 100 shares at 49.50$/per or 4,950$ total. Corp gives 10% stock dd - 10 more shares.  

2.
A's basis = total 4,950/110 = 45 per

3.
A sells 100 shrs for 50per or 500$ total, basis = 450, gain = 50$. 

D.
However, if only one shr. or txp gets stk then there is a gain on market value of stk.

E.
Also if empee of C receives stk in release of salary owed to them, this = payement and realization to empee in amount of fair market value of stk given 

1.
since C is released of salary debt, stk value is increased and T empee realizes a gain - Fender Sales 

B.
Cash and Bond dds

A.
Cash dds = TI.
B.
Bond dds = TI

1.
Bazley - bond dds taxed at fair market value at distrib. date.

a)
Now bond div. are rare.
2.
Shrs elevated to creditor status - 

a)
bonds are more insulated fr. ups and downs of corp. and can be withdrawn fr. corp. assets upon maturity.

3.
total assets of C do not change

a)
but net worth is reduced bec. of shift of earned surplus to bond account.
C.
Summary

1.
Whereas the cash and bond dds reduce overall value of comm. stock (means gain went somewhere - to person who received dd), the stock div. leaves it unchged and merely spreads value over more shares.

C.
Bond discounts

A.
Original issue discount bonds - eg. corp. issues 5 yr. bond for $620 w/ no annual dividend but at maturity (in 5yrs), bond holder gets $1k ($380 gain).

B.
Sec1271,2 - the $380 taxed annually as ordinary income and not after maturity 

C.
Thr. scientific calculation - see 1272a3 - rate of return turns out to be 10% - $620 inveested at 10% for 5yrs. = $1k.

D.
Leasehold termination

A.
Facts

1.
tp buys land for $800k, leases it to A for 20 yrs. at low rent but requires A to construct 1mill$ building useful live of 30 yrs which will turnover to tp upon lease termination.

a)
The 1mill building is a rent in kind. 

2.
After 20yrs. of depreciation (at 20k per yr depr.), building will be worth $200k and will continue to depr. at 20k which tp would be able to deduct in later yrs.

B.
Code application

1.
Sect. 109 - excludes the 200k value of leasehold improvements realized on termination of lease.

2.
Sect. 1019 - but does not allow 200k wortth of deds on subsequent depreciation.

3.
better for tp who defers his tax payments 

E.
Like-kind exchanges of business prop.

A.
Sec1031a - if business prop. or investment prop. (other than inventory, stocks and bonds) is exchanged for other business or investment prop. of like kind - no gains or losses will be recognized at time of exchange. 

1.
Basis of new prop. = old basis.

2.
Recognition can not be avoided if prop. first sold in cash.

B.
Eg. real estate swaps - A owns apt. building w. basis of 60$ and value of 100$ - exhcanges for other apt. of 100$ value - basis for new apt. is 60$.

1.
appreciation taxed whenn new prop. sold for cash or exchangeed for prop. not alike.

2.
If was at a loss, eg. orig. basis was 120$ - loss not recogn. either and carryied over in basis also. 

C.
Sec1031d - recognizes additional cash "in boot"

1.
when basis of orig. prop. is higher than value at time of exchange 

a)
Eg. - if A exchanges his old apt. for new apt. worth 90$ and gets 10$ in cash as well  - 10$=gain and TI. Basis for new apt. still = old basis of 60$. 

2.
when basis of orig. prop. is lower than value at time of exch.

a)
Eg. - if A's basis for orig. prop= 120$, value at exch = 100$ and new apt.= 90$ plus gets 10$ cash in boot. 10$ not recog. and applied to reduce A's basis for new building to 110$, i.e. carrying over the loss despite cash gain.

D.
Jordan v. Marsh 

1.
In loss cases - nonrecog. may be undesirable. Usually will sell for cash first, realize losses, and get similar prop. ratther than have loss deferred.

2.
Facts: Tp owned store and sold to A for 2mill$ in cash but then became the tenant under 30 yr. lease. Tp sought to deduct loss (orig. basis was 2.5mill$) fr. sale. Cm. argued for exchange in kind T loss deferred.

3.
Held: Allow loss now, tp gained cash and not a like kind exch. 

E.
Corp. reorganization 

1.
Suppose NY Corp. wants to reincorporate in De. and shrs. transfer stock to De Corp in exchangee for its stock. Although under 1031, exchange of securities not included, undner 354 and 368a1, this typee of exchange will not be recogn.

2.
Other exchanges not recog. - merger, acquisitions, etc. - 368a1.

VI.
Exclusions

A.
Meals and lodging exclusions- S119

A.
General 

1.
excludes value of meals and lodging 

a)
furnished by er to ee, his spouse or dependents 

b)
for the convenience of the emplr 

c)
on business premises 

2.
Usual case - ee compelled or encouraged bec. of exigency of job to eat or sleep on er's premises. 

a)
Eg. Benaglia - hotel manager provided w/ suite and meals -  job required him to be present and arrangement dictated primarily by er's convenience. Bens to ee incidental.

3.
"Meals and lodging"- terms broadly construed - groceries supplied to an employee can be "meals," and soap and toilet paper for employee residing on employer's premises can be "lodging." 

B.
Convenience of employer: requires a "substantial noncompensatory business reason" (i.e. is not in lieu of wages) for giving meals and lodging.

1.
eg. no accommodations in vicinity or on call 24 must be there for emergencies or 24 hours/day. 

2.
Compare--"bus. necessity" test - Kowalski - suggested convenience of the emplr = business necessity (job could not be performed unless meals or lodging supplied) - much narrower test than above. 

C.
Business premises of the emplr. 

1.
lodging on premises must be condition of employment.

2.
The "business premises" rule flexibly applied - house for hotel ee located across street from hotel OK -Lindeman 

D.
Fixed charges for meals 119(b)(3) - Fixed charges for meals for conven.of emplr - excluded from employee's gi if employee required to make payment whether eats meals or not.

E.
Cash reimbursements - Amounts paid in cash for compensation for meals and lodging included in income.

1.
Kowalski - cops could eat wherever, use cash allowances however wanted.

2.
However, Sibla meal test - 4 requirements for meals exclusion under 119 even if comp. in cash.

a)
furnished by er, for his convenience, charge must be paid irrespectivee of ee eats or not, charge = value of meal. 

b)
firemen required to pay $ out of own pocket for groceries whether or not ate and at station. 

c)
Firemen can deduct this amount under 162a as busin. expense or exclude under 119 if was compensated in cash be empr.

d)
Diff than Kowalski - Cash allowances - assumes person has complete dominion over it. - Not existing here.

B.
Fringe benefits exclusions - S132

A.
General - not taxed if excluded under 132 or other provisions.

1.
Definition of empee:  For 132, includes ee's spouse or dependent child, former ees who has retired or is disabled .Code 132(f)

B.
No-additional-cost service:

1.
service to the employee excludable if:

a)
the same service is routinely offered for sale to customers 

b)
the employer works in that line of work - (ee can't use other services unless provides services which directly benefits that line of business.)

c)
and the employer incurs no substantial additional cost (and forgoes no lost revenue)

d)
offered on nondiscriminatory basis
2.
Reciprocal agreements - 132h

a)
two Cs in same line of business may provide services to ees of other C and exclude this fringe if: written K, neither incurs subtantial addit. costs, nondiscrim. basis

C.
Qualified employee discount: allowing an ee to purchasee good or service routinely offered or sold:
1.
for products - a price not lower than cost 

2.
for services - not more than 20% discount 

3.
the prod. or serv. in same linee of business as ee

4.
nondiscriminatory basis

D.
Working condition fringe: property or services provided to ee which if had paid for herself, would have been deductible by her as bus. exp. under 162 or deprec. under 167.

1.
example - er pays for a car that ee uses exclusively for business, the value of the car is not taxed since if ee paid for, would  have gotten deduction under 162a. 

E.
De minimis fringe: fringes that are so small as to make accounting for it unreasonable or administratively impracticable (even if personal)- §132(e)

1.
Eg. - typing of personal letters, personal use of copying  machine, occasional supper $, tickets, etc.

2.
determining de minimis - aggregete all fair market values of all prop. or serv. given over tax year except: prop. or serv. excluded by another provision and those items which have high individual value (these not excluded).

3.
For cafeterias - see 132e(2).

F.
Transportation fringe - 132f

1.
includes trans. on commuter highway vehicle, transit pass fr. home to work w/in 60$ per month.

2.
includes cash reimbursements fr. er. but must be in addition to ee's salary not in place of.

3.
?Parking fringe - 

a)
excluded for amounts under 155$ month but ord. tax income when exceeds 155.

b)
?Corp. partners - no exclusion at all.

c)
Whether or no actually use space, doesn't matter. If share space, same as if was alone.

G.
Qualified moving expense reimbursement- 132g

1.
amounts given by er to ee which are deductible under 217 for moving expenses if paid by the ee himself. 

H.
Non discriminatiton rule - some fringes must be offered on substantially equal terms to all ees not just important ones - execs, etc. to be excludable.

I.
Misc - On premises gym deductible  - 132j4 (supp.)
C.
Misc

A.
Unsolicited property: [§18] An item received involuntarily is not taxable until the taxpayer indicates that he intends to retain it.

1.
Example: txp gets unsolicited books and donated them to charity - claims books not includible in income but took a charitable deduction. Court disagreed - no double ded.

2.
 IRS conceded - no effort to tax unsolicited samples unless taxpayer sought a double deduction (excluding them from income and then get char.deduct).

D.
Damage rewards and medical insurance

A.
Damage awards - 104a2

1.
Excluded

a)
phy.injury - compensatory and punitive dam. awards 

b)
nonphsy. injury - comp only (but lost profits iffy)

2.
Not exclud. 

a)
nonphys. injury - punitive awards 

3.
Note on lost profits damages - Ratheon

a)
Tp won suit for dam. to business 'goodwill'- i.e. lost profitable future relations - but dam. not excluded bec. costs for building goodwill already deducted thr. ded. of busin. expenses (eg. expensees for advertising, etc.). T, comp. for lost business profits not excluded.
b)
Contrast w/ educatinon costs ,etc. for building prof. skills not ded. (bec. considered personal exp.). T, comp for loss of indiv. earning capacity excluded.

