 TAX OUTLINE
Schenk Fall 1993

I. WHAT IS INCOME?


A. §61: gross income means "all income from whatever source 
derived."


B. What is included? 


 
1. Compensation for services




a. Is it compensatory in nature?




b. Is it an accretion to wealth over which the 


taxpayer has control?  Control can be demonstrated 


by actions (taking a deduction for something).



2. Fees and commissions



3. Fringe Benefits




a. §132 excludes certain fringe benefits 









1) No additional cost services






a) ordinarily offered to customers in 




the ordinary course of the employer's 




business (widget manufacturer gives 




widgets)






b) additional cost can't be 






"substantial"





2) Qualified employee disounts (20% limit of 



price if services and gross profit % limit if 



property)





3) Working condition fringe






a) if the employee had paid for it 





himself, it would be allowed as a 





deduction under §162 as an ordinary and 




necessary business expense or under §167 




if it is property that depreciated






b) sometimes difficult to tell if it is 




a working condition fringe or is "in-kind 




compensation".  Look to...







(1) whether it is for the benefit 





of the employer







(2) whether it has a non-






compensatory business purpose







(3) whether employee had the option 





to accept or reject it







(4) whether it provides a benefit 





to the employee's family







(5) whether it is provided 






routinely (if routine, then 






compensation)







(6) whether an employee would 





typically pay for it with after tax 





dollars (if so, then comp.)





4) De minimus fringe






a) Unreasonable or administratively 




impracticle to account for.






b) Eating facilities if on or near the 




busines premises of the employer and the 




benefit is not discriminatory.





5) Qualified transportation fringe






a) Employer provided or reimbursed 





parking, commuting pass.





6) Doesn't matter if one employer gives a 



benefit to another employer's employee 




provided there is a written agreement between 



the employers and no substantial addition 



cost.  





7) Employers can deduct fringe benefits 




provided to employees under §162 as long as...






a) "ordinary and necessary"






b) meets non-discrimination requirements





8) If tax rates rise, employees have more 



incentive to ask for compensation in the form 



of excludable fringe benefits.






-potential equity problem because 





potentially disproprotionately available 




to certain employees and if two people 




that make effectively the same amount of 




money, the one who is not taxed on the 




portion given in fringe benefits is 




better off.



4. §119; Cash provided to employees to buy meals. 


Kowalski.



5. §102; Employer provided gifts to employee 



6. §83; Property transferred in connection with the 

performance of services.




a. Fair market value less the price originally paid 


for the property.  




b. FMV determined at moment rights are transferable 


or are not subject to substantial risk of 



forfeiture (ie: there is a condition for future 


performance of "substantial" services), which ever 


occurs earlier.




c. You can elect to include it in the year of 


transfer but if you are going to do this, it must 


be done within 30 days. 




d. §83(h); the employer can deduct the value of 


property when the employee includes it in income.  


Might be an incentive on part of employer to make 


the employee include it in income. 



7. When an employer allows an employee to use property 

without charge, that value of that use is income. 



8. §79; group term life insurance purchased for the 

employee by the employer



9. §105; unlike §104, amounts reveived under accident 

and health plans by an employee are included if plan 

attributable to contributions by the employer and were 

not includible in the gross income of the employee and 

are paid for by the employer.  But this doesn't apply if 

the amounts are paid to reimburse the taxpayer for 

expenses incurred by him for the medical care.  Also 

doesn't apply if the employee permanently lost a part or 

function of his body.



10. Punitive damages not involving physical injury



11. Third party payments of your tax.  Old Colony.



12. Illegal gains




a. In general, embezzled funds taxable even if 


promised to be repaid in the same year.  




b. Q: If included in income in one year, and 



repaid in another, are they deductible?




c. If you're smart, you can try to make embezzled 


funds look like a loan.  You must have done things 


that show such an intent.  




d. Does requirement of reporting illegal gains 


constitute self-incrimination?




e. Collins (off-track betting case): computer dude 


placed his own bets without paying using my betting 


system in which he would come out a little ahead at 


the end of a day.  Ended up behind (a gambling 


loss) one day.  Was the amount he bet embezzled? 


James says yes where the embezzler receives a 


benefit.  Benefit determined by...





1) control





2) economic value that he could have "readily 



realized"  (Don't need possession). 





3) A loan? Did he "consensually recognize" his 



obligation to repay?  Gilbert (checks James)






a) Should agree to repay it w/in the 




year.






b) Should be reasonably able to result 




in full repayment.





4) Since repaid some of it in the same year, 



gets a deduction for that amount.



13. Treasure trove. Cesarini. If find a gem, that is 

treasure trove to the extent of its value in US 


currency.   



14. Spouses expenses on your business trip unless she is 

an employee of yours (§274m), her presence has a bona 

fide business purpose, and she is not performing an 

incidental service.



15. Imputed Income-benefits from labor on one's own 

behalf or benefits from the ownership of property. 




a. Minzer-insurance agent wrongly excluded 



commissions on a life insurance policy that he sold 


Tried to argue that he didn't really 




get a commission, but a reduction in the price of 


the life insurance. 




b. Value of farm products consumed by the the 


farmer not income.  




c. When you live in a house you own, you don't have 


to declare the rent you don't pay yourself as 


income.




d. Affects taxpayers decisions.  Is it more 



valuable to go to work or to stay home and paint 


your own house?  Services you perform for yourself 


are not income.  You get the benefit, but you also 


incur the expense.




e. Homemaker's valuable production not includable.  


One spouse may decide it is more efficient to stay 


home. (The gov. thus loses in taxes.  Solution-


provide a tax credit or deduction for families in 


which both spouses work.)




f. A house sits for B and waters the plants.  Both 


have income; A in the form of property benefits and 


B in the form of compensation for the use of 



property in the form of services. (rent §61(a)5)



16. §72; a portion of each annuity payment is included 

but a portion of them are excluded to the extent that 

this amount is expected to just restore the capital in 

full when the final payment is received.  Excluded 

amount cannot exceed the unrecovered investment in the 

contract. 




a. The investment in an annuity basically 



constitutes the person's basis that is "recovered" 


as annuity payments are received.  




b. Thus, portion received is recovery but a portion 


is also a taxable rate of return.  (rate of return 


determined by life expectancy, installment 



payments).  







c. Where taxpayer dies or annuities cease before 


the entire investment is recovered, the Code 



provides for a deduction on the taxpayer's last 


income tax return.  §72(b)3. (b)2 taxes mortality 


gains.



17. Discharge of Indebtedness-to be considered 


"discharge of indebtedness" there must by a "freeing up 

of assets that the taxpayer would otherwise have been 

required to use to pay the debt."  



-ask if something of value has been received




a. §108; no discharge of indebtedness is included, 


however, if the reason is bankruptcy, the 



taxpayer's insolvency (FMV of assets over 



liabilities determined at the time immediately 


before the discharge), or a qualified farm 



indebtedness.




b. Whether it is a discharge of indebtedness can be 


determined by how it is characterized.  The person 


whose debt was discharged could argue that it was 


really a "reduction in the purchase price".  This 


argument tends to work where the debtor dealt 


directly with the creditor with respect to specific 


property.  




c. When debt is cancelled in a business context, 


court looks unfavorably upon argument that it 


should be a gift exclusion.




d. Zarin-tries to argue that the settlement for 


his debt was not income, that he got nothing of 


value for the opportunity to gamble and that the 


settlement only reduced the amount of his loss.  


Court finds that credit line was like a loan, that 


he didn't include in taxes because he had an 



obligation to repay it, but that he received 



something of value and had encountered a discharge 


of indebtedness.  Appeals court reverses because 


this loan was unenforceable under NJ law but the 


Tax Court's reasoning follows. 





1) Zarin argues that he should offset this 



income from his losses which would be 




deductible under §165(d), but only to the 



extent of any gains from such gambling within 



the same taxable year. But the gains he 




incurred in past years, don't count for this 



year. (annual accounting principle).  But, you 



could argue, as the dissent does, that his 



chip income was a gain from which his losses 



should be offset.  





2) Purchase price reduction under §108(e)5?  






-must be between purchaser and seller







(this is not a typ. commercial debt, 





not property (this is debatable))






-taxpayer solvent, not in bankruptcy






-if not for this section, would otherwise 




have been a discharge of indebtedness





3) Dissent: Never increased his wealth when 



got opportunity to gamble (not like a normal 



loan), so should never have had income from 



cancellation of indebtedness.



18. The tax benefit rule: if a prior deduction produces 

a savings, then subsequent recovery of this deduction is 

included in income. 




a. §111(a); gross income does not include income 


that you recover in one year from a deduction in a 


prior taxable year to the extent such a deduction 


produced no tax benefit. (if it did produce a tax 


benefit, it is included)




b. Hillsboro-you include something in income when 


events occur that are "fundamentally inconsistent 


with an earlier deduction", when a latter occuring 


event is of such a nature that, had it occurred in 


the same taxable year as that in which the 



deduction was taken, it would have foreclosed the 


deduction.  


