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Prof. Batchelder 

Tax Outline

Fall 2005

Part A: What is Income?

I. Gross Income
a. General Rule -§61: Gross income is income from whatever source derived. 
i. §§71-90: list of what is included in income

ii. §§101-149: list of what is NOT included in income

1. These are NOT exclusive lists

b. Above the Line Deductions - §62: this section provides a list of things which are deducted above the line to reach Adjusted Gross Income → these items may be deducted even if taxpayer elects to take standard deduction. 

i. Items eligible for Above the line deduction are:

1. Trade and Business Deductions §162

2. Losses from Sale/Exchange of Property §161 and following

3. Deductions attributable to rents/royalties

4. Certain Deductions of life tenants/income beneficiaries

5. Pension, profit-sharing and annuity plans of self-employed individuals

6. Retirement savings

7. Alimony

8. Moving Expenses

9. Interest on Education Loans

10. Higher Education Expenses

11. Health Savings Accounts

12. Costs involving Discrimination Suits

c. Below the Line Deductions/Standard Deduction - §63: After calculating AGI, taxpayer then subtracts either the standardized deduction or itemized deductions.  This is basically the default for deductions – if not enumerated in §62, and it is a deduction, then would be a below the line deduction under §63. 
i. NOTE: for below the line deductions then need to distinguish between miscellaneous and Non-miscellaneous.  (see below, discussion of the relevance under §67)

ii. Miscellaneous: anything not listed as non-miscellaneous, such as unreimbursed business expenses, and investment expenses under §212

iii. Non-Miscellaneous (§67(b): generally includes things like interest, taxes, casualty and wagering losses, charitable donations, medical expenses, and several others. 

d. Calculating Federal Income Tax Liability

i. Calculate gross income (§61)

ii. Subtract “above the line” deductions (enumerated in §62)

1. The resulting figure (Gross income – Above the line deductions (which are the same as “Exclusions”)) is Adjusted Gross Income (§62)

iii. Subtract “below the line deductions.”  Below the line deductions are the sum of personal exemptions (§§151 and 152) and either a standard deduction (§63) or itemized deductions (start with §§67)

1. The resulting figure is known as taxable income (§63)

iv. Apply the tax rate schedules (from §1) to taxable income to determine tentative tax liability. 

1. KEY POINT: this is a progressive rate! So the MTR only applies to the last amount of income, does NOT apply to all income. 

v. Subtract from tentative tax liability any available tax credits. Keep in mind the important distinction between deductions and credits: Deductions reduce income, whereas credits directly reduce tax liability. 

vi. The remaining amount is final tax liability. 

e. Cases:

i. New Rule: Commissioner v. Glenshaw Glass Co.: Gross income includes all gains i.e. accessions to wealth, clearly realized, and over which the taxpayers have complete dominion. 
ii. Old Rule: Eisner v. Macomber defined income as derived from capital, labor or both combined. 

II. Form of Receipt/Compensation for Services

a. Form of payment is irrelevant. Payment for services is included in income at FMV. (Old Colony Trust Co. v. Commissioner)

b. §275 denies any deduction for federal income taxes. 

i. Result of §275: We have a tax inclusive rate → this means that the amount of taxes paid out for federal income taxes are included in income when determining amount of tax owed.
c. This means that if employer wants to give employee a certain amount after taxes, must do this via grossing up. 

d. Grossing up: Income After Tax = Income Pretax – (Income Pretax x Tax Rate) 

III. Fringe Benefits

a. Definition: benefits transferred to employee by employer. There is essentially a spectrum

i. Benefits which are clearly work related → not included in GI (this would be things like pencils etc…)

ii. Benefits which are very unrelated to work → these may be seen as compensation

iii. Benefits which are somewhere in between → these are the difficult cases in terms of determining whether or not to include in GI. 

b. Meals and Lodging 
i. §119(a): meals and lodging provided to employee, his spouse, and his dependents, by or on behalf of employer and for the convenience of the employer may be excluded from employee’s income if
1. in the case of meals → meals furnished on the business premises of the employer

2. In the case of lodging → employee is required to accept such lodging on the business premises of his employer as a condition of employment. 

ii. §Reg. §161-2(d)(1): if you get compensation for services you need to include it in income, whether it is cash or use of property.  When you receive property for exchange of services, the amount of income you include is the FMV of what you received, not the value of the services.
1. EXCEPTION: this regulation does NOT apply if employer has a “non-compensatory motive” for providing the property/services. In addition, the more closely the item/service is tied to the job, the less likely included in income. (Benaglia)
iii. Relevant Cases:

1. Benaglia v. Commissioner: B required to take food/lodging on the business premises for the convenience of his employer. This was NOT included in his income. 

2.  Commissioner v. Kowalski: §119 covers meals furnished by employer and not cash reimbursements for meals. This means that such cash reimbursements would have to be included in GI. 
3. United States v. Gotcher: even if employee receives some incidental benefit from expense-paid items such as meals, or lodging, the value of these will not be included in his gross income if the meals and lodging are primarily for the convenience of the employer. When this indirect economic gain by the employee is subordinate to an overall business purpose, the recipient is not taxed. This case is often cited for the principle that what matters is the primary purpose of the payor/employer. 
c. Spousal Expenses
i. In United States v. Gotcher, Mrs. Gotcher’s expenses were included as income. 