B.
Compensation by others than tortfeasors

1.
recovery fr. insurer, workman's comp, emplr.- payment excluded - 104a3 

2.
Note: emplr's or ee's payment of med. insurance premiums excluded or ded. fr. ee's income. - see 105 and 106, 213a

C.
Injury to prop.

1.
If award = basis, nothing taxed

2.
If more than award (i.e. prop. appreciated), gain can be taxed now just as if were sold unless 

a)
tp reivinvests proceeds into similar or related prop., gain excluded. Then old basis carried over to new prop. Sect.1033 

D.
Tax refunds and dam awards relating to taxes

1.
Are excludable

a)
Clark - Tp's accountant's error cost him 20k in fed taxes he didn't neeed to pay. Dam. award of 20k against accountant not taxed since shouldn't have paid in first place.

(1)
If Tp paid too much in state taxes, means got bigger deduction in fed. taxes. T, 20k reward for state taxes included as fed. inc.

2.
IRS tax refunds also not taxed

E.
Interest on state bonds

A.
Exemption - Code 103a provides that GI does not include interest received from state or municipal bonds or other debts.

1.
These bonds have lower return rates due to tax exemption.

2.
Purpose - federal subsidy to states thr. tax system by encouraging investment in state and mun. bonds.

B.
Limitation to exemptions

1.
Code 103b - interest fr. state bonds which the state used to invest in private enterprise not exempt from fed. tax.

2.
Exceptions:- Private activity bonds used for Solid waste facilities, airports, docks, etc. are exempt.

F.
Gifts and bequests

A.
General

1.
Sec. 102a excludes gifts and bequests from GI of donee or heir. 

2.
274b - but donor or decedant can not deduct value of gift.

3.
Gifts

a)
Cash gifts - permanently excluded.

b)
In kind gift, eg. stocks - which has appreciated or deprec. before transfer, who is taxed and at what amount?

B.
Sec. 1015a - how to determine basis of gifts which have appprec. or depr.

C.
gift has appreciated before transfor: eg. donor buys stocks at 1k and at time of gift giving, value is 2k.

1.
donee's basis = donor's basis = 1k. 

a)
Nothing taxeed at time of gift giving but if donee later sells stocks for 3k, his gain is a taxable 2k. If sells at 600$ = 400$ ded loss to donee.

2.
advantagous- if donor's tax rate is higher than donee's, can transfer as gift and donee sells at lower tax cost. If donee's is higher, donor would sell gift first give cash as gift.

D.
gift has depreciated before transfor: eg. donor buys stocks at 2k and at time of gift giving, value is 1k

1.
donee's basis for determining loss is donor's basis or market value at date of gift, whichever is lower (ie. whichever will create the higher tax liability). But for determing gain, basis is orig. cost.

2.
Practical effect:

a)
donee sells at price below both orig. cost and date of  gift cost, basis = lower one. 

b)
Donee sells at price between orig. and gift date = offsetting gain and loss = zero gain.

c)
Donee sells at price higher than orig. and gift date, basis = orig. cost.

3.
Eg. orig.. cost = 2k, valuee at gift date = 1k

a)
donee sells at 750 = 1k basis = 250 deduct. loss. 

b)
Sells at 1500= no gain or loss - zero

c)
Sells at 2500 = 2k basis - 500$ gain. 

4.
This method of deetermining loss does not allow lossees to be  transferred by gift and if gift given, no one will be able to deeduct the loss ever. H, donors will usually sell the losing stocks, etc. first, realize the loss and deduct it, and then give  cash proceeds as gift.

E.
Commercial gifts

1.
Case law - "gift" under 102a is defined by motives of the giver. 

a)
not gift - in return for services rendered, from constraining force of moral legal duty, or to otherwise benefit the giver, even though voluntarily given - is taxable to donee. 

b)
gift - If given w/ detached and disinterested generosity, out of affection, respect or like impulses, even though business relationship. 

c)
Case law  outcomes are arbitrary

2.
102c - between empr and ee - no "gifts" under 102a and not excludable by ee despite motives, unless de minimus under 132.

a)
er could then deduct since not a gift.

F.
Bequests
1.
One big diff. w/ gifts- S1014 - Basis of bequests is always the fair market value of item at time of death. 

a)
Eg. A buys land for 1k and at time of death = 2k. Heir gets land and sells for 3k - basis = 2k, gain = 1k.

G.
Divided interests

1.
Eg. A dies w/ 100k of securites - trust for wife to get annual 8k from int. fr. At her death, trust given to son. Wife has 15 yr. life exp.

2.
Sec.102b2 - int. is taxable, but not principal - the 100k.

3.
Gavitt 

a)
life tenant - wife - pays tax on int. - gets nothing as recovery of basis.

b)
remainderman - son-  pays no taxes - trust is a bequest.

VII.
Basis, Gain and losses

VIII.
Recovery of Capitol investment

A.
General

A.
If gets prop. and later rids of it, the gain is taxed and the loss is deducted if prop. is for business or investment.

1.
Gain = amount realized on sale minus basis.

a)
Cost usually = price paid for prop.

b)
if no price paid but prop. already taxed when first received, then that amount altready taxed = cost.

B.
Tangible assets - get depre. ded.

C.
Perpetuity assets

1.
Eg. stock, land etc. considered to have indefinite useful life and do not depr. T, no return on cap. inv. until final sale.

D.
below are hard cases - ab. timing of taxes.

B.
Easements awards

A.
Ex. A bought land for 15k. State "takes tract of land for public use and givees A 10k award comp. A sells rest of land for 20K later.

1.
Inaja Land Co. - gain or loss deferred until final sale of land.

a)
10k aw. not taxed immediately but on sale.

b)
Cost or basis = 15k - 10k = 5k

c)
Gain = 20k - 5k = 15k TI.

2.
If award is greater than orig. cost, then gain taxed immediately and reduces basis to zero on sale.

a)
Eg. Tp got 17k award. Taxed 2k immed. and basis=0. On sale, taxed 20K.

B.
If above was rent or lease, not permanent easement, would have taxed inc. received immediately

C.
Annuities

A.
Generally - any sequence of equal payments at equal time intervals, eg. rent, interest payments, etc.

B.
Ex: retirement contract
1.
A pays premuim to insur. co. which ensures A set yearly payments for rest of life.

a)
payments consist of premium and interest - 2 componeents - return of cap. inv. and inter.

2.
Ex: A life exp. - 28yrs., 100k prem. to receive 5k yearly for life. How much of 5k taxed now and how much is rec. of cap.?

3.
S72 - to determine cost recov. ratio on yearly payments:

a)
prem. divided by aggragate of paymts received = exclusion factor (EF)

(1)
100k/140k = 5/7

b)
EF * yrly payments (YP) = amount of recov. of cap. (RC)

(1)
five/7 * 5k = 3,571 = RC

c)
YP - RC = taxable interest

(1)
5k - 3,571 = 1,428 = TI

4.
If A lives 28 yrs, will recover 100k tax free. 

a)
if A lives past life exp., 5k fully taxed every yr after.

b)
if A dies before life exp, ded. unrecovered cap.inv. in final tax return.

(1)
Ex/ dies at yr. 25  ---   3 * 3,571 = 10,713$ ded. in last retrn.

IX.
Capital Gains

A.
General

A.
Gains or losses from sales or exchanges of capital assets are treated differently than ordinary income, eg. bonds, securities, etc.

1.
Def. of capital asset - 1221 - all busin. or inv. prop. except:

a)
depreciated busin. prop. 

b)
real busin. prop.

c)
inventory at close of yr.

d)
prop. for sale to customers

e)
copyright, artisitic composition

B.
All Corp.'s cgs taxed at 34%.

C.
quick and easy calculation
1.
If cap. loss exceeds cap.  gain, loss is ded. to a max. of the gain + 3k.

a)
Ex. In 1990, T has short term cap. gain of 6k and long term cap. loss of 26k 

(1)
Limit on cap. loss = cap. gain (6k) + 3k = 9k

2.
Any loss denied above can be carried forward - Code 1212.

a)
Ex: the 17k denied above carried forw. In 1991 T has cap. gain of 2k - 5k cap. loss ded (2k + 3k) leaving 12k for later.

B.
Computation of cg taxes for indiv.

A.
Can only be taxed at 15 or 28% which is lower rate than ord. income.

B.
Sec.1h - two alternative methods 

1.
If  ord. income + cap. gain  < usual applicable 15% bracket = all taxed at 15%.

2.
If  ord.inc. < 15% brkt. but with cap.gain  > 15% brkt, apply 15% to as much cap. gain to fill up brkt. and remainder tax 28%

a)
Eg. 15% brkt - up to 30k.  Ord.inc. 25K
 cg. 10k 

(1)
tax 5k of cg at 15% and 5k at 28%.

3.
If ord. inc. > 15% brkt., tax at normal rate and 28% on all cgs.

a)
Eg. 15% brkt - up to 30k   Ord. inc.90k
cg. 10k

(1)
Compute regular marginal rates for 90k and 28% on 10k.

C.
CG losses

1.
can only offset cg gains and up to $3k of ordinary inc.- Sec1211.

D.
Long term and short term cap. gains and losses - Sec1222

1.
long term g or l if assest sold held by tp more than 1 yr.

2.
short term g or l held less than 1yr.

3.
First, net g and ls against each other within terms.

a)
Eg. 10k long term cg, 5k long term cl = 5k long term cg

4.
Second, net g and ls against catagories - three possible outcomes

a)
Net gains in both categories - sh.term g taxed as ordin.income, long term treated under Sec1h above.

b)
Net losses in both - losses combined and offset up to $3k of ord. inc. w. unlimited carryforward.

c)
Net loss  in one cate. and net gain in other - net against each other.

(1)
excess of sh.ter. gain - taxed as ord.  inc.

(2)
Excess of  l.t.gain - treated under 1h.

(3)
Net loss of either, exceess loss offsets up to $3k of ord. inc. w/unlimited carryover.

E.
Tax strategies

1.
time realizations of cap.assets so long term gains are taxed rather than sh.term (i.e. hold on to asset longer) since l.t.  gains taxed at capital rate s.t.gains taxed at ord. inc. rates.

2.
If there is a l.t. net gain, l.t. net  loss, and s.t. gain, the l.t. loss will set off the l.t. gain, not the s.t. gain - thus leaving the s.t. gain to be taxed rather than the l.t. gain at prob.a higher rate.