C. What is excluded?   



1. §119: Meals and lodging from the employer to 


employee, spouse or dependents excludable to the extent 

it is...




a. "For the convenience of the employer"




b. On the "business premises"





1) Question of fact






a) Control test






b) "Dominant purpose" test





2) Cash reimbursements for meals is 




includible.





3) If lodging, the lodging must be on the 



"business premises" and a condition of 




employment.



2. §102; Property acquired through gift, bequest, devise 

or inheritance typically excluded to the extent of its 

value.  (Any income earned from the property tranfered, 

however, is includable.) 




a. Duberstein-a gift is found where it comes from 


"detached and disinterested generosity out of 


affection respect, admiration, charity, or like 


impulses.  




b. Donor's intention controls and can be determined 


by the facts surrounding the transfer of property.  


Donee's expectations can matter.




c. §274(b)-gifts made by a business can only be 


deducted up to $25.  Encourages businesses to give 


benefits to their employees and take business 


deductions.


3. §101; Amounts received by beneficiaries of employee's 

death benefits to the extent those amounts don't exceed 

$5000.



4. §104; (language is broad; large incentive to include 

things in §104) Compensation for injuries or sickness in 

the form of...




a. workmen's comp. for personal injury or sickness




b. damages received for personal injury or sickness




(punitive damages only excluded if for physical 


injury or sickness; if don't involve physical 


injury or sickness, punitive damages are included)




c. accident or health insurance for personal injury 


or sickness (unless such amounts are received by an 


employee from a plan the employer contributed to 


which were not part of the gross income of the 


employee-then they are included as subject to §105)



5. Damages in general




a. Business damages: the tax consequences of a 


compensatory damage award or reimbursement depend 


upon the tax treatment of the item for which the 


reimbursement is intended to substitute. (ie: 


settlement on a lease a substitute for rent and 


taxable, reimbursements for lost profits are 



income).  Ask: In lieu of what?




b. For settlements, taxpayer should try to argue 


that actual damages exceeded the amount of the 


settlement.




c. Personal injury damages: see §104(a)





1) Distinguishing between bus. and personal 



difficult. (defamation personal-but careful 



whether the defamation means a loss in 




business income).  May depend on whether the 



action "sounds basically in tort". (although 



hard to distinguish tort from contract these 



days).  What is "the underlying claim"?





2) If business damages, more likely to be 



taxable since business income is taxable and 



therefore compensation for loss of business 



income would be taxable.





3) Should you instruct a jury whether the 



damages they award will be taxable.  This will 



affect the amount of money they think is 



appropriate to compensate. 





4) Is §104 too broad?  No. Injury compensation 



meant to put you in the position you would 



have been in. 



6. §106; employer provided coverage under an accident or 

health plan (see §105).



7. §117; Qualified scholarships 




a. This individual must establish that the money 


was used for qualified tuition and related 



expenses.




b. Qualified tuition and fees is tuition and fees 


required for the enrollment or attendance of a 


student at an educational organization or for the 


fees, books, supplies and equipment required for 


courses.




c. Too many quid pro quos by a scholarship offeror 


can end up in its exclusion of income.  Thus, have 


to be very careful with athletic scholarships.




d. Scholarship money used for room and board is 


included.




e. Amounts for teaching and research is taxable.




f. §117(d); excludes qualified tuition reduction 


plans provided to employees of educational 



institutions.




g. Loans are excludable and could create a 



charitable deduction if repaid.  A justifiable 


disparity in tax treatment. 



8. Borrowed funds/loans (doesn't matter if used 


immediately, for savings or investment, or for expenses 

that are immediately deductible. But see §265, 163(d)-if 

loan proceeds can be traced to particular uses, this may 

be different.




a. Lender's don't realize income when loan repaid.  


(This is known as a recovery of capital.)  Only 


realize income on the interest for the loan.   




b. Exchange of an asset for a liability.



9. Claim of right doctrine; §1341(a)-if an item was 

included in gross income for a prior taxable year 


because it appeared that the taxpayer had an 



unrestricted right to such item and then it is 


discovered that it is not his and the taxpayer must give 

it back, the deduction is taken in the present year as 

long as it exceeds $3000. The tax then imposed on the 

taxpayer is the lesser of...the tax in the 



present year with the deduction or the tax in the 


present year minus what the tax would have declined by 

in the prior taxable year if this amount were not 


originally included.  (this allows the taxpayer to 

choose the more beneficial amount)  Reduce tax liability 

by choosing either the year of repayment or the year of 

inclusion.



10. §103(a); Gross income does not include interest on 

any state or local bond.  Enables state and local gov.'s 

to pay lower rates of interest on their debt than that 

paid on taxable corporate bonds. (good way for high 

income people to avoid taxes; but also lower the 


interest rates of state and local gov. so indirectly, 

all taxpayers benefit-can issue bonds to provide 


benefits to certain areas of the economy (non-profit, 

education, redevelopment, etc.))




-creates inequities for people who invest in other 


things




-rules for determining whether a bond is tax exempt




a. Tax expenditures in general:





1) Revenue losses attributable to provisions 



of the federal income tax laws which allow a 



special exclusion, exemption, or deduction 



from income or which provide a special credit, 



a preferential rate of tax, or a deferral of 



tax liability. 





2) Instruments of public policy; either 




encourage certain behavior or help out those 



in adverse circumstances. 






a) Encourage private investment, 





spending by State and local governments, 




and support of charities.






b) Help out the aged, those with large 




medical expenses and recipients of gov. 




assistance and social insurance payments.





3) What is normal tax practice and what is an 



expenditure is often arbitrary and left up to 



the legislature.  But actual rates of taxation 



are the result of both the normal structure 



and tax expenditures.





4) Impossible to report tax expenditures with 



the precision of budget outlays.  "Full 




accounting" is not feasible.





5) The questions surrounding them are largely 



policy questions.  Should we provide 




assistance?  Is it working well?  What are the 



inequities, the inefficiencies?






a) It sometimes can favor the wealthy 




(the deductibility of of mortgage 





interest and property taxes paid on 




owner-occupied homes)






b) Only benefits people who are able to 




afford to pay taxes.




b. How do we create a tax expenditure-directly or 


indirectly.





1) Exclude something from taxes that normally 



would be taxable





2) Allow a deduction for a non-deductible item 



(this means that you are running the 




expenditure through the tax system).  





3) Provide a credit for no normative reason





4) Give a subsidy.




c. Why prefer an expenditure?





1) We are already running too much through the 



code. Plus, putting in the code would mean 



that we have to adapt it to all other 




sections.





2) People have an easier time "seeing" what it 



is they are getting.





3) Leave final decisions up to people and 



don't force behavior through the tax system.  



Saves Congress a lot of debate on what to and 



not to include.




d. Ask if something is more appropriately 



classified as a "tax expenditure" or as a normal 


provision for developing a "definition of income". 



11. Doesn't include life ins. payments made upon death 

of insured-generally.


D. What can be deducted?



1. Deductions in general-two purposes




a. Tax only net income




b. Provide a subsidy for certain activities or 


investments.  



2. Business deductions




a. In general





1) §162(a); you can deduct all "ordinary and 



necessary" expenses paid in "carrying on any 



trade or business" including a reasonable 



allowance for salaries or other compensation 



for services, traveling expenses while away 



from home in the pursuit of a trade or 




business (not temporarily away from home if 



time > 1 year) as long as not lavish or 




extravagant, rentals paid which are a 




condition to keeping property for the trade or 



business in which the taxpayer has no title or 



equity.





2) What is ordinary? (Accepted practice in a 



given segment of the business world) 





3) What is necessary? A minimally "appropriate 



and helpful" expense for the development of 



the taxpayer's business.  Tellier-allowed to 



deduct expenses for defense in prosecution for 



securities violations. (a fine paid is a 



different story)





4) What distinguishes a trade or business 



expense from a person expense?  





5) What separates a deductible expense from a 



capital outlay? (§263 prevents deduction for 



capital outlays)





6) Can deduct full amount even if it exceeds 



g.i.





7) §212; can still deduct ord. and nec. 




expenses for income producing activities that 



do not qualify as a trade or business. 




(applies only to individuals) (ie: gamblers 



are involved in trade or business if they are 



"involved in an activity with continuity and 



regularity")




b. Salaries-"a reasonable allowance for salaries or 


other compensation for personal services actually 


rendered."  (if not reas., not really a salary, so 


can't deduct)





1) §162(m); can't deduct employee salary in a 



publicly held corporation if salary if over 



$1,000,000.  Applies to chief executive 




officers or the four most highly compensated 



employees of a publicly held corporation 



unless the compensation is performance based.  



(m) provides insight into what is performance 



based pay.






a) Acts as a penalty; creates inequities 




(CFO's?)






b) Escape clause probably means it won't 




apply to anyone.   





2) If commission or performance based, then 



can deduct more. 





3) Are they reasonable?  If not, not 




deductible.  