1. §274(m)(3): travel expenses deductible for spouses/dependents only if

a. spouse is an employee of the taxpayer

b. there is a bonafide business purpose

c. the expenses otherwise would have been deductible
2. Reg. §1.132-2(t): even if employer cannot deduct spouse’s expenses, employee can exclude the reimbursement so long as the spouse’s presence had a bonafide business purpose. This creates a presumption:
a. if dominant purpose of having spouse on trip is for business → excludable from GI

b. if dominant purpose of having spouse on trip is personal travel → include in GI
d. Work Related Fringe Benefits

i. §132 provides for certain fringe benefits which are NOT included in gross income. 

ii. Notes on the mechanics of §132

1.  §132(l): §132 DOES NOT APPLY to fringe benefits expressly described elsewhere (except for (e) which discusses de minimus fringe or (g) which discusses moving expense reimbursements). Thus, if you are dealing with something like meals, which is already covered under §119, the only way it could be covered under §132 would be if it could qualify as a de minimus fringe (§132(e))
2. §132(j): the exclusions offered under §132(b) and (c) are only available to highly compensated employees if they are also offered to regular employees. 

iii. Exploration of the Specific Provisions

1. §132(b): No Additional Cost Services. EX: if a stewardess got a free standby flight this could fit under this provision because it is no additional cost service, and is in the employee’s line of business. Note, however, that if the employee works for Delta as a stewardess and Delta owns TimeWarner and the employee gets a discount on cable, this would NOT be excluded from income because it is not in the employee’s line of business. 

2. §132(c): Qualified Employee Discount

3. §132(d): Working Condition Fringe. This section relates to any property/services provided to an employee of the employer to the extent that, if the employee paid for such property or services, such payment would be allowable as a deduction under either §162 or §167.
4. §132(e): De minimis fringe. This section refers to any property/service whose value is so small as to make accounting for it unreasonable or administratively impracticable. 
a. §132(e)(2): refers to cafeterias which are onsite

b. Regulation 1-132-6: says that occasional meals for overtime can be excluded out of income in particular situations. Can only be if 

i. it is reasonable

ii. it must not be done on a routine/regular basis

iii. must be provided to enable the employee to work overtime

5. §132(f): Qualified transportation fringe
6. §132(g): Qualified moving expense reimbursement

7. §132(h): certain individuals (such as spouses) treated as employees for purposes of (§132(b) and (c)) (no-additional cost service and qualified employee discount). 

8. Other expenses not specifically relating to employees: Under the “convenience of the employer” standard some fringe benefits may be allowed under §132 which do not relate specifically to employees, such as allowing an exclusion from gross income for the cost of a flight for a law student to come in and interview. 
e. Property Transferred in Connection with the Performance of Services

i. General Rule under §83: if employee purchases from employer, in connection with his employment, property at a cost of less than FMV, the difference between FMV and the price he paid will be included in his gross income. The question under §83 will then be whether or not he makes an §83(b) election and includes the income now rather than later (i.e. at the time when the property is no longer at substantial risk of forfeiture)
ii. Determining whether something is a §83 purchase: 
1. Is it for the convenience of the employer? EX: will the employee be on-call after hours?
iii. Once you determine that something IS a §83 purchase, then need to determine when to include the excess of price in taxpayer’s income. 

1. §83(a): the taxpayer would include in income the difference between what he paid for the building and the building’s FMV at the time that the building vests (i.e. is no longer subject to a substantial risk of forfeiture). 
a. EX: if taxpayer pays 2M for the building, and the FMV is 2.5M, and the property stands to vest in ten years, then under §83(a) he would not include anything in income at the time of the purchase, but would include that amount in income in the year that the property vests.  That amount, and any amount of increase up until that point, will be treated as income, and taxed at ordinary rates. From that point on, increases in the property would no longer be salary. 
2. §83(b): if the taxpayer makes a 83(b) election, this would mean that he includes in his income at the time of purchase the difference between the purchase price and the FMV of the building. 

a. The effect of this would be that any increase between the time of purchase and the time when the property vests would not be taxed at ordinary rates, but rather would be treated as a capital gain (assuming that this is a property eligible for such treatment) as this would no longer be considered compensation. 

3. §83(c): Substantial risk of forfeiture – if the person’s rights to full enjoyment of the property are conditioned on whether he performs certain services, then the property is subject to a substantial risk of forfeiture. This relates to whether or not the property will ultimately vest. 

iv. Regulation 1.83-(2)(a): you include in your basis the amount you have already paid in taxes. 

v. Regulation §1.61-2(a)(2): Property transferred to employee or independent contractor. If property is transferred to an employee or employer or independent contractor as compensation for services, and it is done for less than FMV, the difference between the price paid and the FMV will be treated as compensation and will be included in the employee’s income. 

IV. Time Value of Money
a. This is a very important concept. It deals with the idea that you would rather have a dollar today than a dollar in ten years, as a dollar in ten years is worth less. 

i. Calculation of the Present Value of Money:  PV = Future Payment/(1+r)^t

V. Tax Expenditures
a. See big Outline PAGE 14

VI. Employer Provided Health Insurance

a. §106: Excludes employer contributions to accident and health plans from the gross income of employees. There is no cap, it could be as big as they want and it would be all excluded from employee’s income, so long as it is provided to the employee by the employer. 

b. §105: Amounts received under accident and health plans

i. §105(a) is the default, and says that amounts paid out by the health plans are included in gross income. 

ii. §105(b) modifies §105(a) by listing amounts which are NOT included in gross income, such as amounts included for medical care (as defined in §213(d)). EX: under §105(b) you could NOT exclude from income payment for things like plastic surgery. 
c. §104: excludes in their entirety amounts from gross income which taxpayer may have received through things such as workmen’s comp or accident or health insurance etc…see p. 96 of the Code
d. §104(a)(3): If an employee purchases accident or health insurance himself, no deduction is provided. (except to the limited extent an itemized medical expense deduction might be available – See §213) but the proceeds in the event of sickness or disability would not be taxed. 

e. §162(l): self-employed individuals can claim a 100% deduction for health insurance. 

f. Other Medical/Health Care Provisions

i. See discussion under §213 p. 39 Below
VII. Imputed Income
a. Definition: imputed income is when people use their own property to provide benefits to themselves or members of their families. 

b. General Rule → No tax consequences for imputed income, i.e. Imputed income is not taxed. There is not a statute which supports this, this is just what the IRS has done. 

c. No deduction for personal services related to living with a living thing.
d. Leads to lots of policy issues because it creates incentives for people not to work. 