X.
Tax accounting

A.
General

A.
Sect. 441 - annual accounting period, not transactional or other.

B.
Tps usually taxed on calender yr. unless give business reason to be taxed on fiscal yr.

C.
Ques- when ded or income recognized? This tx yr or later.

B.
Loss carry overs

A.
Burnet v. Sanford 

1.
Facts: Tp had K w/ U.S. who breached K and incurred $176 net loss from 1913 to 1916. In 1920 tp awarded $176K plus interest in ct.

B.
  sect. 172

1.
Net Losses can be carrieed over to deduct from positive incomes fr. 15 yrs after and 3 yrs. before nett loss yr.

2.
Code doees not generally permit carryovers for unused personal expenses or dependency allowances.

C.
Claim of right doctrine - Sect. 172 

A.
North American Oil v. Burnet

1.
Facts: Thr. 1917 court decree, P got income fr. income earned in 1916. Case affirmed in 1920.  

2.
Issue: What year income taxed? 1916,17, or 20

3.
Held - 1917 is t.yr. bec. 1916 - P had nothing more than disputed claim. In 1917, P held I under claim of right : 
a)
P actaully receives funds,

b)
treats them as his own,

c)
and is no offsetting obligation, i.e. is not a loan 

4.
Even though could be liable to return award in 1920, still TI in 1917.

B.
Lewis - probs. w/ claim rht. doct.

1.
Facts: Tp got 11K in 1944 which was taxed then. In 1946, court ruled to return it  - is this '46 or '44 ded? Txp wanted '44 ded since tax rates favorable to him then. 

C.
Sec1341 - no worse position rule.

1.
If item included in I in year 1 under claim of right doctr. and later established that tp did not have unrestricted right to I to create a deduction exceeding 3k, the tax for later TY = whichever is lesser - a.tax in later TY w. deduction or b. tax in later TY reduced by amount the tax in TY 1 would have decreased if I was excluded.

D.
Tax benefit rule

A.
converse of Lewis - Txp gave 22k in TY 1  and deducted it as busin. exp.. In TY 2, gets 11k recovered. 

1.
Under tax ben. rule - recovery included in income since ded earlier. 

2.
Sect. 111 - if no tax beneefit was gained by ded previously for some reason (txp already at net loss), recov. will not be included.

a)
111c - if a carryover is increased by the deduction = tax ben.

3.
How to spot "recovery" which triggers tax ben. rule - if later events is inconsistent w/ the purpose of prior deduc- look at normal chain of events and any deviation from it.

a)
Eg. T pays rent for business and deducts (tax ben) but later year converts to personal use = recovery in rent paid since deduction was for business use.

B.
Alice Phelan Sullivan- 

1.
Facts: Tp contributes real eestate to charity and deducts its value in 1940. In 1957, charity returns it

2.
Held- 1957 income includes value equal to amount ded. in 1940.

3.
Held - this is only way to account for this recovery - no no worse position rule as in Lewis. No trans. accounting. - go by yr.

C.
Extention of tax ben. rule - recapture in Bliss Diary

1.
Facts: Tp corp. bought cattle feed and deducted cost. Later year corp. was liqudated and $ fr. feed distributed to shrhlders. 

2.
Held - This distrib. is corp. income and taxable to C and shrs.. Ordinarily, when a Corp. deducts expenses, they will use items to make profits which are taxable. Here, they had ben. of tax deduction but did not create TI thr. profits buts instead liquidated - still TI if had ben. tax deduct. prior.

E.
Misc

A.
The annual accounting rule can be detrimental to indiv. w/ irregular income levels. Since progr. tax rate applies to indiv., if someone made 10K one year and 90K the next, he may be paying more taxes than one who gets 50K in year 1 and 2.

XI.
Methods of Accouting

A.
Cash method

A.
Allows income when cash or equiv. is paid and ded. when is paid. out.

1.
Constructive receipt- if txp has both right and power to receive the income, she has constr. received it and can not defer it.

B.
Defered Compensation
1.
Ex. empee and emplr contract for part of empee's compensation to be paid after retirement instead of now. Empee is on cash method and T does not have to report until received. Is this legit?

a)
Oates and Rev. Ruling 60-31 - Yes 

b)
Thr. K for paymnt after retirment, txp does not have rht to income = no constructivee receipt.

(1)
However, must contract before income is earned or services rendered since otherwise would have right and can not then defer it.

c)
However, empr can not ded until after retirement as well.

2.
However, if deferred comp. placed in trust, fund, endowment,  or promise to pay in future is otherwise secured by emplr - 

a)
empee is taxed immediately 
b)
trust, fund, etc equilv. of cash since has far more security than an unsecured promise by empr to pay in future and therefore txp has effectively realized and has econ. benefit.

3.
Partners exception- 

a)
If two persons deemed partners rather than empee/empr relationship, deferral contract of their compensation not valid for tax purposes. Must report income as they are earned.

XII.
Accrual method

A.
Item is income when txp earns (or has legal right to receive) it even though not paid or payable until later. 

1.
And ded. loss when expenses incurred (or has legal duty to pay) even though not actaully paid out yet (see deds).

B.
Generally when services are completed or product shipped out that such items are reported on tax form.

C.
Usually, txp gets to choose cash or accrual methods but sometimes accr. method is required for txp. or for certain items.

1.
For businessees w/ books of account, must use same method as use in the books.

a)
Busin. that sell goods - accrual required and keep inventories - see below

(1)
Farmer's excep. - can use cash.

b)
Busin. that sell services - can use cash method

2.
And taxpr's method can be rejected if it does not adequately reflect income -446b

3.
Items requiring accrual - interest

A.
Treatment of inventories

A.
In general, any txp who holds goods for sale required to do this.

B.
Ex: a manufacturer spends 100k producing widgets but collects only 90k in sales. But has widgets in inventory at end of yr. that cost 30k to manufacture. - see table * text 1048.

1.
30k taken out of this yr's cost of manufacturing .and put into next yr's cost of manuf. 

2.
there is a profit of 20k this yr - 70k cost of manuf. minus 90k in sales.

3.
Next yr., the 30k is added to cost of manuf. of that yr. Do this yr. after yr.

C.
taking inventory - just count them. But question of appropriate value. Inventory is valued at cost.

1.
For sales busin - cost means purchase price

a)
if purchase price flutuated during yr. - two methods - First in first out (FIFO) and Last in first out (LIFO).

(1)
FIFO - cost = cost of last goods purchased

(a)
Or at market cost at closing inventory date whichever is lower.

(b)
Better for txp to use market cost when market is lower FIFO since will lower income for that yr.
(2)
LIFO - cost = cost of first goods purchased

(a)
LIFO can only be used in limited situations - see 472.

(b)
No market cost alt..

(c)
LIFO produces best results when cost at beginning was lower than at end.

(3)
Txp can not switch betw/ these methods w/o IRS approval.

2.
For manufc. busin. - cost means cost of manuf.

D.
Retail method

1.
For some cases such as large dept. store where it is impractical to use FIFO or LIFO,, and for inventory counted, only readily available valuation figure is retail sale price. cost= retail sale price.

B.
Deds of future expenses 

A.
Where accrual method txps want to ded. a busin. expense - obligation must be fixed - what does this mean?

B.
General Dynamic- For accrual based txps, can only ded. busins. expenses when meet "all-events test" - need both:

1.
all events have occurred within the tx yr. establishing liability of txp 

a)
No contingincies to liability must exist

(1)
here, empees had not filed claims yet which was a contingency to txp's liability = no ded until file

(2)
even if txp could w/ high probablity estimate #of claims that would be filed in future, still no ded yet.

(3)
the txp has burden of proving his entitlemnt to deds.

2.
amount thereof can be determined w/ reasonable accuracy

C.
Modification of all-events test - Code 461h
1.
additional requirement to above- the performance must have occurred.
2.
case where liab. results where txp must pay someone who provides prop. and services to him, perf. occurs when:

a)
other person provides the prop. or services then txp deemed liab. for ded. purposes.

(1)
in case where use of property concerned, perf. occurs when txp uses such prop.

b)
Note: this still differs fr. cash method where ded. would be had upon paymnt of expense.

3.
case where liab.results where txp is required to provide prop. or services, perf. occurs when:

a)
txp actually performs or delivers such prop. and expenses related to performance or giving of prop. is deductible.

4.
Worker's compensation and tort liab. exception:
a)
performance occurs as paymnt made to person.

5.
Recurring items exception:
a)
Although econ. perf. not occured, ded allowed where item is recurring and:

(1)
all events test met

(2)
econ. perf. occurs w/in reas. period (never more tthan 8.5 months)

(3)
item is not material

b)
exception does not apply to worker's comp. or tort liab.
D.
Ability for txp to actually pay debt is irrelevent

1.
Eg. if txp was bankrupt, if meet all test above, busin. exp. still deductible even will prob. not be paid.

C.
Related party transactions

A.
Prob. - where husband on accrual basis ded. paymnt to wife who is on cash method and paymnt not made for 2 yrs. Husb. gets ded. and wife does not include for 2yrs = 2yr deferral of tax.

B.
Code 267 - denies such tax shelter effect betw. related parties

1.
accrual txp allowed to ded. amount owed to related cash-basis txp only when paymnt is actually made.

2.
Relatives includes (267b)

a)
relatives

b)
shr and C where shr owns more than 50% of outst.stk.

c)
partnerships and its partners

d)
shrs. and subchapter S corps

XIII.
Debts, mortgages and offsetting liabilities

A.
Loans 

A.
Debts in general are non tax related events

1.
But interest paid by A to B on loan  ded. by A and TI to B.

B.
Busin. exp - if loaned $ then used for busin. exp, can ded. - but see below.

C.
When is a loan a loan?

1.
Sometimes trans labeled a 'loan' for tax bens.

a)
Eg. Shr. takes a 'loan' fr. C's funds saying will pay back. Commissionor will insist this is really a dd and TI if is large relative to shr's individual resources and remains outstanding for long time. 

2.
Embezzled , extorted or stolen $ or prop.- are not loans

a)
In general, $ or prop. thr. illegal activities is includable in GI.

b)
It can be argued that regarding these funds, taxpyr has a legal obligation to  repay T = a loan. 

c)
James., unimportant if criminal made promise to repay - embezzled, stolen, etc. $ or prop. fully taxable in yr. obtained.