4) Are they payments for services? (dividends 



on stock are a distribution of earnings) 




c. Lobbying-public policy limitation





1) §162(e); denies deduction for certain 



lobbying and political expenditures.  






a) Influencing legislation-broad






b) Participation in a campaign






c) Any attempt to influence the general 




public (newspapers) with respect to 




elections and legislative matters.





2) Direct communication with a covered 




executive branch official.





3) Doesn't apply to...






a) Local legislation-you can deduct 




ordinary and necessary business expenses.  






b) Taxpayers engaged in the business of 




lobbying (can do it on behalf of others, 




but if paid for this purpose, can't 




deduct-thus, be careful what you pay your 




agent for)






c) De minimus in house expenditures < 




$2000




d. Mixed motive expenses: employee business 



expenses





1) §21; Certain expenses for household and 



dependent care services which are necessary 



for gainful employment are deductible in the 



form of an allowance of credit for these 



expenses.






a) Only certain categories of dependents 




qualify.






b) Only under certain circumstances






c) There is a dollar limit on the credit 




that can be taken. 






d) Married couples must file jointly but 




where living apart, certain circumstances 




can make them not be considered married.





2) §62(a)(2); employee can deduct expenses 



incurred in connection with his performance of 



services under a reimbursement or expense 



allowance arrangement.  Gross income - 




deductions = AGI.  But only certain expenses 



reimbursed are above the line.  §62(a)(2)A 



says that all others are itemized, below the 



line deductions.  






a) Where expenses = reimb, no need to 




report.






b) Where reimb > expenses, must report 




excess. 






c) Where expenses > reimb., can claim 




deduct.







(1) Look at the extent to which 





there is a personal and nonpersonal 





benefit







(2) 132(d)? -if paid for it 






himself, would employee be able to 





deduct. (was it for the employer's 





benefit)





3) §67(a); where an indiv. seeks to take 



deductions, and seeks to itemize these 




deductions, this will be allowed only to the 



extent that all total itemized deductions 



exceed 2% of AGI.  (the 2% floor).  Includes 



all unreimbursed employee business expenses. 



(2% rule only applies to employees)





Note:  if a cash payment to an employee can 



be considered a working condition fringe, it 



is not includible in income even if it would 



not have been deductible due to the 2% floor.





Note:  unreimbursed employee business 




expenses are subject to the 2% floor (employee 



reimb. aren't subject to the 2% floor)





4) §212; an individual can deduct expenses for 



the production of income, including income 



produced through the management of property.





5) Expenses for education: deductible if the 



education maintains or improves skills 




required by the indiv. in his employment or 



meets the requirements of the employer for 



conditions of retention. (must have a bonafide 



purpose)






a) Nondeductible if meets the above but 




are personal expenditures to meet the 




minimum educational requirements for the 




trade.  






b) Look to standards in the trade.  Just 




because already working in position, 




doesn't mean that he has met the minimum 




education requirements.  






c) Also nondeductible to educated self 




to qualify for a new trade or business.  




Change in duties does not necessarily 




mean a new trade or business. 






d) Rev. Ruling 75-120; deductible to 




seek employment in the "same" trade or 




business but not in a "new" trade or 




business.  Look at all the facts and 




circumstances to distinguish (tasks, 




timing (a reasonable period of 





transition,) etc.)





6) Distinguishing between deductible business 



or investment expenses and nondeductible 



personal, living or family expenses is 




difficult.






a) Inequity; taxpayers with higher 





incomes more likely to have access to 




business deductions.  






b) Congress can and has passed statutes 




targeted at specific abuse.  (§274(n)1-




deduction for business meals and 





entertainment to 50% of cost).






c) Courts attempts to distinguish







(1) "appropriate and helpful" test







(2) "primary purpose" test







(3) "inherently personal test" 







(4) conducting an activity for 





"profit motive" or "belief that 





profit can be realized" v. 






conducting it for pleasure, 






exhibition, or social diversion.  





Good faith standard.  Very 






subjective, depends on taxpayer's 





state of mind.







(5) The "nature of an expense", not 





just its origin.







(6) With clothes, must be 






"specifically required" and not 





"adaptable to general usage" nor 





"worn in ordinary usage".







-objective test







(7) Litigation costs; does it stem 





from a profit seeking activity; 





"origin of the claim test". 






d) Domestic service and child care 





personal choices.  There are credits that 




make up for this for single parents or 




married couples.   




e. Commuting





1) Commuting expenses incurred in the pursuit 



of an employer's business are deductible. 



(home to client) 





2) Commuting expenses are not deductible if 



they are the result of a taxpayer's choice in 



residence. (train from Needham to Boston). 



Personal, not deductible.





3) When additional commuting expenses are 



incurred in transporting job-required tools 



and materials to and from work, an allocation 



of costs between personal and business 




expenses may be feasible if the expense was 



"ordinary and necessary".  McCabe-police 



officer who could not obtain permit for 




firearm in NJ had to travel around NJ. (choice 



of living v. business expense-use a but-for 



rule?)  If a bus. expense can only deduct the 



excess.





4) If employer pays for employee's commuting 



expenses, the payments generally constitute 



gross income.  




f. Travel Expenses (the line between travel and 


commuting is often arbitrary; we must distinguish 


this from commuting)





1) §162(a)2; traveling expenses while away 



from home (including not lavish or extravagant 



meals or lodging) in the pursuit of a trade or 



business are deductible.  (note: "home" is 



your place of bus; if no principal place of 



business, then it is your abode)






a) "Reasonable and necessary"






b) Directly attributable to it.






c) If business and pleasure, look to its 




"primary purpose".  (look at all facts, 




time)






d) Spouses on business trips: must have 




a "bona fide business purpose".  Can't 




just perform some incidental service.  




Under §274(m), if spouse is an employee, 




then it is OK.






e) A taxpayer traveling on business may 




deduct the cost of meals only if trip 




required him to stop for rest or sleep.  




Why should the city commuter be any 




different than the state commuter in this 




regard?





2) You aren't away from home if you are away 



for more than one year. But sometimes if >1<2 



you can still be considered away from home as 



long as you "realistically expected" it to 



last less than 2 years.  Objective factors 



such as contacts, duplicated living expenses 



can help determine.  




g. Entertainment





1) §274(a); no dedution for entertainment, 



amusement or recreation expenses or for the 



facilities used for these purposes unless the 



item directly related to or directly preceding 



or following a bona fide business discussion 



and associated with the active conduct of the 



taxpayer's trade or business. (memberships in 



clubs aren't deductible. 1993 amendment)





2) §274(b); no deduction for gifts if exceed 



$25.





3) §274(d); no deduction under §162 or §212 



for traveling expenses that fall under this 



section.  





4) §274(e); exceptions to (a)





5) §274(n); only 50% of meal and entertainment 



expenses are allowed as a deduction.  Doesn't 



apply to food and beverages that constitute de 



minimus fringes or meals and entertainment 



that falls under section 274(e). (50% 




deduction applies, ultimately, to the person 



who pays for the meals-employee or employer)





Q: Should there be substantiation 





requirements?





6) Moss-lawyers lunches not deductible but 



maybe the same considerations to determining 



whether they are income should apply.  "On 



bus. premises", "for convenience of employer", 



(§119 concerns) constraints to not going? 



(notice the relationship of this with 132-



would they be deductible if the employee 



incurred the expense)




h. Home Office Expenses





1) §280A; no deduction otherwise allowable 



shall be allowed with respect to the use of a 



dwelling unit as a business which is also used 



as a residence unless it is the principal 



place of business, the place where the 




"patients" or "clients" come, is a separate 



structure not attached to the dwelling unit, 



storage occurs there, it is rented out, or 



used for licensed day care and not used for 



personal purposes. 






-this sections prohibits otherwise 





allowable deductions






-mostly set up to avoid the abuse of the 




armchair reader





2)  For "principal", look to relative 




importance of activities, where goods or 



services delivered, (necessity of functions at 



home not an important consideration), time 



spent, the essence of the profession.  




Soliman



3. Deductions for personal exemptions




a. Earned Income Credit





1) §151; 






a) Exemption for the taxpayer and 





exemption for spouse if don't file a 




joint return, the spouse has no gross 




income and is not someone else's 





dependent.  If file a joint return, one 




income but two taxpayers and each is 




allowed an exemption.  






b) Exemption for every dependent whose 




gross income is less than the exemption 




amount. (a child (including stepchildren) 




<19 or a student <24). (no exemption for 




married dependents)  If you're a 





dependent and your gross income exceeds 




the exemption amount, you can still 




qualify as a dependent if you are a child 




or a student <19. 






c) Exemption amount = 2000, unless 





otherwise provided.






d) Everytime your g.i. exceeds the 





threshold amount by $2500, you reduce 




your exemption amount by 2%. 






e) If your dependent becomes someone 




else's, you cannot take an exemption.






f) You cannot be a dependent of someone 




else and claim a personal exemption.