VIII. Gifts And Bequests

a. General Rule: 

i. Common Law Test for Gift: was it given with a “detached and disinterested generosity.” (Commissioner v. Dubertsein)
ii. §102(a): Gross Income does NOT include the value of property acquired via gifts/bequests
b. Gifts in the Business/Employee Context
i. In the business context, it is not always clear whether a gift is a gift or whether it is compensation. 

ii. Current Law regarding gifts to Employees:  §102(c)(1) says that gifts from employers to employees cannot be gifts i.e. excluded from gross income. 
1. EXCEPTION: Regulation §1.102-1(f)(2) provides for an exception to §102(c)(1) in the case of gifts between related parties.

iii. Current Law regarding gifts to Business Associates: business associate might be able to exclude this under §102. 
1. NOTE: if a business associate excludes the item from income under §102, then §274(b) says that the payor may  NOT take a business deduction under either §162 or §212. Moreover, even if a deduction is allowed for business gifts under §162/212, may only be for up to $25 for a gift to any particular individual. 
2. Analysis for Business Associate Gifts:

a. Did the employer deduct it under §162(b)(1)? If so, not treating it like a gift, business associate should include in income. 

b. Did employer/payor have “detached and disinterested generosity”? If so, probably treating it like a gift and business associate can exclude from GI. 
iv. Tips – Regulation §1.61-2(a)(1): tips which constitute compensation for services must be included in gross income. Of course this leaves open the possibility that someone will argue he received a tip not as compensation but rather out of “detached and disinterested” generosity. 
c. Pure Gifts

i. General Rule: §102(a) →  Donees get to exclude gifts from GI, and Donors do not get a deduction from income. 

ii. §1015 - Recovery of Basis with Gifts 

1. For gifts of appreciated property: The basis of donor = basis of the donee. 

a. EX: Donor buys X for $100 and she gives it to Donee when it is worth $150, and Donee sells the property when it is worth $175. Donee’s basis = $100. 

2. “Lost Basis Rule” For gifts of depreciated property: The basis for determining loss is either the donor’s basis or the FMV at the time of the gift, whichever is lower. 
a. EX: Donor buys X for $100, it is worth $80 at the time of transfer, and then $75 at the time that Donee sells it. Donee’s basis is $80 and he recognizes a $5 loss. 

iii. §1014 – Recovery of Basis with Bequests

1. Stepped-Up Basis: Except as otherwise provided, with bequests there is a stepped up basis, which means that the person who gets the bequest gets a basis of the FMV at the time of the bequest (i.e. time of decedent’s death). 
a. Effect of the Stepped up Basis:

i. Appreciated Property → property never taxed on the amount appreciated since testator acquired it. 

ii. Depreciated Property → “lost” losses – better to sell the property right before death and realize the loss. 

2. NOTE: §1015(a) contains some provisions as to what to do when you cannot figure out the FMV in order to determine the basis. 

IX. Prizes and Awards

a. §74(a): gross income includes amounts received as prizes and awards. 

b. §74(b): Exceptions for certain prizes and awards transferred to charities. Generally do not have to include in income gifts made to charities as long as the following conditions are met

i. the prize was given to charity

ii. the recipient did not do anything specific to get the prize

iii. need to be awarded the prize because of strength in science, charity etc….

1. NOTE: charity is a “below the line deduction,” a less valuable deduction. 

c. Regulation 1.74-(1)(a)(1): Prizes and awards which are includible in gross income include (but are not limited to) amounts received from radio and television giveaway shows, door prizes, and awards in contests of all types, as well as any prizes and awards from an employer to an employee in recognition of some achievement in connection with his employment. 

d. Regulation 1.74-1(a)(2): amount included. If the prize or award is not made in money but is made in goods or services, the fair market value of the goods or services is the amount to be included in income. 

e. Regulation §1.102-1(a): the gift exclusion under §102 does NOT apply to prizes and awards. The recipient of a price or award generally includes the prize in income even if the transfer was gratuitous. 

f. EXCEPTIONS
i. §274(j): Certain Employee achievement awards are excludible from income – such as tangible personal property for length of service or safety achievements. 

ii. §117(a): Gross income does not include any amount received as a qualified scholarship by an individual who is a candidate for a degree at an educational organization at an educational organization. 
X. Recovery of Basis

a. Basis of Property (§10012): Basis of property is generally its cost.
b. Determination of Gains or Losses (§1001): This section is used for computing the amount of gain or loss, which will then be used to adjust basis. 
i. §1001(a): Computation of gain or loss.
1. Gains →  Amount Realized – Adjusted Basis

2.  Loss → Adjusted Basis – Amount Realized 

ii. §1001(b): Amount Realized - The amount realized from the sale or other disposition of property shall be the sum of any money received plus the fair market value of the property (other than money) received. In determining the amount realized

1. there shall not be taken into account any amount received as reimbursement for real property taxes which are treated under §164(d) as imposed on the purchaser, and

2. there shall be taken into account amounts representing real property taxes which are treated under §164(d) as imposed on the taxpayer if such taxes are to be paid by the purchaser. 
c. Adjusted Basis (§1011): The adjusted basis for determining gain or loss from the sale or other disposition of property is the basis as provided under §1012, adjusted as provided in §1016. 

d. Adjustments to Basis (§1016): §1016(a)(1) -Adjustments should be made to basis for things such as expenditures, receipts, losses, or other items properly chargeable to capital account. 
e. “First in First Out Rule” - Reg. §1.1012-1(c)(1): Determination of basis with similar assets acquired at different times.  p. 4 of chart
f. Recovery of Basis and the Time Value of Money

i. For these questions need to look at Appendix A on p. 826 of Casebook. 