(1)
But  if tp does make restitution later, can deduct it in yr. restitution is made.

3.
Security deposits - loans or advance paymnts - see below.

B.
Cancellation of indebtness

A.
If don't pay back whole amount of debt = income

1.
Sec. 61a12 and Kirby - Tp has received taxable income if is fully or partially released fr. debt.

a)
Eg. Tp borrows 10k but loaner allows him to pay back only 8k = 2k TI.

2.
For businesses, can

a)
add gain to gross income in the yr. of debt canceellation 

b)
or accept disallowance of prior tax benefits from business deductions - see above.

3.
Kirby

a)
Tp, a corp., received $12mill. and issued $12mill. worth of bonds. Later tp repurchased $5mill. par value of bonds for 4.5mill = .5mill release of debt = TI.

4.
Insolvent corps exception
a)
Sec108 - insolveent C who are released fr. debt, income excluded.  H, tp must reduce certain "favorable" tax attributes - mainly loss carryforwards- in same amount to prevent double benefit.

5.
Zarin - personal borrowing and consumption

a)
Tp used $3.5 mill worth of gambling chips on loan fr. Casino and lost all. Casino sued but partiees settledd for .5mill. Cm wanted to tax tp for 3 mill gain fr. releasee of debt.

b)
Held- No tax on 3mill. There was doubt as to actual amount owed and if debt was valid at all. Settlement did not mean tp conceded 3.5mill. debt.

c)
tp merely borrowed .5mill and paid back .5mill - standard loan case and not taxable events.

6.
Discharge by 3rd party - Old Colony

a)
Er paid ee's fed taxes = gain for ee = TI.

B.
Exception: discharge of debt secured by real prop. used in busin. Code 108a1Dc

1.
Debt cancellation no taxable income but basis of real prop.securing debt reduced by amount of debt cancellation. 

2.
This provision elective.

C.
Nonrecourse Borrowing and mortgages

A.
Mortgages in general

1.
Types of debt - 

a)
Unsecured loans - debtor is liable personally for loan.

b)
Secured loan - debtor has given security in particular prop. or other prop. - if debtor defaults, title will transfer to creditor 

c)
Nonrecourse loans - secured loans w/o personal liability. Debtor liab. only to amount of security given.

2.
Almost all real estate buys are financeed thr mortage loans where the prop. acquired is used as security for the loan. 

a)
If borrower-mortgagor defaults (misses paymnt on int. or princ.) then lender-mortgagee may foreclose on prop. and sell at auction. 

b)
Any deficiency in debt after sale can be enforced against borrower if he previously assumees persoonal liability. H, if did not assumee personal liab. (a nonrecourse loan) then lender takes the loss.

3.
Mortage payments usually repayable (amortizable) in equal installments over stated term of yrs. 

a)
Early amortization pymnts consist mostly of interest whilee later onees mostly of repymnt on princ.

4.
If borrower sells prop. before mortgage fully amorttized, sale proceedss go first to satisfy the balance of mortgage and rest (if any) going to borrower. 

a)
In commercial settings, new owner will assume the oustanding mrtgage (take the  prop. subject to) and carry out amort. schedule as if no change of ownership.

b)
Following discussions will focus on commercial prop.

B.
Release fr. Mortgage (debt) = taxable gain

1.
Crane rule - nonrecourse mort. loans treated same as other loans - are included in owner's basis for determining deprec. ded. and basis at sale but release of remainder of mort. is included in amount realized.

2.
Example: A buys building for commerc. uses - 1k fr. pocket and 3k mortgage. Two yrs. later, A has paid 200$ on princ. of mort. and sells to B - B pays 1200$ in cash and takes over the mort. payments (2800$ left). A's amount realized = 1200$ in cash + 2800 mort. release = 4k.

a)
then 4k - 1k basis = 3k tax gain.

C.
Mortgages and deprec. deds - Parker v. Delaney 

1.
General - an investor who purchases commerc. prop. w/ help of nonrecourse mort. loan can take deprec. deducts in same way as if made whole purchase out of own pocket.

2.
Txpyr can buy apt. building w/ mort. loan of 273k = basis for deprec. deductions. In the next 10 yrs. took 45k in deprec. deducts and paid 14k on princ. In yr. 11, abandoned prop. to the lender for no cash. 

a)
Outstanding mort. balance = 259k

b)
Tp's Adjusted basis = 228k (273k orig. cost - 45k deducts)

c)
Tp's taxable gain = 31k (259k amount realized by tp -     228k basis).

D.
Denying overvaluation in deprec. deds.

A.
However, if nonrecourse mortgage taken on knowingly exceeds fair price of prop.?

1.
Typically, value of the loan = value of asset and T = "basis" for deprec.

2.
In this situation, txp. probably is incurring the loan for a tax benefit only = no econ. substance = not a valid loan for tax purpose (seee above). 

a)
fact that is nonrec. means can abandon if deprec. and not pay loan (but standing alone, this is still valid loan for ded purposes - Crane)

b)
However, where nonrec. loan is also overvalued, loan will only be paid if prop. apprec. to point where it is worthwhile to pay the loan = not real loan for ded ppurposes.

B.
Franklin - where such circumstances exist, excess of loan over market value of prop. not included in buyer's deprec. basis or for deds for interest payment. 

1.
Ded. basis may be allowed for fair market value of prop. - Pleasant Summit.  And int. ded probably not allowed at all regardless of fair market value.

a)
However, this is not completely resolved.

(1)
It seems that no ded should be allowed on depre. or int. since this is a not a real debt so no investment or cost has been given and no real incentive or obligation to pay back loan.

b)
And upon final sale of the prop., this would be the basis.

c)
but if txp can not establish market value, no ded given at all for anything - deprec. or int.

C.
Rationale:

1.
no economic purpose for txp to take up the loan besides for only tax purposes.

a)
Where loan clearly exceeds actual value of prop., econ. purpose is missing - why would anyone loan for or pay for something far in excess of what it is worth?

D.
However, if overvaluation result of deprec. and not sham debt, market value is irrelevent to basis - Tufts and 7701g.

1.
Where prop. is known to be worth less than nonrec. debt at time prop. is asquired, buyer's basis limited to lower market value (1.4mill in Tufts) rather than higher mort. loan.

2.
If nonrec. mort. exceeds value of prop. when acquired, this excess not regarded as real debt and not counted in buyer's cost.

3.
Thus, in determining the basis for buyer, market value is relevant.

E.
Mortgages on appreciated prop.

A.
Mortgaging Out - 

1.
Eg. Investor A purchases office building for 100k w/ own $. Building appec. to 350k. A needs $ for separate purpose and places a mortgage on prop. - gets 350k nonrecourse loan. 

a)
Therefore, if prop. deprec. in future to 200k, A will just default on loan instead of paying 350k for 200k prop. Lender will take the loss.

(1)
arg. that this = gain since loan implies obligation to pay back but very well may not. Woodsam says no - additional mort. not taxable as a gain since no realization

b)
If later sold for 400k - A would have 300k taxable gain (400k amount realized (50k fr. sale and 350k fr. mort. loan) - 100k basis).

B.
Crane and Woodsam combined
1.
tp buys apt. building for 4k w/ 1k own funds and 3k nonrec. mort. loan.  Prop. later apprec. to 10k and tp borrows 6k more by adding that amount to the mort.

a)
Tp's basis = 4k (1k own cash + 3k mort. loan)

(1)
The 3k fr. loan is included in orig. cost and basis under Crane.
(2)
Later 6k not included in tp's basis - Woodsam.

(a)
Therefore, can not use higher 10k basis to get higher deprec. deducts.

2.
Then tp sells for 10k receiving 1k cash and 9k mort. being assumed by buyer.

a)
Amount realized  = 10k (1k cash + 9k mort. left (Crane)).

b)
Tp's taxable gain = 6k (10k am.real. - 4k basis).

3.
Woodsam's effect on deprec. deducts and basis

a)
Subsequent borrowing excluded fr. basis under Woodsam due  to absence of realization. This lowers basis and deprec. ded. 

b)
Loophole - But this can be easily gotten around by tp investing the borrowed 6k in another prop. and get 6k of deprec.value and basis.

F.
Encumbered property . - Diedrich

A.
Facts: B makes conditional gift to A - will give stk having basis of 50k if A pays fed. gift tax under Code 2502 (which makes gift tax a legal liab. of the donor- B) which was 60k.

B.
Held - assumption of gift tax same as cash equivelent- transfor was part gift and sale.

1.
B's Taxable gain =  gift tax obligation tp relieved of  minus basis  =  (60k - 50k)= 10k.

C.
Relation to mort. loans
1.
tp owns stk w/ basis of 20$ and mv of 100$. Using it as security, gets mort. loan for 80$ then gives stk to A as gift. 

2.
transfer of encumbered prop. generates amount realized just since A is taking on B's debt = 80$ gain for B under Tuft

3.
Note- Code treats family members as separate indiv. (eg. children and spouses) for tax purposes and transfers betw. like transfers to strangers.

G.
Prepaid income

A.
Prepaid income issue - where a tp who uses accrual accoutning is paid in current yr. (advance pymnt) for services or goods to be rendered in future tax yrs. should be taxed the whole amount received now, or should spread out to future yrs. when income actually earned.

B.
General rule  - AAA Case 

1.
Prepaid amounts is when received by accrual txp.

C.
Statutory exceptions

1.
Code 455 - newspaper and mag. Cs can spread subscription income over subscr. period.

2.
Code 456 - allows certain membership organizations or clubs to spread membership fees over period of membershp.

D.
Limited IRS exception for services- Rev. Proc. 71-21

1.
Now IRS allows accrual basis tps to defer paymnt received if the services are to be completed by the end of following yr. Then tp can defer to following yr. whatever portion of advance payment attributable to that yr's services.

a)
If services to be performed over 2yrs. - no go - whole advance paymnt taxable upon receiving.

b)
Prepaid rent not included

2.
Eg. On Nov. 1, tp, a calender yr. accrual method tp, receives paymnt for 1yr. K beginning now for 48 dance lessons - 8 this yr and 40 next yr. 

a)
Tp must include 1/6 of pymnt this yr. and 5/6 next yr. (even if he can not complete K by then and has to give lessons in 3rd yr.).