2) §152; dependents






a) Over half of their support from the 




taxpayer.  (if over half from gov., too 




bad)






b) If no one pays over half and there is 




multiple support, the person is a 





dependent of any taxpayer who contributed 




over 10%. 






c) Custody-whoever gets custody for the 




majority of the calendar year gets a 




deduction. (unless this person releases 




claim to custody or unless it was a 




multiple support agreement)






d) Individuals who are related or who 




aren't related but who have their 





principal place of abode in the home of 




the taxpayer. (adopted children must be 




legal).  Other relationships must be 




legal.





3) §32; earned income credit and health 




insurance credit (designed for low income 



families and can be phased out-if you have so 



little income, it gives you cash (negative 



tax))






a) Calculated by the credit percentage 




over the phaseout percentage.







1) Earned income = wages, salaries, 





tips and other employee 







compensation.






b) Health insurance credit determined 




the same way.







(1) It should not exceed amounts 





paid for insurance coverage which 





constitute medical care and which 





includes at least one qualifying 





child.







(2) It does not include amounts  





paid, reimb., or subsidized by the 





Fed., State, or local gov.






c) This section only applies to married 




individuals that file a joint return.





4) Deductions have greater value to those in 



higher tax brackets than credits.  Some have 



argued that personal exemptions should be 



substituted for tax credits.






a) Deduction = not taxing the income 




used by parents to support their children 




at some subsistence level.






b) Credit = expenditures on children are 




like any other personal expenditure. 




(unfair to the person who buys 2000 worth 




of books.)




b. Standard Deduction-the amount that taxpayers may 


deduct in lieu of itemized deductions (it provides 


a floor-obviously, you take the standard deduction 


if your itemized deductions don't add up).






-this simplifies record keeping and 




administration  






-Congress' express desire not to tax 




certain levels of income





1) §63; for individuals who do not elect to 



itemize their deductions, taxable income = 



g.i. - (standard deduction + personal 




deductions under §151.)  Standard deduction = 



basic standard deduction + additional standard 



deduction.





2) §63(b)(2); basic standard deductions. (3); 



additional standard deduction for the aged and 



blind.  





3) You can make an election to itemize.






-certain deductions are only available as 




itemized deductions.  (charitable 





contributions-does this hurt people that 




don't elect and who want to give to 




charity (not really since if you don't 




meet the amount to itemize, the standard 




deduction gives extra money anyway))





4) §68; limitation on itemized deductions 



where an individual's adjusted gross income 



exceeds the applicable amount.






5) Standard ded. not available to married 



persons who file separate returns where one 



spouse itemizes. 




c. Casualty Losses (normally, if loss personal in 


nature not deductible) Q: What is a casualty?  


Kielts-loss of a valuable diamond on ring that was 


deemed to be a sudden loss was deductible 



(negligence doesn't matter)  Q: What is "sudden"?  


Rust damage, termite damage (not sudden to walls, 


but sudden bursting that caused damages losses is 


deductible).





1) §165(c); you can deduct any loss sustained 



during the taxble year and not compensanted 



for by insurance or otherwise, but these only 



include losses incurred in a trade or 




business, or just in transactions entered into 



for profit, and losses of property not 




connected to a trade or business (includes 



theft).  





2) If casualty losses exceed casualty gains, 



can only deduct to the extent that the net 



total exceeds 10% of AGI.





3) You deduct the losses in the year in which 



they are sustained.  Look to...






a) Closed and completed transactions.  




"no reasonable prospect of recovery rule"






b) Fixed by identifiable events. 






c) If loss might be reimbursed, you 




can't deduct losses until "reasonably 




certain" that reimbursment will be 





received.






d) Generally, when it is realized.







(1) objective standard







(2) subjective (ie: txpyer's good 





faith belief)





4) The value is the FMV immediately before and 



after the casualty.  You tend to recover 



actual loss (if ins. gives part, you deduct 



other part) not replacement value.





5) With theft, it is a loss when taxpayer 



discovers the loss.





6) To distinguish business losses from 




personal losses, look to taxpayers' "primary 



motive".  If there is a dual motive, losses 



can be allocated.





7) If you don't file for timely insurance, you 



may not be able to deduct. Also, if loss is 



partially compensated for by insurance, the 



amount might only be parially deductible.




d. Medical Expenses





1) §213; medical care for taxpayer, spouse, 



dependent deductible when not compensated by 



insurance or otherwise to the extent the 



expenses exceed 7.5% of AGI. (floor) (expenses 



incurred by estate after taxpayer died for one 



year are deductible)





2) Only prescribed drugs and insulin count.





3) Medical care = amts. paid for diagnosis, 



cure, mitigation, treatment, or preventnion of 



disease, or for the purpose of affecting any 



structure or function of the body.  (and 



transportation for these purposes)





4) Amts. paid for lodging away from home for 



medical care, not lavish or extravagant, are 



deductible if care if provided by a physician 



in a licensed hospital and there is not 




significant element of personal pleasure 



(amt./night cannot be greater than $50. 




Sometimes transportation costs severable from 



lodging costs)  "substitute institutions"





5) Cosmetic surgery not included unless it is 



to promote the proper function of the body or 



prevent or treat illness or disease. 





6) Deduct when you "actually pay".  Doesn't 



matter which method of accounting you use.





7) Even capital expenditures for medical care 



are deductible.  (ie: an expensive wheelchair, 



but if add value to house, deduct only the 



difference between the cost and the added 



value)  "primary purpose", "related directly 



to". Ask if it is suitable to "recreational 



use" (pools).  Operation/maintenance costs.  



Are there nearby community facilities that 



could be used?





8) If in an institution-is the establishment 



"regularly engaged" in providing care.  




"principle reason" for being there.




e. Charitable Contributions





1) §170; charitable deductions allowable but 



in the case of individuals, charitable 




contributions to churches, educational 




institutions, medical centers, organizations 



supported by the gov., gov. units, are limited 



to the extent that the aggregate of such 



contributions do not exceed 50% of taxpayer's 



AGI.





2) A charitible organ. is one where no part of 



the the net earnings benefits any private 



shareholder or individual.





3) Not subject to the 2% floor on 





miscellaneous itemized deductions of §67.  





4) Not a charitable contribution if donor 



receives a benefit that is like a quid pro 



quo.  Look to donor's intent.  Ask: is the 



dominant purpose to achieve an economic 




benefit, substantial personal benefits?   



Detached and disinterested. Totality of facts 



and circumstances.  Inherently reciprocal. 






a) With tickets to games, is donor 





getting eligibility to receive that 




wouldn't have had before.? 80% deduction 




by statute today






b) to churches to support members, look 




to see who has control, primary purpose, 




primary beneficiary.  Intangible 





religious benefits do not reduce the 




amount of a deduction. 






c) Are they earmarked for a particular 




individual?  Must be "to or for the use 




of the charity"





5) You can deduct out of pocket expenses for 



donating services to charity.





6) If you contribute appreciated property to a 



charity, you can deduct the fair market value 



property.  You are not taxed on the gain.  



§170(e); limits this a little in certain 



circumstances only allowing you to deduct the 



taxpayer's basis in the property. (is the 



recipient public or private, is the 




appreciated treated as capital gain or 




ordinary income (if long term gain and 




donation is related to the use of the charity, 



you can deduct the full amount), and is it 



tangible personal property or intangible real 



or personal property (if the latter, full 



amount deductible)).  






a) If you donate securities and real 




estate, you deduct the full fair market 




value (a little inequitable but public 




policy favors it) 






b) If stock has declined in value, court 




might limit deduction to value at the 




time of transfer.






c) Temptation to overvaluate-look to the 




price at which a reasonable buyer and 




seller with full knowledge would 





transfer.  Look to the ultimate consumer.




f. Taxes; §164(a); you can deduct the amount of 


certain tax payments to states and localities, to 


foreign countries and their political subdivision 


(state and local income and property taxes)





1) Acts as an exception to rule that no 




personal expenses are deductible.





2) Acts as a method of subsidizing state and 



local activities.




g. Employer/Employee deductions; 





1) §83(h); employers can deduct the amount 



includible in the gross income of the employee 



of the value of property that the employer 



transferred to the employee.  Employer can 



deduct it in the taxable year that it is 



included in the employee's income.  





2) §404(a)(5); If compensation is paid or 



accrued on account of any employee under a 



plan deferring the receipt of such 





compensation, such compensation shall not be 



deductible under this chapter;  but if it 



would otherwise be deductible, it shall be 



deductible as limited to the amount deductible 



in the year that the amount is includible 



in the gross income of employees participating 



in the plan. 






a) If employee not taxed, employer must 




be.






b) If employer is tax-exempt or can get 




a higher rate of return, employee smart 




to defer compensation and leave in the 




hands of the employer. 





3) §461(h); to determine when an amount has 



been incurred, the "all events test" shall not 



be treated as met an earlier than when 




economic performance with respect to such item 



occurs.  Economic performance occurs when...






a) In providing service, when the person 




provides such services.






b) In providing property, when the 





person provides such property.






c) In the use of property, as the 





taxpayer uses such property.






d) For worker's comp. and tort 





liabilities, economic performance occurs 




as the payments to such person are made. 






e) This section deals primarily with 




premature accruals with services and 




property but the statute allows the IRS 




to issue regulations for other 





liabilities.