1. If looking at future value of a dollar from today → look at Appendix Table 2
2. If looking at the present value of a dollar → need to look at Appendix Table 1
ii. NOTE: for these questions to have the same answer, need to have the same marginal tax rate in year 1 (now) and in the future year.

iii. Formula for Present Value of $1 to be received after t years =  1/(1+r) ^t  r= interest rate

1. EX: What is the value in today’s dollars of a $1 reduction in tax liability at the end of ten years if the interest rate (or rate of return) is 10 percent, compounded annually?

a. Need to look at Appendix Table 1 – because we are looking at the present value of a dollar → 38.6 cents.
iv. Formula for Future Value of $1 received at the end of t years = (1+r)^t

1. EX: What is the value of a $1 reduction in tax liability today at the end of ten years if the interest rate (or rate of return) is 10 percent, compounded annually?

a. Need to look at Appendix Table 2 – because we are looking at the future value of a dollar →  $2.59.
g. Related Sections:
i. Basis for Gifts §1015

ii. Basis for Bequests §1014
iii. See Allocation of Basis

XI. Allocation of Basis

a. General Issues to consider
i. How much is the basis?

ii. When is the basis recovered?

b. Code Provisions

i. Rent Treated as income - §61(a)(5): This is relevant if you have a building and are trying to determine how to recover your basis. If you are always treating rent as income, then you are effectively not allocating basis towards it. 

ii. Gains from Property  - §61(a)(3): included in income are “gains derived from dealings in real property.” 

iii. Allocation when Part of Property sold – Reg. §1.61-6(a): when a portion of property is sold, the basis must be divided among the parts, and the gain or loss on each component must be determined at the time of the sale of each part, and cannot be deferred until the entire property has been sold.  The basis must be allocated in proportion to their values.  

1. EXCEPTION: if it is impossible or impractical to rationally allocate basis, then consideration received on the sale may be credited against the basis for the entire property. 

iv. Allocation of Basis in the case of a Part Gift/Part Sale – Reg. §1.1015-4: The initial basis of the transferee is the greater of the amount paid by the transferee for the property or the transferee’s basis under §1015(d). For determining a loss, basis is never greater than FMV of the property at the time of the transfer. 
1. EX: Mom sells property w/adjusted basis of $80 and FMV of $100 to Son for $75. Son’s basis is $80. 

v. Allocation of Basis in the case of a Part Gift/Part Sale to Charity – §170(e) and Reg. §1.1011-2: when a taxpayer makes a part gift, part sale to a charity, he needs to allocate basis between the gift and sales portions in proportion to their respective values. 

1. If M has a piece of property worth $100 with a basis of 80, and she sells it to charity for $75, then since she sold it to the charity for 75% of its value, need to allocate 75% of the basis ($60) towards the sale, which would lead to producing a $15 gain. M would have made a charitable contribution of $25 (the difference between the value of the property, $100, and the purchase price, $75).
c. Cases

i.  Hort v. Commissioner: (“substitute for future income”)

1. The termination money (for a lease cancellation) should have been considered gross income (rents) since it is the discounted value of unmatured rental payments
2. Lease did not have a basis (future rents would have been ordinary income)
3. Goals: deny capital treatment, deny offsetting basis
4. KEY POINT: Look at what the payment was a substitute for in determining taxation
XII. The Realization Requirement
a. General Rule: Gains or Losses are not recognized (i.e. appreciation is not taxed and losses may not be deducted) until the property is sold or exchanged. (Eisner v. Macomber)
b. Recognition of Gain or Loss - §1001(c): unless otherwise provided entire amount of gain or loss, as determined under this section, which occurs upon the sale or exchange of property, shall be recognized. 

c. Test for Realization §1001(a): To realize a gain or loss in the value of the property, taxpayer must engaged in a sale or disposition of the property.
i. Exchanges of Property: An exchange of property may be treated as a disposition only if the properties exchanged are materially different. 
ii. Cottage Savings Ass’n v. Commissioner: the court said that properties are “different” in a sense that is “material” to the extent that their respective possessors enjoy legal entitlements different in kind/extent. i.e. legally distinct entitlements. 
iii. Reg. §1.1001-1: There is a disposition if you exchange materially different property. Thus, the gain or loss realized from the conversion of property into cash, or from the exchange of property for other property different materially either in kind or extent, is treated as income or as loss sustained. 

d. Items which are Taxable Income

i. Windfalls/Treasure Trove


1. Reg. §1.161-14: Treasure trove, to the extent of value in US currency, is gross income for the taxable year in which it was reduced to undisputed possession. 

2. Cessarini v. United States
ii. A Sale
iii. Cash Dividends

1. §301(c)(1) says that the portion of a distribution which is defined as a dividend in §316 is included in gross income. 
2. §316(a): dividend is defined as any distribution of property made by a corporation to its shareholders.

iv. Items over which taxpayer has exerted “complete dominion and control”


1. Haverly v. United States: the element of “complete dominion and control” is satisfied by the unequivocal act of taking a charitable deduction for donation of the property. 
2. NOTE: as raised in this case, cannot take a business and charitable deduction for the same source. §162(b). 

a. See Also Revenue Ruling 70-498 Chart p. 6
e. Items which are NOT Taxable Income

i. Stock Dividends

1. §305: A simple pro rata “common on common stock” dividend, in which the stockholder receives shares identical to those producing the dividend, and has no option to choose cash, produces no taxable income. 
a. NOTE: if taxpayer has a choice of cash then it WILL be a realization event. 