E.
Deducts for estimated expenses

1.
Similar to above - no anticipatory deducts allowed, only deduct for things that have already occured. Wait until incur the exp. then deduct it - see deds for future expenses in accounting section.

a)
Eg. for probable service and maintenance, etc. 

F.
Security deposits are loans and not advance payments - Indianapolis Power
1.
Corp. received sec. dep. fr. customers - Commiss wanted them declared adv. paymnt instead and T taxable immediately under AAA.

2.
Held - no - Sec. dep. more like a loan - untaxable event.

3.
customers had greater ability to determine how dep. was used. If paid bills on time, etc., would be returned to them = loan (and C paid interest to them as well). Cust. never gave up rht. to recover his dep.

a)
Only if custom. defaulted could C use in adv. paymnt manner, i.e. to use the dep. to pay for tardy bills. 

b)
Compare Adv. pymts where holder is entitled to keep unless holder defaults on K.

4.
Held - Sec. dep. not taxable to C unless actually applied to unpaid utility bill (then would be just like receiving TI fr. customer herself). 

H.
Interest on busin. debts

A.
Int. on business loans ded above the line - Requirements for deds of int. on business debts 
1.
Business or invest. purpose- Code 163h1-  borrower expects to generate GI by using funds to work in its busin. or inv. activities.

2.
Debt of taxpyr - debt must be owed by taxpyr not someone else.

3.
Bona fide debt - not a sham

a)
If there is no real debt, int. payments not ded. - eg. loan fr. parent to child and immediate loan of same amount fr. child to parent.

b)
Goodstein - T purports to buy stk w/ borrowed $ but lender never had any $ to loan and stk are bought and resold in samee day - the loan was nonexistent despite paperwork purporting to show a loan and int. not ded. 

4.
economic substance
a)
If loan's only econ. benefit is fr. tax ben. of int. ded. - then no econ. subst. to loan and int. on it not ded.

b)
Knetsch and Code 264- T buys annuity policy from Corp but borrows $ for premuim and loan has greater int. rate than annuity policy = no reasonable possibility of producing gain and does not affest T's bebficial interest except taxwise - int. not ded.

5.
Even if debt is legit (meets above requirmnts), taxpayer must also have some purpose other than tax saving in incurring it - mixed motives (tax saving + some other econ. purpose) is ok. This is a subjective test.

XIV.
Alternative minimun tax (AMT) - Code 55 - 57

A.
On exam, always consider this when determing tax liab. for the year.

B.
attack on tax shelters.

C.
Deds and prefs allowed here are under diff. rules than regularly.

A.
Computation

A.
First compute AMT income. 

1.
Take AGI 

2.
Plus certain tax preferences - see Code 57, gil. 167

a)
int. on certain special purpose municpal bonds

3.
Minus certain deds 

a)
Deprec. deds at a lower rate than regularly - at longer lives and less generous methods of deprec. see 56a1

(1)
For busin. equip. which under regular ACRS entailed 200% declining method would now use 150% and longer useful lives (how long?)

(2)
For real  prop. would use 40yr.life instead of what was previously used.
b)
Charitable contrib.

c)
Med. expenses and casualty loss in excess of 10% AGI

d)
Interest that is ded under regular tax

(1)
eg. qual. resid. int. but only on princ. resid.

B.
Then minus exemption -

1.
joint return - 45k

2.
married but separate return - 22,500
3.
single - 33,750

4.
Phase out of exepmtion

a)
Amounts in excess of below reduce exemp. by 25% of excess over AMT income.

(1)
joint - 150k

(2)
separate - 75k

(3)
single - 112,500

b)
Ex: single w/ AMT income of 118,500 = 6k over. 

6k x 25% = 1500. Exemption = 33,750 - 1,500.

C.
Apply tax rate

1.
AMT income up to 175k - 26%

a)
If separatte return  - 87,500$ applicable

2.
AMT income in excess of 175k - 28%

a)
If sep. - 87,500$ applicable

D.
If total is more than regular tax, txp must pay excess amount.

XV.
Deductions

XVI.
Basics

A.
General

A.
Code 62, 63, and 67 provide diff. routes in which deds can enter.

B.
Two major stages

1.
above the line deds- Code 62a 

a)
Used to get from GI to adjusted gross income (AGI).

2.
below the line deds - Code 63

a)
Used to get fr. AGI to taxable income.

B.
Above the line deds - Code 62a

A.
These are primarily business deds other than  pereformance of services as an emplyee (Code 62a1) - see below.

B.
Also includes reimbursed expenses of employees, ded for capital losses, expenses ded. under 212, etc. 

C.
Below the line deds - Code 63

A.
Personal exemptions - 

1.
2k plus inflation adjustment for each txp plus 2k (plus infl.) for every dependant - Code 151, 152

2.
phase out - 151d - total exepmtions reduced by 2% for each 2.5k that txpyr's AGI exceeds threshold amount. Thresholds:

a)
150k joint

b)
125k head of household

c)
75k separate

d)
100k single

e)
Eg. a couple w/ 2kids entitled to exepmtions of 8k (4 x 2k) but have AGI of 200k which is 50k over the 150k threshold for joint - exemptions reduced by 40% (50k/2.5k  x 2%).

3.
Dependant exemptions allowed for depends whose:

a)
GI is less than exemption amount (2k)

b)
or is a child of txp and who

(1)
has not reached 19

(2)
or is a student who has not reached 24 at thee close of the tax yr.

4.
Def. of dependent - 152

a)
Person who txp pays over half of support in tax yr. and is

(1)
relative- son, stepson, brother, father, stepfather, newphew, uncle, sonin law, etc. 

(2)
or any other indiv. whose princ. place of abode is the home of txp and is member of txp's household.

b)
Special support test for students- 152d

5.
Person can not claim exemption for herself if  is a dependent on another txpr's form.

B.
Standard ded or itemized ded

1.
Txpy uses itemized ded if permissable deds would be greater than stan. ded. Otherwise, typ just takes standard ded. 

2.
Standard ded (adjust for inflation)- Code 63c

a)
5k - joint return

b)
4.4k - head of house, 

c)
2.5k - separate 

d)
3k  - singles

3.
Additional stand ded. allowed for those 65 and older - 63c3

a)
amount is 1.2k if married and both souses qualify or 750 if unmarried....

4.
Dependants - no additional stand ded. for 

a)
And if the txpr is a depend. himself on someone else's form, stand. ded. limited to 500$ or individ's earned income, whichever is greater - 63c5.

C.
Itemized deds 
1.
Means ded allowable under Code other than above the line deds and personal exemptions- list of princ. itemized deds - code 67
a)
Code 62a list above line deds - itemized ded are what are left - Mostly personal deds.

b)
Misc. itemized deds. (those items outside of 67) subject to   2% floor.

(1)
Eg. Performance of services as an emplee (eg. expensees for bar assoc. dues, client entertainment) are business expense but not ded above the line since excluded in 62a1. H, these expenses fall into def. of misc. ded. under 67 and can be ded. below the line.

2.
Many principle itemized ded not subject to 2% floor. But may be subject to diff. floors.

a)
interest

b)
taxes

c)
casualty losses

d)
charitable contrib.

e)
medical expenses

f)
However, ded. only allowed where the expense exceed 2% of txypr's AGI. 

(1)
Eg. Txpr has under 1k in misc. item. ded and has 50k AGI he deds nothing. But if had 1.5k in misc ded, could deduct .5k.

g)
Principal item. ded. are unreimbursed emplee bus. expenses, investment expenses, tax counsel and assistance fees  - see code 211.

h)
Misc. itemized ded - itemized deds outside of 67.

3.
Phaseoout of itemized deds.-

a)
if AGI eexceedss tresholds, item deds decreased by 3% of excess over tthreshold w/ max of 20% decre. - 68

(1)
100k - joint

(2)
50k - sep.

D.
Personal exepmtion plus stand. or itemized deds = amount of income txpy can have w/o incurring any tax.

XVII.
Personal itemized deds and some business deds

A.
General

A.
Despite general rule that personal expenses are not ded, Code does allow some pers. deds - three general categories of personal deds.:

1.
involuntary and unexpected outlays
a)
eg. extraordinary med. bills, casualty losses 

2.
congress wishes to encourage and subsidize
a)
eg. contributions to charity, homeowners deds - interest, etc.

3.
state and local taxes
a)
but limited to income, personal and real prop. taxes.

B.
Must use itemized deds instead of stand. ded to take advantage of these deds - Below are listed specific provisions but not exclusive.

B.
Interest

A.
Int. on personal debts not item ded except on qualified residence loan - Code 163h3.

1.
Qualified residence = either tapyr's princiipal residence or second residence - 163h4A

2.
Txpr can ded. int on loan secured by qualifiied resid. Two types of these loans:

3.
Acquisition indebtedness - debt incurred to acquire, construct, or substantially imprvoe a qualifieed residence -(w/ debt limit of 1mill). 

4.
Home equity indebtedness - debt (other than acq.indebt) w/ debt limit of 100k.

a)
Further limitt on aggragate amount of this debt - can not exceed fair market value of qual. resid. reduced by amount of acq.indebt. on the resid.

b)
Loan could then be used for personal things - car paymnts, etc. and still get int. ded.

5.
Policy - this provision allows a tax advantage for home owners who can ded. int. by securing the loan w. home.

C.
State and local taxes

A.
Code 164 lists some state and local taxes that can be ded. These include:

1.
State and loc. real or personal property taxes 

a)
Again, an adv. for prop. owners - renters can not deduct any such taxes even if they exist in their rent - Code overall encourages home ownership rather than renting.
2.
State and loc. income tax

3.
Business purpose deds. - tpyr w/ prop. for production of income can also ded. all state and fed. taxes incurred in connection w/ his business or busin. prop - Code 162a, 212

a)
Eg. for state and local gasoline and various minor state and local taxes, fed. excise taxes, fed. import duties, etc.

B.
Is it a state tax? - Rev. Ruling 79-180

1.
Typr. ded. state prop. tax but ct. found this was not a tax but part of the rent - the "tax" did not imposee any econ. burden that did not exist prior to enactment of this "tax" and owner was not relieved of other taxes on owner's prop.

D.
Casualty losses

A.
Code 165c3 allows ded. losses arising fr. 'fire, storm, shipwreck, or other casualty, or from theft" even if loss not connected to busin. 