4) With recurring items, economic performance 



occurs when the all events test with respect 



to the item is met during a taxable year. 



(this doesn't apply to tort liabilities and 



worker's comp.)





5) All events test...






a) Met when all events have occurred 




which determine the fact of liability 




and...






b) the amount of such liability can be 




determined with reasonable accuracy.





6) §461(i); in tax shelter situations, a cash-



basis taxpayer cannot deduct an amount until 



both economic performance and payment have 



occurred (postpones deductions until they 



would be allowed by an accrual-method 




taxpayer).  (prepaid interest workds the same 



way under §461(g)) (relates, in a way, to the 



capitalization requirement)




h. Interest Deductions; §163(a); there shall in 


general be allowed as a deduction all interest paid 


or accrued within the taxable year on indebtedness. 





1) Whether interest payments on borrowed funds 



are deductible turns generally on the purpose 



of the indebtedness.  *But it is hard to trace 



borrowed money to its use. §163-8T(c)(1)-



interest is allocated according to the use of 



the proceeds of the debt that generates the 



interest, not according to the property that 



secures the debt. (borrow against a car 




different from buying a car with borrowed 



funds) §163(h)-deduction of interest when 



funds used for personal use are not allowed.  



This is called "personal interest" and it 



generally is anything but that allocable to a 



trade or business, an investment, a passive 



loss, or a qualified residence interest.






a) Consumer interest is not deductible 




unless it is home mortgage interest. 




§163(h). "Qualified residence interest"-




can include principal residence and one 




other residence. 







Q: Whether the non-deductibility of 





consumer interest disfavors people 





who fund purchases with debt. 







-fungibility of money makes it 





impossible to enforce-you can borrow 





against your house can purchase 





consumer goods and get around the 





restrictions.






b) Investment interest is deductible 




only to the extent of net investment 




income (total investment income less 




investment expenses). §163(d). (any 




remainder on borrowed funds as problem 2 




suggests is considered as being for 




investment purposes §163-8T(c)(4)(i).)






c) Interest on borrowing to purchase or 




carry tax-exempt securities is not 





deductible. §265(a)(2)






d) Deductions for prepayments of 





interest are restricted by §461(g).






e) Interest in conection with passive 




activity is deductible only to the exten 




of net investment income.






f) Interest to construct property must 




be capitalized.  






g) Interest on transactions between 




related parties is generally deductible 




only when includable by recipient under 




§267(a)(2). In the case of stock, if it 




is owned by a person, it is also 





considered owned by his family.  





"Constructive" ownership.  (family is 




narrowly defined). 







-as to timing of deductions under 





this section, the interest is 






deductible as of the day it is 





includible in the gross income of 





the person to whom the payment is 





made





2) Under §162 and §212, interest could 




generally be found deductible similar to other 



unspecified business or investment expenses. 



(the capitalization requirement might operate 



also.) 





3) A rule requiring the tracing of 





indebtedness to a business or profit-seeking 



purpose as a prerequisite for deduction has 



often been thought to be administratively 



unworkable.  People just end up deducting 



everything. (Unit X, q. 2,3) 





4) Also hard to distinguish deductible 




interest from nondeductible principal.  Also 



hard to distinguish if parties are treating it 



as a debt or equity situation.  Look to 




parties' intent and labels.  Attempt to 




"match" the tax characteristics.  A borrower's 



deduction is a lender's inclusion.  But 




matching doesn't work with tax exempt 




organizations.  You could characterize "debt" 



as "equity" in a corporation.  Deductible 



interest could then become non-deductible 



dividends.





5) Where debt proceeds are placed into an 



account that contains unborrowed funds, 




expenditures form the account are deemed to 



come first from the debt proceeds until 




exhausted.  Temp. Regs. §163-8T(c)4ii.  If 



write two checks on the same day, the taxpayer 



can pick the order they should be counted.





6) §1.163-8T(c)(2)i-the allocation period 



starts on the date the proceeds of the debt 



are used or treated as used to make the 




expenditure (treated as used would be like the 



investment interest rule) and ends either on 



the date the debt is repaid or reallocated 



(whichever is earlier). See problems 2,3 for 



examples of allocation periods.




i. Unstated or Imputed Interest





1) Original Issue Discount; exists when the 



original "issue" price of a debt instrument is 



less than the amount to be paid at maturity. 



(stated redemption price) (ie: a bond issued 



with a below-market rate of interest payable 



currently).  The difference acts as 




compensation to the lender for use of the 



money. The difference is the OID.  §1273





2) Lenders must include a ratable share of the 



interest on the OID in income in each taxable 



year.  If a taxpayer was cash-basis, this rule 



put him on an accrual method for this purpose.  



This effectively accelerates interest income 



and deductions because it doesn't take into 



account compounding interest.  Economic 




accrual of interest does take this into 




account and thus, interest in early years is 



less than in later years.  






(§1275(b)(2); OID is deducted on a cash 




basis (when paid) if the debt is incurred 




in connection with personal use property 




and the obligor uses the cash basis)






a) §163(e); when a debt instrument is 




issued, this section requires the accrual 




of the aggregate "daily portion" of OID 




to be counted in measuring interest 




income and expense.  It is economic 




accrual based on at the least, an annual 




compounding of unpaid interest.  (doesn't 




apply when debt issued by an individual 




or where the debt and property were not 




publicly traded)







(1) A "debt instrument" is a bond, 





note or other evidence of 






indebtedness.  §1275(a)(1)(A).  







(2) The "daily portion" determined 





under §1272(a)(3). 

(Adj Issue Price at beg. of accrual period) x (yield to maturity)


sum of amts. payable as interest during accrual period


(accrual period=6 mths.)







(3) this does not aply to tax-





exempt obligations, loans between 





natural persons not made in course 





of trade or business under $10000, 





or to short term obligations (in 





this case, if obligor uses cash 





receipts and disbursements method, 





interest on OID deductible only when 





paid) 







(4) The issue price of publicly 





offered debt instruments not issued 





for property is the initial offering 





price to the public at whic price a 





substantial amount of such debt 





instruments were sold. §1273(b)




j. Imputed interest where Unstated or loan given at 


a below market rate; §7872





1) Set up to prevent...








a) Shift income taxes to family members 




in lower income tax brackets.






b) Mask compensation to avoid employment 




taxes






c) Disguise intra-family gifts





2) Applies to income, gift, estate, and 




employment taxes.





3) General theory behind §7872: the lender is 



treated as charging a market rate of interest 



(AFR-10%) and making a payment of some or all 



of that amount to the borrower.  The payment 



is treated as a gift, dividend, compensation, 



etc.  The borrower is then deemed to 




retransfer the amount of the gift, 





compensation.  The lender ends up with income 



that is taxed on an economic accrual basis and 



the borrower ends up with a deduction if he 



uses it for deductible purposes. (§7872(a)(b)-



transfer/retransfer theory-treated as OID)






a) If a term loan; compensation to 





borrower in the year loan made and the 




interest accrues economically over the 




loan period.  The lender has the 





advantage with the TVOM. (amt. loaned 




exceed present value).  It is a term loan 




if it is not a demand loan.






b) A Demand loan is below market when 




the interest payable on it is at a rate < 




the AFR (applic. Fed. rate) (can be a 




demand loan is interest arrangements are 




conditioned on future performance of 




substantial services.)






c) A gift loan is one that is below 




market where the foregone interest is in 




the nature of a gift. All gift loans are 




treated as demand loans.






d) Compound semiannually





4) §7872(c); When to apply §7872; 






a) Gift loans






b) Compensation-related loans






c) Corporation-shareholder loans






d) Tax avoidance loans 






e) loans between individuals of less 




than $10,000 are excluded from §7872 




treatment if the foregone interest 





charges are gifts, (it is a gift loan) 




and if not used for business or 





investment purposes (if used for 





investment purposes, then treated by 




§7872).  But these transactions are 




included if a principal purpose is tax 




avoidance. (corp's can make two $8000 




loans to a shareholder as long as can 




show that not avoiding taxes)






f) §7872(c)E; a catch-all provision

II. When is income taxed?


A. Generally



1. Income is taxed when realized.




a. Time of realization is not always clear. A 


realization event could be "a market transaction 


that establishes a value".





1) What about when you acquire something 



through adverse possession?  You could argue 



that the value of the property acquired should 



be realized when you acquire it.  If you buy 



property and you end up acquiring more 




property, you could argue that the value of 



the additional property has already been 



considered.




b. Taxpayers have flexibility in timing gains and 


losses.  The object becomes to defer tax as late as 


possible.




c. Depending on the type of cost recovery used, 


this flexibility significantly affects amount of 


income each year.