2. Eisner v. Macomber
ii. Gifts
1. §102 provides that gifts do not result in taxable income. 
iii. Unsolicited Samples
1. However, if taxpayer takes a deduction for these (such as a charitable deduction) or if taxpayer uses them, they WILL be included in income
XIII. Annuities

a. General Rule - §72(a): general rule is that except as provided in other parts of the chapter, gross income includes any amount received under an annuity, endowment, or life insurance contract. 
i. Annuities often relate to a person’s life expectancy - Where the annuitant dies before reaching expectancy, he has a mortality loss; otherwise he has a mortality gain
ii. Annuities are taxed as the annuitant receives payments (not as interest accrues)
b. Exclusion Ratio - §72(b): The amount from an annuity which is included in income is determined based on the exclusion ratio.

i. Numerator: the investment in the contract

ii. Denominator: the investment in the return. 

c. Example of the Application of the Exclusion Ratio: Suppose taxpayer purchases an annuity for $267.30 which will pay $300/year. 

i. Exclusion Ratio = $267.30/$300 = 89.1%
ii. What this means: 89.1% of the annuity payments from each year is considered to be recovery of capital. Since the annual payments are $100, this would mean that $89.10/year is recover of capital, and taxpayer would report $10.90/year of income. 

d. Penalties for withdrawing early from Annuity

i. if you withdraw prior to start date, you recover your basis and the rest is income under §72(q).

ii. there is a 10% penalty on certain withdrawals from annuities, such as if you receive a distribution before age 59.5, and if not part of a death payment. 

e. Deferred Annuities

i. This is where taxpayer purchases an annuity with payments to begin at some future point. During the period between purchase date and beginning of payments, interest accrues on the annuity and typically insurance companies treat it as a return on purchaser’s investment. The interest is not taxed to the taxpayer as it accrues, but rather is taxed as taxpayer receives payment.  (§72(b))
ii. See page 166 of Casebook if need more information on this!

XIV. Insurance

a. General Rule (§101(a)(2)): The basic rule is that amounts paid “by reason of the death of the insured” are not subject to income tax- regardless of the amount of gain that actually may be involved. Thus, the interest earned on savings through life insurance, or any other return on the taxpayer’s investment, and the portion of proceeds representing the amount covering the life insurance risk, are free of income tax if received by reason of the death of the insured.  
b. §7702: this section defines life insurance contracts, and was added in an effort to limit the preferential treatment of life insurance proceeds to cases where an insurance element is genuinely present. 
c. Elements of Life Insurance
i. Term Insurance: the insured or someone else pays a premium in return for which a specified sum will be paid to his survivors in the event of his death. 

ii. Savings Element: The size of the savings component relative to the pure insurance component varies. In some life insurance contracts (such as one of five year term policies) the savings element is small; in others (such as whole life policies) the savings element may be large. 

d. Types of Life Insurance Plans – see page 168 of casebook for more

i. Ordinary Life Insurance: involves the payment of a uniform annual premium throughout the life of the insured and matures at death. 

ii. Universal Life Insurance

iii. Variable Life Insurance

XV. Transactions Involving Borrowed Funds

a. General Rule: A borrower does not realize income upon the receipt of a loan, regardless of how the loan proceeds are used. 
b. What constitutes borrowed funds (as opposed to stolen)? 
i. For something to be considered borrowing there needs to be mutual understanding between the borrower and the lender of the obligation to repay and a bona fide intent on the borrower’s part to repay the acquired funds. (Collins v. Commissioner/James v. United States)
ii. No real statutory authority, though this could be inferred from §61(a)(12), and this applies whether the borrowing is for business or personal use. 
iii. Embezzled funds ≠ Borrowed Funds → This DOES count as income on which taxes are due. (Collins v. Commissioner)
c. Gambling Considerations

i. §165(d): gambling losses can only be used to offset gambling gains.

ii. §165(c): a thief/embezzler is entitled to a deduction in the year in which he actually repays/forfeits the illegally obtained gains. 
d. Discharge of Indebtedness

i. General Rule - §61(a)(12): Gross income includes income from discharge of indebtedness. (United States v. Kirby Lumber)
1. Zarin v. Commissioner: Gambler defaulted to casino for $3.4 million, and settling for $500k. Court held that discharge of $3 million was taxable under § 61(a)(12), and that losses were deductible under § 165(d) only to extent offset gains for that taxable year. 

a. NOTE: Decision overturned on grounds that loan (extension of credit) was unenforceable under NJ state law and thus Zarin could not have income from the discharge of a debt. 
ii. Modifications of the General Rule
1. Reg. §1.61-12(a): Not all discharge of indebtedness results in income. Discharge of indebtedness in whole or in part, may result in the realization of income. 

2. §108: Where the original consideration for the borrower’s debt is not cash equal to the face amount of the debt (such as in Zarin, where he received chips for betting) court has a harder time determining if there is cancellation of indebtedness income. 

a. §108(a)(1)(b): no cancellation of indebtedness if the corporation is insolvent.  

b. §108(a)(3): insolvent is defined as liabilities exceeding FMV of assets. 

c. §108(a)(1)(a): exclusion from income if something is a result of a discharge which occurs as the result of a Title 11 case (bankruptcy case). 

d. §108(e)(5): purchase-money debt reduction treated as a price reduction. purchase-money debt reduction treated as a price reduction rather than income if the reduction does not occur in the context of a title 11 case or when the purchaser was insolvent.  This is a purchase price adjustment and is an exception to the general rule that cancellation of indebtedness is income. 

i. The payment must be from the seller to the buyer.

ii. This only applies in cases where the seller is also the lender. 

e. §108(d)(1): indebtedness of taxpayer. For purposes of this section, “indebtedness of taxpayer” means any indebtedness for which the taxpayer is liable or subject to which the taxpayer holds property. 

e. Effect of Debt on Basis and Amount Realized

i. Main Points: 
1. Equity = FMV - Debt

2. Amount of Basis - §1012: Loans (nonrecourse and recourse) used to purchase assets are included as part of taxapyer’s basis in the property. 
3. Amount Realized - §1001(b): Need to include loans (both recourse and nonrecourse, the amount still outstanding) in the amount realized. 

ii. Recourse and Nonrecourse debt are treated alike, i.e. Nonrecourse loans are treated like true loans. (Crane v. Commissioner)
iii. Nonrecourse loans and Recourse loans are to be included in calculating BOTH the basis and the amount realized upon disposition. (Crane v. Commissioner)
iv. Is nonrecourse debt included in the amount realized when you sell property subject to nonrecourse debt and the amount of the debt exceeds the value of the property at that time?  YES (Commissioner v. Tufts) – even if NRD is greater than FMV, need to include it in amount realized if it was included in basis. 