1.
Limitations on personal losses

a)
Each loss ded only in amount it exceeds 100$
b)
and total of losses ded. only in amount it exceeds 10% of AGI. 

c)
Busin. or inv. losses not limited - see below.

B.
Requirements
1.
Loss unreimbursed by insurance or otherwise.

2.
Element of suddenness, unexpectedness
a)
Eg. auto accid. included even if txpr was negli. - although other car is not covered, only txpr's prop. is covered.
(1)
However, if busin. purpose, other car could be covered under 162 busin. deds.

b)
Eg. termite damage not included since is slow process of loss - Service position - but some cts. hold otherwise.

c)
Eg. Ring case - Carpenter

(1)
Txpr placed ring in cup and husband accidently poured down drain - loss was allowed under 165 - accid. causing dam. arisen fr. events beyond tpr's control.

(2)
Husband bought wife another ring - this does not = reimbursement of the ring causing the ded. to be disalllowed- hus. is not insurer of the ring and just gave another as a gift.

C.
Amount ded.

1.
Txpr can ded. lesser of:

a)
Adjusted basis of prop.

(1)
Appreciation is not accounted for.

b)
diff betw. value of prop. before and after casualty (i.e. amount of damage done)

(1)
Cost of repair is good estimate of this.

D.
 example 
1.
Typr's personal car - basis of 1k and value of 800$ before accid. Spends 250$ in repairs. 

a)
Lesser of basis or dam. done is 250$. But bec. is person. loss, reduce by 100$= 150$.

2.
His AGI is 8200$ and has 900$ theft loss (1k - 100$) and total casualties are 1050$. Can ded. only excess over 10% (820) = 230$.

E.
Deductions for extraordinary medical expenses

A.
deductions for large, unexpected personal costs in medic. expenses.

B.
Sect. 213a - allows deduc. for med. and dental payments made by tp himself (and not reimbursed by insur.) for himself, spouse, and dependents which exceed 7.5% of tp's AGI. (Better to get med. insur. where all is ded.)

1.
Note: ee's paymnt of insur. premiums also deductible.

C.
What constitutees medic. care? Ochs

1.
Facts: Tp wanted to deduct costs to send kids to boarding school due to doc's recomm. since recent operation required her peace and quiet for recovery.

2.
Held- no ded. - is an indirect incr.in living expenses which inevitably results from illness of a parent. 213 does not have such wide reach - must be more direct med. cost.

F.
Charitable Contributions

A.
Code 501c3 groups are exempt fr. taxes in general. 

1.
These are a form of fed. subsidy thr. tax system. 

2.
Requirements for 501c3 groups:

a)
operated for religious, charitable, scientific, educational, 

b)
no part of net earnings can inure to private shr. 

c)
and no substantial part of its activites can be for attempts to influence legislatiton (i.e. lobbying)- 501h

(1)
and can not partake at all in campaigns.

(2)
Excpetion - veterans groups.

B.
Exemption of group's income - Unrelated busin. income

1.
Exemption limited to income derived fr. their nonprofit activites and not unrelated business income, i.e. income fr. activities substantiall diff. fr. its main purpose.

2.
ABE case - American Bar Endowment sells life insurance policies and gets profit fr. - this activity unrelated to its charitiable activity = unrelated bus. income = is taxable.

C.
Contributions ded. - In addition, many of these groups can get tax ded. contributions - Code 170

1.
Contribs. to these groups ded. - Code 170b1

a)
government

b)
any entity organized and operated predominantly for 

(1)
Charitable, religious, scientific, literary, or educational purposes

2.
But no ded. for contrin. to educ. institution practicing racial dicrim - Bob Jone U. 

a)
Rev. Ruling - 71-447 - no ded. of contrb. for groups acting contrary to public policy- IRS found that discouragement of racial discrim in eduction was public policy.
3.
Requirements for ded.

a)
contribution to group only - 

(1)
Contrib. made to indivs. even if funneled thr. organ. no ded.

b)
Nothing given in return

(1)
If donor receives anything of value in return - not a contrib. = no ded.

(2)
Dowell - If gift motivated by an agreeed or expected direct gain or ben.,indirect ben., or incidental ben., then not a contrib. and not ded.

(3)
or if made under econ. stress or duress or bec. of legal or moral oblig. same result.

4.
Limitation on deds

a)
Individiduals

(1)
Ceiling - 50% of AGI w/ excess carryover for 5yrs.

b)
Corps

(1)
Ceiling - 10% of taxable income w/ excess carryover for 5yrs.

D.
Appreciated prop. contrib.
1.
Gifts in kind if appreceated - more complicated.

2.
For  prop. that, if sold, would have produced a long term cap. gain and is donated to a public charity - ded. market value at time of giving.

a)
Eg. Txpr has stks w/ 1k basis and now market value = 10k - gives to public charity - ded. 10k.

b)
ceiling - 30% of AGI w/ 5yr carryover.

c)
And if giving to private foundation (charity supported by only a few donors), amount deduct. is basis only.

d)
And if prop. is tangible and unrelated to charity's function, ded. only basis.

(1)
Eg. painting given to med. research

3.
However, if prop., if sold, would have produced a short-term cap. gain or ordinary income, amount ded. is donor's basis.

a)
Thus, gifts of noncap. assets (eg. products or inventories) or cap. assets held for one yr. or less are ded. only by amount of basis.

b)
Eg. Artist donates painting to museum and basis is 100$ and markett val. is 10k. If painting were sold, would produce 9.9k ordinary inc. T only 100$ ded. 

4.
Deds not allowed

a)
No ded. under 170 for value of services to charity- i.e. volunteer work

(1)
but can deduct unreimbursed expenses incurred

b)
No ded. for allowing organ. to use your prop. rent free - can exclude rent value fr. income but not ded. it.

XVIII.
Line betw. personal and busin. expenses

1.
Tp's arg. is that child care, etc.  is a busin. expense which are incureed due to busin. purposes, i.e. enables them to earn income.

2.
Fine line betw. busin. and personal expenses and Congress compromises often on borderline cases.

A.
Childcare credits

A.
Code 21 - Requirements: 

1.
Employ. related expenses
a)
For household services and care of qual. indiv. to enable txpr to be gainfully employed.
2.
and Qualif. indiv.in the home- Code 21b

a)
Dependnets under 13 or dep. unable to take care of themselves.

B.
Applicable %

1.
If AGI is 10k or less - 30% of AGI

2.
If above - decreased by one % for every 2k or fraction of which AGI exceeds 10k - but not below 20%.

C.
Applicable expenses

1.
Expenses can not exceed lower of couple's earned income. 

2.
abosulte limits 

a)
For one qual. dep. = 2400

b)
For more deps = 4800

D.
Then apply % to expenses

1.
Ex: A has AGI of 17.2k - applic.. %= 26%.

2.
Eg. A and B whose applic. %= 26, have one dep. and costs are 2,900. A's inc. = 18k and B's = 1.2k. Ded = 26% x 1.2k =  312$.

E.
Exemptions

1.
Code 129 allows emplees to exclude fr. income amounts paid or incurred fr. empr's dependent care assistance provided was pursuant to program that was for exclusive ben. of ees and did not discrim in favor of highly paid ees.

a)
Exclusion may not exceed lower of couple's earned inc.

2.
Code 125 allows ees to takee bens or cash.

a)
Eg. prog. that pays ees $ for child care - this $ can be excluded fr. GI.

B.
Clothing 

A.
Business clothes - Pevsner

1.
Txpr can ded. cost of business clothes as busin. expense if:

a)
that type of clothing is required as condition of job,

b)
is not adaptable to general use as ordinary clothing

(1)
objective test used - doesn't matter if not txpr's taste, etc but look att generally acceeptable norms of street wear.

c)
and is not so worn.

2.
Generally, uniforms are ded. as busin. expense.

C.
Traveling

A.
Code 162a2 - allows ded for traveling expenses (TE) while away fr. home in pursuit of trade or busin. 

1.
TEs include costs for transport, meals, and lodging.

a)
But for meals- food and drinks, only 50% of their cost ded. - Code 274n.

(1)
Also can not be lavish under the circmstnaces - h, this is hard to enforce and Service does not generally.

2.
Policy - 

a)
For transp. and lodging - would not have incurred costs if not for busin.

b)
Food - would have to eat anyways, so why allow deduct?

(1)
Bec. may be forced to spend or eat more often than normally would and do not get as much enjoyment.

(2)
Busin. exp. bec. allows for easier negotiations, etc.

B.
Pursuit of trade or busin.

1.
Commuting costs to and from work- not ded. - Flowers

a)
is a personal choice to live away fr. work - is a person. not busin. expense. But even if close to work as possible, still not ded. 

b)
Flowers Test of ded - whether cost was incurred fr. exigency of busin. or fr. cosiderations of personal pref. or convenience.

2.
Business transport - is ded.

a)
Typr has many businss. and travel to and fro - are ded.

3.
Temporary site
a)
Eg. A sent to distant job site for 6 month stay and lives at new site - are his food and lodging ded?.

(1)
The cost getting there and back would be ded. either way.

b)
Rule - A can ded. trans, food, lodg. costs if job assignment is temporary but not if is of indefinite duration.

(1)
Service - Temporary generally means a stay whosee end is foreseeable w/in reasonably brief period.

(2)
Eg. visiting college profs for one yr. can ded. all reasonable living expenses for yr. 

4.
Traveling salemen

a)
Pure trans. costs ded. but meals and lodging denied bec. has no home to be "away" from.

C.
Away from home - imp. requirement

1.
Corell - For meals - must be an overnight stay or at least period of time requiring sleep or rest and txpr actually did such for cost to be ded.

2.
Home = business headquarters (Rev. Ruling 75-432 and Tax Ct) although some cts hold = txpr's residence.

D.
Travel and entertainment

A.
More complicated when trips are for busin. and pleasure. 

1.
Policy - Danger that txprs will overclaim as busin. expenses.

B.
General

1.
Transport costs 

a)
Completely ded. if primary purpose of trip was busin. 

b)
None ded. if prim. purp. not busin.

2.
Meals and lodging costs

a)
must be allocated betw. busin. and personal pleasure if prim. pur. was busin. or pleasure. 

b)
Meals, like above, limited to 50% of cost.