1) Can account immediately.  Not always fair 



if the item has not produced any income to 



deduct it immediately.  Too much of a benefit 



to the taxpayer thanks to the time value of 



money.  Allowing an exemption and allowing 



immediate expensing of an asset yields the 



same results. 





2) Can deduct it at the end.  But this would 



then be a tax on receipts not on income. 





3) Can amortize-reflects more accurately 



2. The adquisition and disposition of property;  Debt




a. §1001; The gain from the sale or other 



disposition of property shall be the excess of the 


amount realized over the adjusted basis.  The loss 


shall be the excess of the adjusted basis over the 


amount realized.  With installment payments, the 


portion of the installment representing gain can be 


taxed. 





Note 1: the basis of property acquired from a 



decedent if not disposed of before the 




decedent dies is the FMV of the property at 



the date of death (a benefit provided by the 



code; people prefer to get assets in 




appreciated property) §1014(a)





Note 2: the basis of a gift is the value that 



gift would have had in the hands of the last 



donor who did not acquire it by gift.  If such 



basis is greater than the FMV at the time 



transfered (meaning that the gift declined in 



value), then the basis will be the FMV for the 



purpose of determining loss. §1015(a).  




"carryover basis"  This principle allow you to 



give the donee gains but reduce losses.  If 



property declines in value by gift, then your 



basis is not the low basis that the donor had, 



but the FMV at the time of transfer.  





1) Amount realized = sum of any money received 



+ the FMV of property (other than money) 



received. 






a) Reimbursement for real property taxes 




does not count in calculating the amount 




realized. 






b) But real property taxes are taken 




into account.






c) Includes the amount of liabilities 




from which the transferor is discharged 




as a result of the sale or disposition.  







(1) Does not include amounts that 





are income from discharge of 






indebtedness.







(2) Liability does not count if it 





was not taken into account in 






determining the transferor's basis. 






Note 1: The sale or other disposition of 




property that secures a nonrecourse 




liability discharges the transferor from 




the liability. 






Note 2: The sale or other disposition of 




property that secures a recourse 





liability discharges the transferor from 




the liability if another person agrees 




to pay the liability.


Note: Recourse debt occurs when the borrower is personally 
liable for repayment of the debt. Nonrecourse debt occurs 
when the borrower is not personally liable. Lender, upon 
default in the case of non-recourse, can obtain satisfaction 
of the obligation only from the property securing the debt. 
The lender risks economic loss if the property has declined 
in value. Benefits the borrower who may be able to take 
depreciation deductions w/o being personally liable.


Note: Whether recourse or non-recourse, a loan is included in 
basis.






d) Crane-in detemining the amount 





realized upon disposition of property, 




the taxpayer must include relief from the 




obligation to repay a mortgaged 





nonrecourse debt. In calculating basis, a 




taxpayer must treat a nonrecourse 





mortgage as equivalent to a cash 





investment. (ie: buy property with a 




mortgage, when you sell property with 




remaining mortgage, your amount realized 




includes the amount of the remaining 




mortgage and not just the amount you paid 




out of pocket for the property)






e) Tufts-doesn't matter if the mortgage 




is worth more than the property at the 




time of disposition.  The unpaid balance 




of the mortgage must be included in the 




amount realized upon sale.  (Amount 




realized still equals amount of money 




received + the FMV of property 





received.)  *This decision prevents 




taxpayers from realizing economic benefit 




w/o having tax consequences. 







-basically says that regardless of 





the value of the underlying security 





to the debt, so long as the debt is 





nonrecourse, where a taxpayer 






disposes of property secured by the 





debt, the debt is included in the 





amount realized. 







-where it is recourse and the amount 





of the indebtedness exceeds the 





value of the property, the 






transaction is bifurcated.  





2) Adjusted basis = cost of the property; 



§1012.  §1016 says that in determining 




adjusted basis, you must take into account 



expenditures, receipts, losses or other items 



properly chargeable to the capital acount and 



any loss due to exhaustion, wear and tear, 



obselescence, amortization to the extent that 



these were taken into account for deduction.  



If no method adopted under §167 for 




depreciation deduction, the amount allowable 



as a deduction should be determined under the 



straight line method.




b. If two people exchange property, this can be 


described as a realization event.




c. Stock dividends in form of more stock are not 


"realized gains". Macomber. 




d. A lessor does not realize income on property 


that a lessee improves. §109 overruling Helvering.  


If the improvements are made in lieu of rent, they 


are taxable.




e. The timing of when gains are realized is 



critical. (immediately deductible, capitalized, or 


amortized over time)  




f. Sometimes property exchanged at a bargain price.  


"bargain purchases".  Employer-employee, company-


shareholder, landlord-tenant, family members.  


Courts look to all the facts and circumstances and 


try to recharacterize the transaction.  If a 



substitute for salary, for example, it is treated 


as income and the property is treated as sold at 


FMV.  (The FMV becomes the recharacterized purchase 


price). 




g. Non-recognition transactions



3. Recognition of gains and losses




a. §61(a)(3); income includes gains derived from 


dealings in property.




b. §165(a); deductions are allowed on any loss 


sustained during the taxable year not compensated 


by insurance. (c); in the case of an individual, 


such a loss must be incurred in a trade or 



business, in a transaction entered into for profit, 


or a loss of property not connected with a trade or 


business if such loss arises from storm, shipwreck, 


casualty or theft. (h); property loss for an 



individual must be over $100. (2)A; personal 



casualty losses are allowed only to the extent that 


the net loss exceeds 10% of AGI.




c. §267(a); no deduction allowed for loss of sale 


or exchange of property if between family members, 


an individual and a corporation and the individual 


directly or constructively owns more than 50% of 


the stock, a trust relationship, a partnership 


interest in over 50% of a corporation (section 


doesn't apply to a corporation in liquidation).  


(d); if a loss not allowed and then taxpayer sells 


it at a gain, the gain is allowed only to the 


extent that it exceeds the loss properly allocable 


to the property sold.





1) Hard to show that there is a bona fide sale 



between such related persons and what the 



price for the sale is.





2) Wash sales; §1091-disallows loss deductions 



from a sale preceded or followed by a purchase 



of substantially identical securities within a 



30 day period. (losses are deferred, not 



lost).  Prevents people from selling assets at 



a loss and buying others worth the same and 



having the benefit of a deduction without 



really feeling the loss. (section applies only 



to losses, not gains)





3) Tax straddles; a person has offsetting 



positions in a commodity to buy and sell.  If 



declines in value, defers loss.  If rises, 



converts for a gain. §1092 steps in to correct 



this problem for the gov.  Limits deductions 



on losses to the amount they exceed 




unrecognized gains on offsetting positions




d. For further discussion, see above (deductions 


for business/personal losses)



4. Nonrecognition/Like-Kind Exchanges




a. §1031(a); no gain or loss recognized on 



exchanges of property used in a trade or business 


or for an investment. The property exchanged must 


be of "like-kind".





1) "like-kind"; property must be identified 



within 45 days and exchanges within 180 days.





2) "like-kind" goes to the nature of property, 



not it's quality. (a truck for a new truck, 



improved for unimproved real estate, a city 



apartment for a farm are all OK; exchanges of 



real property for personal property don't 



count) Q: How similar must it be to be in 



"like-kind"





3) Intent of the parties may matter in 




determining whether something is a sale or a 



like-kind exchange.  





4) Section doesn't apply to stock, securities 



or interests in partnerships




b. You can receive gains from exchanges not solely 


in kind (ie: if there is property exchanged in 


like kind but also other property or money) but you 


don't account for losses from the exchange of 


property not solely in kind. 1031(b), (c) 



respectively. The gains that you receive can't be 


any greater than the money that you received.





1) A transfer is not within the provisions of 



section 1031(a) if the taxpayer receives money 



or property which does not meet the 




requirements or assumes a liability but the 



transfer, if otherwise qualified, will fall 



with (b) or (c).  A transfer could still be 



within 1031(a) even if this happens, but only 



the property that deserves it will receive 



nonrecognition treatment. 





2) For example; A, not a dealer in real 




estate, exchanges real estate held for 




investment worth $5000 for real estate worth 



$6000 + 2000 in cash.  The gain is 3000, but 



only the 2000 is recognized. 




c. §1031(d); basis in property stays the same in 


"like-kind" exchange (each keeps his own basis).  





1) If additional consideration is given, the 



basis of the property shall be increased by 



the amount of the additional consideration 



given. 





2) If gain is recognized under 1031(b), on the 



account of receipt of money in the 





transaction, the basis of the property is 



decreased by the amount of money given and 



increased by the amount of gain recognized. 





3) If other property received, the same thing 



as 2) occurs but when the basis is calculated, 



the amount of the basis with the added gain is 



allocated between the nonrecognition property 



and the other property (the other property's 



basis is its FMV).