1. Reasoning: the only difference between a nonrecourse mortgage and a recourse mortgage is that in the former the mortgagee’s remedy is limited to foreclosing on the securing property.  If FMV of the property falls below the amount outstanding of the obligation, mortgagee’s ability to protect himself is impaired, because mortgagor can just walk away and be relieved of his obligation. However, this does NOT erase the fact that the mortgagor received the loan proceeds tax free and included them in his basis on the understanding that he had an obligation to repay the full amount.  When the obligation is canceled, the mortgagor is relieved of his responsibility to repay the sum he originally received and thus realizes value to that extent within the meaning of §1001(b).  

v. NRD should not go into basis in the first place if there is overvaluation. (Estate of Franklin)
1. NOTE – this was the first case which treated RD and NRD differently. This is why the holding is limited to only apply to NRD for property which was overvalued. 

2. Following Estate of Franklin several Revenue Rulings were issued:

a. Rev. Rul. 77-110: an inadequately secured nonrecourse loan generally is too contingent to merit characterization as indebtedness and hence will not allow any portion of the loan to be considered an acquisition cost includible in basis. 

b. Rev. Rul. 78-29: a loan should not increase basis where it is unclear whether the borrower will ever actually make principal payments. Contingent liabilities not included in basis until payment is made.

vi. Analysis after Tufts, Crane and Estate of Franklin:

1. Tufts and Crane are still good law, so generally still need to include nonrecourse/recourse loans in basis and amount realized (to the extent that it has not yet been paid down), even in cases where FMV exceeds the amount of the loan. However, in cases where the property is tremendously overvalued, it is not clear that this will be the case, as this might be considered a tax shelter. 

Part B: Deductions and Credits

I. Business Expenses and Deductions

a. §162(a): Deductions are generally allowed for ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business. [NOTE – generally business expenses which are likely to yield a benefit beyond a year have to be capitalized, which means that the costs cannot be deducted, see below]
i. Similar provision with a few differences - §212: individuals permitted to deduct ordinary and necessary expenses stemming from income-producing activities which do not qualify as a trade or business. 

1. This only applies to individuals and generally is only a deduction for AGI to obtain taxable income. Thus taxpayers using this must have itemized deductions that exceed the standard deduction to take advantage of §212 expenses. (deductions attributable to rents and royalties, however, are deductible from gross income in determining adjusted gross income §62(a)(4))
2. §212 expenses are miscellaneous itemized deductions, and are thus subject to the 2% limitations under §67.

b. What Constitutes Ordinary and Necessary? [NOTE – see p. 44 of Big Outline for a good approach to a business deduction problem]
i. Repayments of others debts

1. §263: Capital Expenditures are NOT ordinary and necessary, and thus deductions under §162 are not allowed for them. 

2. Welch v. Helvering: T paid off creditors in order to fix reputation in business and tried to claim deduction for paying debts. Court said expense wasn’t ordinary & necessary.  

ii. Common/Frequent

1. Deputy v. Dupont: Ordinary has the  connotation of normal, usual or customary. While an expense can be ordinary even though it happens only once in a person’s life, it must be common or a frequent occurrence in the type of business involved. 

iii. Legal Fees

1. Current Law – Origins of the Claim Test: Under this test, the real question becomes business/personal and capital/non-capital, the question of ordinary/nonordinary no longer comes up so much. Litigation fees can be deducted even when incurred by someone defending for a non-deductible penalty.

2. Generally things like legal fees can be deducted under §162 as long as they are business related.
3. Gilliam v. Commissioner: deduction denied under §162 for payment of legal fees relating to taxpayer’s outburst on an airplane while traveling to a show. Key factors were that it was not ordinary/necessary for people to engage in altercations in the course of travel, and these activities, and the expenses following them, were not undertaken to further the taxpayer’s trade or business. 

4. Dancer v. Commissioner: Where lawsuit arose out of a car accident on a business trip, litigation expenses were deductible b/c travel was ordinary & necessary to business of traveling salesman. Contrast with Gilliam – where flying not ordinary part of being artist.  If there is lapse judgment as consequence of doing business it should be deducted. 
5. NOTE – if found to be ordinary/necessary, legal fees can be deducted even when incurred by someone defending for a non-deductible penalty. 

iv. Lobbying Fees

1. §162(e): Denial of deduction for certain lobbying and political expenditures
2. §162(e)(2): Exception for local legislation.  must be an ordinary and necessary business expense, so taxpayer would have to be lobbying about an issue related to his business. 

3. §162(e)(1): No deduction for an attempt to influence the general public. 

4. Regulation §1.162-20: you can deduct institutional or good will advertising when it is for legislative matters. 
c. Public Policy Exception
i. Regulation §1.61-1(a): in order for a business deduction to be denied based on public policy, it must fall under one of the specific rules of §§162(c), (f) or (g). [NOTE – while these generally ARE exclusive, prof says she could imagine a public policy exception which is not listed here]

1. 162(f) → fines or similar penalties paid to a government for the violation of any law

2. §162(g) → a portion of treble damage payments under the antitrust laws following a related criminal conviction (or plea of guilty or nolo contender)

3. §162(c)(1)→ bribes or kickbacks paid to public officials 

4. §162(c)(3) → bribes or referral fees for Medicaid/Medicare patients

5. §162(c)(2) → any other illegal bribe, kickback or payment under any law if such law is generally enforced and it subjects the payor to a criminal penalty or the loss of license or privilege to engage in a trade or business.

ii. §280(e): No business deductions allowed relating to the illegal sale of drugs. BUT you CAN deduct the cost of the goods sold. Does this make sense as a matter of public policy?
iii. §165 - Disallowance of losses in cases of public policy: The courts have imported into §165 a limitation on the deductibility of losses which would frustrate sharply defined national or state policies proscribing particular types of conduct. 
iv. Cases:

1. Commissioner v. Tellier: there is no implied public policy exception to §162.  Federal income tax is a tax on net income, it is NOT a sanction against wrongdoing.  [NOTE: this case was decided before the public policy exceptions to the code]
2. Tank Truck Rentals v. Commissioner: Deliberate violations of laws which result in fines are not deductible as business expenses.
II. Reasonable Allowance for Salaries

a. §162(a)(1): Businesses can deduct from income ordinary/necessary business expenses, including a reasonable allowance for salaries or other compensation for personal services actually rendered. This leads to the question – what is a “reasonable allowance for salaries or other compensation?”

i. NOTE – the key here is that the courts are looking at whether there is a “disguised divided/gift”

b. §162(m): limits deductions for compensation over 1M for the CEO and the next four highly compensated employees for a publicly traded company.

i. EXCEPTION - §162(m)(3)(b) and (c): these are ways you can get more of a deduction. You can get deductions for salaries higher than 1M based on whether the portion above 1M is performance based. Do we think this is just another way to disguise dividends? 

ii. §162(m) is an attempt to deal with problems of corporate governance, and the issue of effective resource allocation. Trying to correct for market failures such as information asymmetries.[Other market failures = market power and externalities]
iii. 162(m) focuses on the problem of corporate governance and agency costs, and whether corporate resources being allocated efficiently if certain corporate officers have lots of salaries/power. Trying to correct for market failures such as information asymmetries. 
c. The Independent Investor Test: When there is a higher rate of return for company, manager should be paid more. If there is reasonable rate of return received by investor, no reason to think siphoned off salary.  (Exacto Spring Corporation v. Commissioner)
i. Need to determine what the rate of return should be by looking at the market for comparable stock. Then, if the rate of return for this company is higher than expected for this type of business, there is an assumption that the salary is ok. 

d. Rejected 7 Factor Test: the tax court in this case used a seven factor test to determine if salary is unreasonable. While the seventh circuit ultimately rejected this test, these factors can be helpful:

i. Type and extent of the services rendered

ii. Scarcity of qualified employees

iii. Qualifications and prior earning capacity of employee

iv. Contributions of the employee to the business venture

v. Net earnings of the employer

vi. Prevailing compensation paid to employees with comparable jobs

vii. Peculiar characteristics
e. Outline of how you would approach an executive salary question with the Independent Investor Test: Suppose you are a tax lawyer and your first client is a privately held company w/five directors. W is the CEO and is paid 2M. This is under the 7th Circuit, where Exacto Springs was decided. 

i. Is CEO also a shareholder? If not, might not be worried about deducting this because there could be no potential issue of disguised dividends. 

ii. Look at rate of return → if rate of return was very high, might want to defer to company. Also might want to look at rate of return in relation to the rest of the industry.

iii. Do NOT necessarily need to worry if salary is over 1M because this is a private company, and thus §162(m) does not apply. 

iv. Need to look at whether there are family members who are also shareholders → if so, this could be a disguised gift which they could be filtering over to the family member with the lower tax rate. 

v. Is this CEO indispensable? Have the company’s successes/failures actually related in any way to her labors? 

vi. Other factors to consider (see pages 47- 48 of Big Outline) 

III. Business & Investment Expenses v. Personal Expenses
a. §162(a)(2) and (3): Expenses incurred by an employee in connection with a trade/business are deductible under §162 provided that they are ordinary and necessary. 
b. §212: Expenses for the production of income. Individuals permitted to deduct ordinary and necessary expenses stemming from income-producing activities which do not qualify as a trade or business.

i. NOTE: This is a Miscellaneous Itemized Deduction, so subject to the 2% floor (see below)

c. §262: Expenditures which are considered “inherently personal,” such as commuting expenses and cost of meals while at work, are NOT allowed as deductions. 

i. KEY ISSUE: whether particular expenses are business expenses or personal expenses?
d. Important Considerations

i. Reimbursed Expenses - §162(a)(2)(A): reimbursed expenses are deductible above the line, which means that the employee may deduct them even if she takes the standard deduction. 

1. Employee must provide substantiation to the person providing reimbursement, and employee cannot be reimbursed for more than the deductible expense

ii. 2 Percent floor on Miscellaneous Itemized Deductions - §67:

1. To what does this apply: This section applies primarily to unreimbursed employee business expenses and investment expenses under §212.  See above for further exploration of miscellaneous v. non-miscellaneous itemized deductions. 
2. Effect: Taxpayer can only deduct miscellaneous itemized deductions to the extent that, in the aggregate, they exceed 2% of the taxpayer’s adjusted gross income for the year. 
a. EX: a taxpayer with $100K of salary and $2,500 of unreimbursed employee business expenses could treat only $500 as an itemized deduction. [2% of 100K = 2K, so the taxpayer can only deduct miscellaneous itemized deductions to the extent that they are greater than 2K]. 
3. Does NOT apply to §132: Reg. §1.132-5(a)(vi) provides that taxpayer does NOT need to include in income working condition fringes which would not be deductible because of the 2% floor. 

iii. 3 Percent Haircut - §68: Caps the total amount of certain itemized deductions for high bracket taxpayers. Once AGI exceeds 100K (adjusted for inflation) itemized deductions (other than medical expenses, investment expenses, gambling and casualty losses) are reduced by 3% of AGI. The reduction cannot exceed 80% of the deductions.