C.
Self entertainment

1.
Sutter- Tax Ct. held self enter. exp. fully ded. if expense could be shown to be diff. fr. or in excess of that which A would have otherwise incurred for own pleasure. 

2.
Difficulty of administering Sutter causes IRS in practice to just allow self ent. expenses to be ded. in full. 

3.
But not in abuse cases like Moss- txpr ded. costs of firm's luncheon. 

a)
Ct. found policies behind ded. for busin. meals (see above) were lacking here since meals were just w/ other partners and not clients, own choice where to meet, not excessive price over normally spent, etc.

E.
Entertainment expenses: Requiremnts

A.
Adequate records
1.
Code 274d requires txpr to maintain adequate records of time, place, amount, and business purp. to support claims for enter. expenses deds

a)
No right to approximate 

2.
Eg. Berkely Machine - requires txp to susbtatntiate each element of every ded. item.

B.
Directly related requirement - 274a

1.
For enter. exp. to be ded. as busin. exp., must pass Code 162 as well as Code 274a1A and 274d (above). 

2.
Code 274a1A- 

a)
Ent. exp. must be "directly related" to typ'rs busin. 

b)
or precedes or follows a substantial bona fide busin. discussion and expense was associated w/ active conduct of txp's busin.

(1)
Eg. after major deal settled, all participants go to game.

3.
Eg. Berkely Machine - followed Treas. Reg Sec.1.274-2c3 - for direclty related:

a)
At time expense made, txp must of had more than a general expectation of deriving some econ. ben. 

b)
during this enter. period, txp engaged in busin. meeting, negotiation, or other bona fide busin. trans for purpose of econ. ben.

c)
the principal char. of combined activities was busin. activities.

(1)
and hunting or fishing trips or on yachts and other pleasure boats presumed not to be as such

d)
and the expense was incurred by txpr and a person w/ whom txp engaged in busin.

e)
Cases like Sanitary Farm would prob. not pass this test.

4.
Eg. then decided if under more lenient "associated with" category

a)
This categ. includes goodwill entertainment.

b)
Is about entertaiinment that tales place "purely as an adjunct to formal business meetings". 

c)
Here, exp. did not qualify here as well, T, no ded.

C.
Only 50% of meal and entertainment costs ded. - Code 274n

1.
If otherwise ded, meals and items for entertainment or recreation activities or facilities connected to such activity, eg. rental of rooms for events, tickets, parking at the theater, etc. only ded. to 50% of cost

2.
Reimbursement by empr
a)
Bus. ent. exp. reimbursed by txpr's empr fully excludable by ee and er can ded. as well but at reduced 50%.

D.
Determining amounts

1.
apply 2% floor for unreimbursed empee busin. exp. - a misc. iteemized ded. 

F.
Home offices

A.
Portion of costs for pers. resid. can be ded if portion of the resid. used exclusively for business: Code 280A(c)
1.
As princ. place of business

a)
factors determining princ. place - relvative importance and nature of activities performed at location and time spent there - Soliman.

2.
place of busin. used by clients, customers in normal course of busin

3.
or separate structure....

B.
Typically the ded will be the share of depr. or rent, mainenance, itility, and insurance expense allocable to the portion used for busin.

1.
Ded calucalted by square footage - Feldman.

C.
If txpr is employee - one more additional requirment - use of his resid. must be for convenience of emplr.

D.
Limitation on amount ded. - can not ded more than GI fr. such use minus the proportion of non busins. deds allocable to the portion (eg. qual. resid. int.). see below how to calculate.

E.
Rentals
1.
When personal dwelling (resid., vacation home, etc.) are rented out for income, some deds can be allowed for mainentence, deprec.,

2.
Process:

a)
First prorate deds - 

(1)
ded ratio = 
(a)
rental days/ rental days + days you used personally

b)
Next determine whether place was "used as a residence".

(1)
See Gil. 68*1

(2)
If not used as resid. - end.

c)
If yes - limitation applies

(1)
can not ded. more than gross rental inc. minus prorated qual. resid. int. and taxes.

d)
eg. Bill rented place for 85 days and lived in it for 15.

(1)
ratio of ded = 85/100

(2)
used as a resid. since 15>14

(3)
limit - gross inc. =  2800, total expenses = 4000, 
        
    total qual. resid. int + taxes = 1500

(a)
(4k) = 3400, 85%(1.5k) = 1275

(b)
GRI - pror.int. and tax = 2800 - 1275 = 1525 limit

(c)
So, even though could get 3400 in ded, can only get 1525.

G.
Activities not completely for profit

A.
Weir - 

1.
Facts: txp. buys stk for personal reason of influencing C which owns his apt. Upon selling stk, takes a loss and deds it under 165c2.

2.
Held: Allowable even though stk not bough for purely income producing purposes. Cts will avoid subjective distinction betw. business and personal pursuits. eg. 165c2 - "entered into for profit". 

a)
Generally, as long as the asset in question generates receipts which are includablee in income, loss  incurred is ded. 

H.
Education and training

A.
Ded Allowed 
1.
if aim is to maintain or improve skills used in existing trade or busin. 

a)
if educ. is customary w/in field, imp. factor.

b)
just bec. it is a specialty does not automatically disqualify it.

2.
or educ. is required by empyr as condition of continued emplymt.

3.
Think of these as intellectual repair - to keep the tools sharp.

B.
Ded not allowed 
1.
Costs of acquiring new position or for substantial advancement denied unless can show intent merely to enhance skills already has. 

a)
But if educ. qualifies him for a new trade, usually not ded whether intends to take up that trade or not.

2.
are required for min. educ. requirement the job.

3.
are motivated by personal aspirations

C.
These rule seem to focus on subj. intent of txpr.

XIX.
Business and investment expenses

A.
In above concerned ab/ line betw/ bus. and personal. Here, know it is ab. busin. but concerned ab. whether an immediate ded. expense or amortized capital expenditure.

B.
Note: Distinction seems to lie in cap. exp. being like start up expenses (IRC 195) - those expenses incurred at the beginning of the venture and T likely to benefit txp for many yrs are ded. yrly not immediately.

A.
Capital expenditures

A.
Distinquishing factors betw. CE and ded expenses in italics.

B.
Tax law requires these to be capitalized rather than ded. thr. Code 167 and 168.

C.
CEs generally include:

1.
Capital Expenditure Code 263  - prop. whose useful life extends substantially beyond the close of the tax yr.

2.
generally start up costs - original acquisition costs of plant, buildings, or other cap. assets etc. 

a)
eg. Includes broker's commission for buying and selling shrs. capitalized even though txp incurs them regularly.

3.
Costs that alter prop's capacity, function, extend its useful life, make prop. more valuable than originally, make it suitable for a diff. use.

a)
So if useful life of asset is over (fully depreciated), any costs to extend this life = CE. But some cases to the contrary, eg. Mt. Morris type disaster cases where "repair" is necessary but would also extend life.

4.
Prepaid expenses- eg. prepaid rent, goods, services or other benefits to be rendered in future.

a)
eg. prepaid insurance amoritzed over period covered - Boylston.
D.
Repairs - usually expenses

1.
contrast to major rebuilding and  extensions which are CEs, repairs are when machine part breaks and needs to be repaired. 

2.
repair - is an outlay whose limited purpose is to continue prop's operation for duration of expected life or maintain its normal output. 

a)
no dollar limit

3.
Mt. Morris - 

a)
Normally, where large-scale outlay incurred to adapt or change asset, this is a CE. But where this change is made due to unexpected surrounding circumstances beyond tpyr's control, (generally costs that are necess. to preserve or protect prop. fr. damage by outside forces) this outlay may be ded immediately.

(1)
Eg. natural disasters, unforseen faults in land, etc.

b)
However, here, need for gutter system was obvious and foreseeable and was just a part of the orinial outlay for the land and not a repair.

E.
All direct and indirect costs for producing prop. are CEs - Code 263Aa.

1.
Eg. if want to build factory, costs - labor, materials, interest on loans, prop. taxes, etc.

2.
Eg. overhead - rent or depreciation on equipment and things used to produce prop. - Idaho Power Co. 

3.
All these are amortized.

B.
Ordinary and necessary expense

A.
Code 162a allows ded for "ordinary and necessary" busin. expenses.

B.
What are these? - Welch defintion of ordinary

1.
Facts: Txp paid off debt of old C to establish his reputation. This was an outlay for goodwill.

a)
To establish goodwill - considered CE 

(1)
goodwill is a capital asset w/ perpetual value and T not amortized but recovered upon sale by offsetting basis.

b)
To maintain goodwill - ded expense

(1)
if txp seen as continuing old business then may be thought of as maintaining his goodwill and T ded.

2.
Ct implied 2 elements of ordinary
a)
Cap. expenditure sense - these outlays are not ordinary.

(1)
Paying off old debt was making a CE outlay and not ordinary in the sense of "everyday" or "recurring"

b)
business norm - if costs incurred was common w/in field or unusual. 

(1)
This element not mentioned much after Welch

C.
Necessary
1.
not necess= lack clear relationship w/ business goals i.e.. that cost incurred for personal reasons 

D.
Salaries
1.
Empr payment of salaries to empee ded if reasonable. Code 162a1

a)
If unreas. - excess over reason. compensation not ded.

b)
Usually salar. to relatives, if too large, not ded bec. seen as family support or as a gift.

c)
For nonrelatives - can still be denied if sal. unreasonable in light of empee's position, comparison to others of similar training and work, and objective market data - Patton.

E.
Public policy limitation
1.
Code 162c,e,f,g - disallows ded of specific exp. items that are otherwise busin. ded bec ded would be contrary to public policy. These provisions  are exclusive for disallowing under 162 and can not be expanded by cts.

a)
ex. costs of illegal bribes or other illegal paymnts.

b)
Code 162f - no ded for payment of fine or penalty for violation of law. But attorney's fees in fighting the charge are ded. - Tellier.

2.
Code 165(deds for losses) - can also be denied by public pol. grounds but no exclusive list - cts. can decide themselves - Mazzei.

XX.
Losses

A.
General

A.
Code 165 allows deds for losses in busin. or trans for profit or loss of busin. prop. fr. natural or other casualty or theft not compensated by insur. or otherwise.

1.
Eg. lost 20$ when sold shrs fr. original cost.

B.
For a loss to occur, there it must be "realized" or evideenced by a "closed and completed transaction" in the current tax yr.