4) If, in addition to nonrecognition property, 



other property is exchanged and gain or loss 



is recognized, the basis is the total basis of 



all of the properties increased or decreased 



by the amount of gain or loss.  (FMV used)






ie: property exchanged and stock given to 




make up for one's property that is worth 




less.  The person who gives the stock 




which is worth less than its basis 





deducts a loss from his basis in the 




amount that the stock is less than its 




basis (in the amount of its FMV)





5) If one party assumes the liabilities of 



another, this is treated as money received by 



the person relieved of the liabilities.




d. §1031(f); if there is a nonrecognition exchange 


between related persons and within two years one of 


the two disposes of the property, the gain or loss 


on the original transfer shall be recognized on the 


date of the disposition.  If disposed within two 


years, but due to death, involuntary conversion or 


if it didn't have a tax avoidance purpose, there 


still won't be recognition. 



5. Installment sales




a. Defined; at least one payment is to be received 


after the close of the taxable year. §453  (even if 


all payments are received in one lump sum in a 


subsequent taxable year, this is an installment 


sale).





1) Neither interest or original issue discount 



is part of the selling price.





2) Installment payments only include amounts 



actually or constuctively received and 




receipts of evidence of indebtedness. 





3) Courts generally require a fixed and 




determinable selling price before they would 



apply the installment method.  Doesn't usually 



apply to contingency sales. Contingency sales 



usually treated as involving a fixed price 



equal to the FMV. 




b. The income recognized is the proportion of 


payments received. The ratio of the "selling price" 


to the "contract price". (contract price is the 


selling price less qualified indebtedness acquired-


qualified indebtedness includes things secured by 


or encumbering the property, not incidental 



expenses relating to sale or obligations 



functionally unrelated to the sale.)  In short, the 


amount of gain reportable is computed by 



multiplying the total amount of payments received 


in the year by the ratio of gross profit on the 


sale to the contract price. 




c. You can elect out of taking income into account 


by the installment method and once you elect, it is 


only revocable with consent of Service. §453(d)




d. When related people exchange property and 



installments are still owed to the first relative, 


the first relative doesn't realize any amount until 


the second relative disposes of the property.  


(realizes at second disposition instead of first 


disposition).  (has to be within two years and can 


only be longer if the risk of loss is 




"substantially diminished".) §453(e). The amount 


treated as received is the lesser of the total amt. 


realized on the second disposition or the total 


contract price over the sum of the amount of 



payments received and treated as received.  



(related people are determined by §267(b) (family, 


trust, corp's (50%))). 




e. Recapture income is recognized in the year of 


disposition and any gain in excess of recapture 


income is taken into account under the installment 


method. §453(i).  Recapture income is, with repect 


to installment sales, the amount of income if all 


payments to be received were received in the year 


of disposition.




f. If there is an installment sale between non-


dealer (sales of business and rental real 



property), sale of property must exceed $150,000. 


If tax liability is deferred interest is taken into 


account provided the face amount of all obligations 


exceeds $5,000,000.  §453A.  Dealers in personal 


and real property cannot use the installment method 


of reporting unless they are selling property that 


is not of the kind that they normally deal in.  


These may be strict rules but they still allow 


considerable opportunity for deferral as long as 


installment receivables do not exceed $5,000,000. 




g. In the case of any debt instrument, if it is an 


OID obligation, the issue price if it is not 



property is the initial offering price to the 


public and if it is property, the issue price is 


the stated redemption price at maturity.




h. Where debt instruments issued for property are 


sold or exchanged...§1274 (very confusing).



6. Methods of Accounting (applies to inclusion and 

deduction).  §446; compute taxable income under the 

method of accounting on the basis of which the taxpayer 

regularly computes his income-must "clearly reflect 

income".




a. The cash receipts and disbursements method





1) Include in gross income when actually or 



constructively received.  Deduct when pay.  





(checks are treated like cash) (mere promises 



are not enough)





2) Constructive receipt; 






a) Credited to his account. (must be 




available immediately-see b)) "immediate 




power to receive" *"at his disposal"






b) Able to withdraw if notice of 





intention to withdraw.






c) Can't be subject to "substantial 




limitations or restrictions".






d) Interest coupons that mature are 




constructively received when they mature 




unless it can be shown that no funds are 




available for payment.






e) Dividends constructively received 




when unqualifiedly made subject to the 




demand of the shareholder (but if not 




mailed until late december and not 





received until january, not received 




until january.  (most dividends and 




interent when can be withdrawn)






f) Constructive payment does not equal 




constructive receipt.





3) With property or a right to receive 




property, the "cash equivalence" doctrine or 



"economic benefit" dotrine" requires actual 



receipt.





4) Marketability can be an issue.  Is it 



"freely transferable", "readily marketable" or 



"immediately convertible to cash".





5) Notes can go either way.  Usually seen as 



the equivalent of cash if the obligor is 



solvent and the promise is unconditional and 



assignable and not subject to set-offs.





6) Acounts receivable are not cash equivalents





7) Boylston Markets-a taxpayer who applies 



a cash basis and prepays insurance premiums 



for three years should deduct the pro rata 



share of the premiums for each year.




b. The accrual method (generally, taxed in year 


earned regarless of when received, deduct in the 


year incurred, regardless of when paid)





1) Include income in gross income in the 



taxable year that all the events have occurred 



which fix the right to receive such income and 



the amount thereof can be determined with 



reasonable accuracy.





2) Deduct a liability when all the events have 



occurred that establish the fact of the 




liability, the amount of the liability can be 



determined with reasonable accuracy, and 



economic performance has occurred with respect 



to the liability.  (liability must be "firmly 



established")





3) If only a portion of a liability can be 



determined for deductibility purposes, that 



portion can be deducted.





4) Most businesses do this; some have to when 



inventories are required.



Q: What to do with the time value of money?




-allow immediate deduction of a future cost-allows 


you to earn interest immediately




-delay deduction but allow immediate deduction of 


present value




-take full deduction immediately but invest the 


savings in a bond


B. Cost Recovery



1. General Principle:  a taxpayer does not have "income" 

until he has recovered more that his cost or investment 

in the transaction.   



2. §263(a); specifically disallows deduction of capital 

expenditures.  Capitalized assets become a part of the 

taxpayers basis and are accounted for when the asset is 

sold or over some period of time through depreciation or 

amortization.  This period of time is usually the 


thing's useful life and where this can't be ascertained 

(land), the value is deducted upon dissolution of the 

property.  




a. Amounts paid for new buildings or for permanent 


improvements made to increase the value of 



property are capital expenditures.




b. Specific capital expenditures (dev. of mines, 


research and experimental expenditures-§174, soil 


and water conservation-§175, expenditures by 



farmers for fertilizer-§180, and expenditures for 


the handicapped-§190) are excluded from §263.




c. Direct and indirect costs of property are  


nondeductible and should be capitalized when 



allocable to the construction or production of 


real property or tangible personal property. This 


includes inventory costs. §263A




d. Real or tangible personal property produced by 


the taxpayer is nondeductible and should be 



capitalized. §263A




e. Personal use property-property produced by the 


taxpayer for use by the taxpayer does not need to 


be capitalized. 




f. Interest on property produced by the taxpayer is 


capitalized only in certain circumstances.



3. It is difficult to distinguish when something is 

a capital expenditure or when it is a deductible 


business or investment expense. IRS will always try 

to argue that something should be capitalized and 


taxpayer will always try to deduct immediately as 


an "ordinary and necessary" business expense.




a. A capital expenditure is one that secures 



an advantage to the taxpayer which has a life 


of more than one year and the taxpayer must 



acquire something of permanent use or value in 


his business.  One year is the general 




"guidepost".




b. Fall River Gas-installation costs of 



leased gas appliances not a business expense-



some would be very profitable over time. 



Installation costs in conjunction with leased 


equipment must generally be capitalized unless 


the costs are of minimal consequence. (then 



they can be deducted)




c. Posner-the non-recurring quality of an 



expenditure can require capitalization.  



Ordinary expenses allowed for deduction are 



typically recurring.  Encyclopaedia 




Britannica




d. Advertising expenses are generally 




deductible in the year paid or incurred, 



unless a physical asset is involved.




e. Repairs usually deductible, replacements 



must be capitalized.   




f. In general, start up costs are required to 


be capitalized.  The gov. can encourage 




business, however by allowing immediate 




deduction (ie: research and development).  



§195 allows a taxpayer to elect to amortize 



over a five-year period.





1) Indopco-expenses in completing a friendly 



takeover are not deductible.  Provide benefit 



for a number years.  Implies that expenses to 



defeat to hostile takeover would be 




deductible. 





2) Costs incurred in the acquisition or 




disposition of a capital asset are treated as 



capital expenditures and deductions may not be 



taken. Woodward-litigation expenses for 



majority stockholders to take over minority 



stockholders shares are capital expenditures.






a) Wages paid for construction.






b) Construction equipment-doesn't 





represent the final disposition of the 




taxpayer's investment in that equipment 




so it is include in the basis and will be 




accounted for when income is produced.  




If the equipment is used to produce only 




the building and then not used, it is 




accounted for in the basis of the 





building and is accounted for over the 




building's useful life instead of its own 




useful life. 






c) Whereas disposition by sale requires 




capitalization, liquidation expenses are 




deductible.




g. Cost of defense of title to property and of 


"recovering property" cannot be deducted and must 


be capitalized. 