1.
Eg. sale, exchange, theft, deestructtion, worthlessness, abandonment, etc. 

C.
Finality of loss - S.S. White

1.
Remote possibility of recoupment does not prevent ded. where txp prop. was seized by warring country, can be seen as a completed loss. 

a)
Seizure was the closing trans.

b)
Loss may be complete enuff for ded. w/o establishment of no possibility of eventual recoupmentl.

c)
Possibility of recoupment after war immaterial at this point.

2.
However, a reasonable possibility of recoupment would delay ded loss until possibility exhausted.

a)
Eg. fire loss to building that might be covered by insurance, no ded

b)
until insur. dispute resolved. 

D.
Worthlessness securities - 165g

1.
Where security becomes worthless, loss ded. that yr.

a)
This restricts txpr's choice in timing the ded thr. sale. Must take ded. in yr. it becomes worthless.

2.
Similar to bad debt idea of Code 166 where if obligation owed to txp becomes uncollectible, it is the end of a trans and is a loss.

B.
Bad debts

A.
Code 166 - 

1.
Generally-  if obligation owed to txp becomes uncollectible, it is the end of a trans and is a loss.

2.
Worthless Business debts - are fully ded

a)
busin. debts - conected to trade or busin., profit activites not menttioned -  ct. used this fact in Whipple.

b)
partial worthlessness can also be ded.

3.
Worthless investment debts

a)
ded as short-term cap. losses

b)
Whipple - Loans to Cs are nonbusiness debts since ttxp is acting as an investor and T no in a trade or business.

c)
Generes - H, Whipple not apply where lender (shr) is really trying to protect his job (therefore would be a busin. interest).

(1)
txp must show that his primary purpose of making loan was to keep his job not to invest.

C.
Related parties Limitation

A.
Code 267 - disallows deds otherwise allowed under 165 where there is a loss fr. sale or exch. of prop. directly or indirectly betw. related persons.
1.
This is to prevent txprs fr. triggering a realization and getting an earlier ded. when they really intend to keep it 

a)
However, the gain would be taxed on such sale.

2.
Relatives - includes (Code 267b2-9)

a)
txp and C where he owns 50% or more of its outstanding shrs

b)
trustor and trustee, etc. 

3.
McWilliams - broad interpret. of "indirectly"

a)
Where txp sold shrs on market and ded a loss and wilfe bought same shrs on same day was an indirect sale betw. related txprs.

b)
Even though when sold on market, or at arms' length, and for a fair price, ded can still be denied under 267.

c)
The loss, however, would be recovered upon final real sale. If wife sold at a gain later, would ded. the loss previously denied (and the wife would get this benefit, not the husband) -    Code 267d
B.
Code 1091 - (wash sales) - disallows same if txp himself sells and then buys same securities (or subatnatially same) w/in 30 days before or after the sale, losses not ded.

1.
The basis of these shrs would theen be the same as the original shrs increased or decreased if repurchase price was more or less than sale price.

D.
Deprec. and real business prop.

A.
deprec. and real busineess prop. special rules that apply to them as well for gains and losses.

B.
Code 1231.-  

1.
If gains fr. sale or exch. of such prop. exceed losses for tax yr., gains and losses all treated as long-term cap. gains and losses.

a)
net gain treated as long term cap.  gain

2.
If losses exceed gains, gains and losses treated as ordinary.

a)
net loss treated are ordinary loss ded fr. ordinary income.

C.
Involuntary conversions 
1.
Some cap. losses caused by invol. conversion also given reprieve fr. cap. loss limitation under Code 1231.

2.
Assets given this benefit:

a)
cap. assets  held for more than 1 yr. for busin. or profit.

b)
deprec. and real busin prop.

3.
Same rules as above apply.

XXI.
Depreciation

A.
Code 167a - allows for recovery of cap. investment thr. ded for deprec. of:

1.
busin. prop. 

2.
prop. held for production of income

B.
What prop. is deprec. All busin. or profit prop. or assets which has a limited useful life.

1.
tangible prop. - buildings, equipmnt., etc except land.

a)
When land w/ building, etc. is bought, value of building alone must be separately determined to establish ded. rate and amount.

b)
Prop. that does not wear out can't be deprec.

(1)
Eg. works of art

2.
intangibles - Code 197

a)
Depr. of intangibles is called amortization.

b)
Certain intangs. that have a basis are amortized over arbitrary 15yr. life regarless of whether txp can establish determinable useful life period and length of that period. Includes:

(1)
goodwill 

(2)
going concern value

(3)
covenants

(a)
eg. if for 3 yrs, still amortzed. over 15yrs.

(4)
patents, copyrights

(5)
customer based intangs (market)

(6)
supplier based intangs (future acquisitions)

(7)
permits by govern.

(8)
trademark

c)
Not included:

(1)
Interest in C (not amort.)

(2)
interest in land (not amort.)

(3)
compr. software - 36 months

(4)
interest in film, records, etc.

(5)
These can not be amort. at all or amort. according to their proved useful lives
(a)
rule is probably - deeprec. only if item has limited useful life who's length can be ascertained w/ reasonable certainty. 

(b)
but this rule uncertain since 197 is such a new provision.

C.
Who gets ded?

1.
Generally, person who suffers econ. loss fr. decr. in value gets ded. Usually this is owner.

2.
Landlord - tenant - lessor entitled to deprec. ded.

a)
However, if tenant improves land (eg. constructs building on it) then he is entitled to deprec. ded. of the building since he bore its costs.

b)
Also, if txpr then buys this land w/ the tenant improvement on it fr. the landlord, she is entittled to deprec. that portion of the cost allocable to the improvements made.

A.
Method of calculation - Code 168

A.
Overall Process

1.
First, all assets put into time brackets based on useful lives (which are actually shorter than in reality). Code 168e

a)
residential real prop. - 27.5 yrs

(1)
includes apartments providing GI from rentals.

b)
nonresid. real prop. - 39 yrs.

(1)
includes factories, etc.

c)
tangible personal prop. - divded in 6 classes - 3,5,7,10,15, and 20 yrs.

(1)
Five yrs - includes majority of machiner and equip. and cars.

2.
After determing life span of asset, decide which depr. method to use - straight line or declining method.

a)
Only can use straight line method for:

(1)
Real prop.- (resid. and non resid) 

(2)
For intangibles - can only use straight line.

b)
Can elect straight line or

(1)
If in 3,5,7 yr class, can use double declining

(2)
If in 15,20 class, can use 150% decling.

3.
Election to take immediate ded. - Code 179

a)
Allows to elect to ded. immediately up to 17.5k of purchase price of tangible personal prop. used for business.

4.
Effect of deprec.

a)
Reduces basis which affects gain or loss computation on final sale.

5.
Recapture - 

a)
if deprec. exceeded decline in value, their is an ordinary income gain rather than the otherwise cap. gain. Code 1245,1250.

b)
Personal prop.

(1)
Includes tangib. (machinery) and fixtures (furnace).

(2)
Realized gain treated as ord. gain. to the extent of (a max of) deprec. deds taken - w/ excess being a cap. gain.

(3)
Ex. T buys press for 25k and takes deprec. of 18k. 

(a)
If sells for 11k, gain = 4k of ord. income.

(b)
If sells for 28k, gain = 21k = 18k ord. inc. (18k max - deprec. ded) and 3k is cap. gain.

c)
Real prop.

(1)
Includes buildings, structures

(2)
Recpature does not apply, and all gain is cap. gain as it would normally be.

B.
Terms and misc.

1.
straight line method
a)
Suppose A buys building w/ useful life of 20yrs. for 1000

b)
Spread the original cost over useful life = 50$ yr. deducted annually 

2.
Declining method
a)
In above, deprec. rate was 5% (50/1000). For double declining method, double this (for 150% incr. by 1.5times) = 10%.

b)
Take 10% and apply that rate to the remaining unrecovered cost, not the orig. cost as in str.line.

(1)
Eg. see t.801 chart

3.
Salvage value - not taken into account under 168.

B.
At risk limitation - Code 465

A.
This was adopted to decr. use of tax shelters.

B.
Applicable to all deprec. prop. except real estate. 

C.
Dilutes Crane rule by restricting amount of ded. to txpyr's econ. at risk investment. Deprec. basis includes:

1.
cash and other prop. he has actually given

2.
and personal lia. loans or loans secured by his prop. (other than the one being leveraged).

3.
nonrecourse debts not included

a)
This rule would make Franklin unecess. and settle issue of whether fair market value of prop. leveraged only by nonrec. loans constitute deprec. basis - it doesn't - get 0 deprec. ded.

D.
For real estate: at risk includes nonrecoursee loan fr. qualified lender (eg. bank or thrift insitution) what is not seller of prop. or investor in the prop. to be acquired.

C.
Passive Activity limitation - Code 469

A.
This was adopted to limit tax shelters in real estate (which 465 left out).

1.
Most all tax shelter typical derive use fr. over-rapid cost recovery and 

B.
restricts artificial deds. fr. "passive" real estate based tax shelters to the income generated by the same "passive" activity or other pass. activites.

1.
Passive activities include any busin. activity which txp does not materially participate. Includes:  

a)
Rental activities

(1)
Exception: if txp activiely partic. by eg. finding tenants, arranging repaairs, etc. can ded. up to 25k in losses outside of passive income. 

(a)
Excpetiion not available to limited partners.
b)
owner of limited partnership interest

(1)
irrespective of his actual participation

c)
general partner may or may not partic.

2.
Non passive activities - txp must materially partic. - generally must be active on a regular, continous, and substantial basis. For detailed factors see Gil.100*1. Includes:

a)
personal service and other active busin. income

b)
portfolio income fr. dds, int. and cap. gains.

C.
Example

1.
Txp enters this scheme for primary purpose of generating losses to offset his ordinary income. - buys an apt. building for 4k borrowing fr. bank at 8%. His rent is enuff so that he covers the princ. and int. yrly but nothing more (= meaningless econ. venture). But also gets deds fr. expenses, int. on loan, deprec. = only tax bens. = tax shelter. 

2.
Code 469 limits these deds to deducting only fr. income made from passive activities and not fr. ordin. income, etc.

a)
Often will create recoqnized passive deds, but these can be carried forward indefinitely and also ded. when txp finally disposes of prop. as well.
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