4. How do we calculate depreciation




a. Need to know whether you capitalize it or 



expense it, what your basis is, salvage value 


(zero), recovery period, convention (how do you 


account for the cost in the year of acquisition or 


the year of disposition).

C. 3 Methods of Cost Recovery



1. §179; Expense method




a. Allowed as a deduction in the taxable year in 


which the property is "placed in service".




b. For any taxable year, the amount expensed shall 


not exceed $17,500.  Similarly, if amount of §179 


property exceeds 200,000 by 5000, the amount 



expensed is reduced by that 5000 so the amount 


expensed cannot exceed 12,500.




c. Amount expensed cannot be greater than amount of 


taxable income in a taxable year that the taxpayer 


incurred while engaged in a trade or business. 




d. Married couples, even if file separate returns, 


are treated as one taxpayer for purposes 



limitations.




e. Election to expense requires specifying which 


items you are expensing and is irrevocable. 




f. This section is Congress consciously choosing 


option a) when option b) should have been chosen.



2. §167; Depreciation-Amortization over time




a. Reasonable allowance for exhaustion, wear and 


tear of property used in the trade or business or 


of property held for the production of income.





1) Personal use property, assets no subject to 



wear and tear that are likely to go up in 



value (land, antiques) and anything without a 



determinable useful life (stock) is not 




included. 





2) Salvage value treated as zero under §168




b. §168; depreciation determined by the applicable 


depreciation method, recovery period and 



convention.  A mandatory system of depreciation for 


tangible personal property and real property. ACRS.  


Provided for rapid acceleration and a benefit to 


the taxpayers. (also determined by basis and you 


can create an incentive by decreasing your base and 


reducing the amount to be capitalized.)





1) Method






a) Double declining method (200% method 




which can become 150% method for any 15 




or 20 year property or property used in 




farming, or property which the taxpayer 




elects to do this with (election 





irrevocable) as long as this property is 




not the type to which straight line 




applies.)  Allows a greater deduction in 




the earlier years.  (an accelerated 




method).  For example, see notes.  






b) Switch to straight line method when 




straight line yields a larger allowance 




(straight line applies to nonresidential 




real property (39 yr. useful life), 




residential rental property (80% of gross 




rental income is gross rental income from 




dwelling units-if more than half of 




dwelling units used on a transient basis 




then not considered a dwelling unit), 




railroad).  This maximizes deduction.  






c) §1016; where no method adopted, the 




amount allowable as a deductioin shall be 




determined under the straight line 





method.






d) Which one you choose determines how 




your costs will be allocated. 






e) You can create an incentive by 





allowing people to choose the double 




declining method. 





2) Recovery Period






a) See p. 140 of code






b) nonresidential real property-39 yrs.






c) Seep. 142 of code for specific 





classification of specific property.  




(ie: 10 year property includes any tree 




or vine bearing fruit or nuts)






d) Determining useful life involves a 




lot of guestimating.  It has been 





standardized in §168.  (industry 





standards, other similar assets help 




determine)






e) You can create an incentive by making 




the recovery period shorter than useful 




life. 





3) Convention






a) Generally, half-year convention used.  




In year of aquisition, you would take a 




half year of depreciation.  Similarly, in 




the year of disposition, you would take a 




half year depreciation.  






b) Real property uses a mid-month 





convention.  In year of acquisition, you 




would take 1/24 of your first year's 




depreciation.  (1/12 x 1/2)






c) Create an incentive by allwing people 




to take more depreciation in the first 




year.  (a mid-month convention)




c. Impact of ACRS-equities





1) Benefits capital intensive industries





2) Favors existing business over start-ups





3) Affect investor's decisions to invest 



whether economic or not just to provide tax 



shelters.  





4) Some have argued for a more neutral system 



to preserve investment incentives.  




d. §197; Amortization of certain intangibles





1) This section enacted for a "rough justice" 



approach.  Even goodwill depreciable over a 15 



year period. No need to determine useful life 



(this section gives you 15 years-arbitrarily).






**will help eliminate transactional 




planning and resulting litigation.






**will generally simplify although there 




are complicated provisions involved  






**very broad-but only applies to 





intangibles created by the taxpayer in 




the acquisition of a trade or business  





2) Business books and records (info. bases)





3) Patent, copyrights, licenses, covenants not 



to compete, trademarks.





4) Market-share of customers





5) Intangibles specifically not included






a) Financial Interests






b) Land interests






c) Comoputer software






d) Interests acquired separately from a 




trade business.






e) Interests under leases






f) Professional fees and other 





transaction costs.
 





6) Unless specifically included, can't be 



amortized. 




e. Land is not depreciable.  Does not wear out or 


become obsolete.  **Has no useful life. (other 


things with no useful life not deductible 



(antiques).  If buy land and a building, costs are 


allocated.



3. Account for something at the end. Offest your basis 

against accounts received upon disposition. 



4. How to distinguish between the three? 




a) Expense things with a life of < one year that 


produce income and aren't person assets (imputed 


income)




b) Capitalize those that produce income with a life 


> one year.  




c) Account for things at the end upon disposition 


that produce their income on disposal (stock, land 


(even if rented)). 



5. The investment tax credit




a. As a liberalizer of depreciation, it can 



stimulate purchases of new machinery and equipment 


and bolster a lagging economy.  




b. Sometimes required the taxpayer to be at risk.  




c. Usually only available for certain categories of 


investment and can cause of shifting of capital 


away from other sectors of the economy where the 


cost of investing is not decreased. 

IV. Taxation of Capital Gains


A. Is a gain realized? Property sold or otherwise disposed.



Q: How do you know when property sold or exchanged?




-courts have emphasized the character of the 



property transferred rather than the method of its 


disposition


B. Is the gain recognized? 



-§1001(c); all gains or losses are recognized in full 

unless "otherwise provided"


C. What is the character of the gain or loss?



1. Ordinary? anything not capital is ordinary and it is 

deductible from ordinary income.



2. Capital? capital losses generally deductible only to 

the extent of capital gains. But preferential tax 


treatment for capital gains.



3. How to distinguish




a. Look at the inherent nature of the asset




b. The type of disposition made of the asset




c. Is the transaction unitary or composed of a 


number of separate transactions.




d. Must distinguish business from investment 



assets.  Look to the frequency and substantiality 


of sales (the more frequent, the more it is a 


business), the seller's passivity (the more 



passive, the more likely it is a business), 



relative earnings, bulk sales (more likely to 


deserve capital gains treatment), where taxpayers 


can establish that they liquidated their 



investments in a way to enhance profits, they are 


more likely to get capital gains treatment.  Very 


factual determinations.




e. The taxpayer's motivation in purchasing an asset 


is irrelevant in determining whether the asset is a 


capital asset and thus subject to capital loss 


treatment. Arkansas Best Corp.




f. Look to the length of the holding period. The 


line between short and long term gains is set at 


six months.           



4. §1221; defines capital assets broadly; contains 

exclusions that are also construed broadly to prevent 

people from structuring everything as a capital asset.  

Look to primary purpose.  But primary purpose can change 

over time.



5. §1231; 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. 

The best of both worlds. (doesn't apply to stocks-stocks 

naturally receive capital gain and loss treatment; 

Arkansas Best Corp.)


D. Arguments favoring preferential treatment for capital 
gains.



1. Capital gains are not income




a. they are nonrecurring (but we shouldn't include 


only recurring items in income-won't reflect 



people's varying ability to pay tax.




b. Gains from inflation, changes in interest rate 


shouldn't be considered income. (but people who 


benefit are in a better economic position.) 



2. Otherwise, "bunching" occurs when taxpayers are 

charged high rates for gains that accrue over a period 

of years in one year.



3. Taxpayers will refrain from selling assets. A "lock-

in" effect. (but there are already other deterrents to 

selling an assets (ie: the six month holding period).



4. It will encourage savings. The people will save and 

spend capital gains whereas it will be spent immediately 

by the gov.  Might reduce overall investment. 



5. Encourages high-risk investment.


E. Arguments against preferential treatment.



1. A dollar of gain is a dollar of gain.



2. Causes income tax complexity.



3. Disproportionately benefits high-bracket taxpayers


F. The Treatment of Copyrights, Patents, Literary, Musical 
and Artistic Compositions



1. Excluded from capital gains treatment-attributable to 

personal assets.



2. The artist or holder is excluded as well as the 

person whose basis is calculated in reference to the 

artist and holder. 



3. They are capital assets in the hands of buyers unless 

held for sale in the ordinary course of business. 



4. Inventors are allowed to treat sales as capital gains 

sales as long as "all substantial rights" to the patent 

are also sold. 


G. One would thing from §1221 that all property qualifies as 
a capital asset unless it is specifically excluded under the 
exceptions.  The courts, however, have narrowed the 
definition of capital assets beyond the statutory 
requirements. 