1. EX: taxpayer w/200K AGI and 40K in relevant deductions: Need to take excess of AGI over 100K (which in this case is 100) and multiply by 3%. So 3% of 100K = 3K, and then you reduce the 40K in deductions to 37K.

iv. NOTE – need to remember that there can be different results depending on whether employer paid for something, employee paid for something and got reimbursed, or employee paid for something and did not get reimbursed. See p. 52 of Big Outline for more details. 

e. Particular Considerations in terms of Business/Personal Distinction

i. Clubs

1. §274(a)(3): No deduction for Club Dues. Prof says this probably does NOT apply to things like the American Bar Association, but rather that it probably applies to things like Country Club dues. 
2. Regulation §1.162-6: Dues for professional societies, such as the ABA, ARE deductible. 
ii. Clothing: Under Pevsner v. Commissioner, you cannot deduct clothing unless the following conditions are all satisfied:

1. The clothing is of a type which is required as a condition of employment

2. The clothing is not adaptable to general usage 

3. The clothing is not worn for general usage

a. NOTE: it is irrelevant who pays for the clothing. If the taxpayer could not deduct it as a business expense under §162, probably could NOT deduct it under §132(d), working condition fringe benefit.  So it does not matter who pays for the clothes, she will still be taxed. 

b. BUT perhaps if the taxpayer was given a discount she could exclude it from income under §132(c), the qualified employee discount fringe benefit? 

iii. Childcare: 

1. General Rule: Childcare is considered inherently personal and cannot be deducted under §162. (Smith v. Commissioner)
2. Credits: 

a. §21: There is a childcare credit available for qualifying childcare expenses paid by employee. NOTE that this is a credit, not a deduction.  Taxpayers with AGI of 15K or less may offset tax liability by 35% of their employment-related dependent care expenses. That % is reduced one percentage point for each additional 2K of AGI, until it reaches 20% for taxpayers w/incomes above 43K. The amount of creditable expenses is limited to the income of the lower-earning spouse or, in the case of a single person, to earned income. There is a ceiling on creditable expenses of 3K for one dependent and 6K for more than one.
b. §129: There is an exclusion available under for childcare expenses paid by employer. 
c. §45F: Employer provided child care facilities – See chart 

iv. Conventions

1. §274(h)(7): the cost of attending a convention in the US is usually deductible. 
v. Commuting and Travel Expenses

1. Commuting Costs
a. §162(a)(2): the cost of traveling to and from work is NOT deductible. (Commissioner v. Flowers, McCabe v. Commissioner)
b. Regulation 1. 162-2(e). It is considered to be an inherently personal decision not to live within walking distance of work (Flowers case).
2. Transportation of Work Implements

a. If you incur additional commuting costs because of the cost of transporting work tools, you can deduct this cost. (Fowsner case). 
b. Revenue Ruling 75-380: if you had to pay $2 to get to work and $5 for a trailer to carry equipment to work, you could deduct the $5. 
3. Commuting to Temporary Employment

a. Rev. Rul. 99-7 – Commuting to Temporary Employment: See Chart – addresses requirements for being able to deduct daily transportation expenses.

i. Can be used when taxpayer’s residence is principal place of business under §280A to go between home and another work location.  See Chart 
b. Rev. Rul. 90-23 – Temporary Place of Business Defined: A temporary place of business is a location at which the taxpayer performs services on an irregular or short term basis. 

vi. Away from home travel expenses

1. §162(a)(2): says that you can deduct business expenses including traveling expenses away from home while in pursuit of trade or business. 

2. Requirements which must be met in order for such a traveling expense to be deductible (the Flowers Test)

a. The expenses must be reasonable and necessary
b. The expenses must be incurred away from home
c. The expenses must be incurred because of business related interests
3. United States v. Correll: Deduction for expenses incurred while away from home require overnight stay.  
4. Home defined
a. Hantzis v. Commissioner: In this case the court defined “home” as the taxpayer’s abode, if he has some business relationship to it. BUT if he does not have a business connection to his home, then for tax purposes his home is his place of employment. 
b. What counts as “home” when taxpayer has no principal place of business? 

i. Rev. Rul. 72-432: if taxpayer has no principal place of business, his “tax home” is his regular place of abode. 

c. What counts as “home” when taxpayer has two places of business? 

i. Rev. Rul. 63-82: Where taxpayer has more than one business, her “home” for tax purposes is her principal place of business, and thus meals/lodging can only be deducted when taxpayer is at her minor place of business. 

d. Analysis of Home issue:

i. If taxpayer has a principal place of business → “tax home” is wherever his principal place of business is. 

ii. If taxpayer has no principal place of business  →  his “tax home” is his abode.  

iii. If taxpayer does NOT have a business connection to his abode, then his “tax home” is his place of employment. 

iv. If taxpayer has more than one business → “tax home” = principal place of business

IV. Entertainment and Business Meals

a. §274 – General Requirements for Business Expenses: Even if the entertainment expense is “directly related” to the business it must still be an “ordinary and necessary” expense for a deduction to be allowed. 

b. §274(n) - 50 Percent Disallowance: Limits the deductions under §274 (for things such as business meals and entertainment) to 50% of cost. 

i. To whom the limit applies – Reg. §1.62-2(h): If a taxpayer is reimbursed for the cost of business meals or entertainment (and makes an adequate accounting) the 50% limitation applies to the one making the reimbursement, not the taxpayer. 

ii. 50% limit and 2% floor of §67 – Reg. §1.62-2(c): if employee is NOT reimbursed by employer, the expense for meals and entertainment are subject to not only the 50% limitation, but also to the 2% floor of §67. 
c. Meals – Reg. §1.262-5: this regulation specifically categorizes meals as a personal expense.

i. Sutter v. Commissioner: The leading case disallowing deductions for regular business meals.  In order to deduct as business expense must be different or in excess of that which would have been made for taxpayer’s personal purposes.
ii. Moss v. Commissioner: Daily meals are inherently personal.  Even if something is deductible under §162 (ordinary & necessary), §262 may be a bar (i.e §262 can trump §162)  if it’s inherently personal. 
1. NOTE: If Moss were an associate, the issue would be whether the lunches constituted compensation under 274(e)(2), or whether they could be excluded under § 132 (fringe benefits) or § 119 (meals & lodging for convenience of employer).
iii. Alternative means for providing employer-subsidized business meals - §132(e)(2)

iv. Meals with clients - §274(a): the cost of the client’s meal is deductible if it is directly related or associated with the active conduct of a trade or business. 
v. Taxpayer’s own portion of the lunch w/client - §274(d): If taxpayer wants to deduct his portion of the lunch as well, must provide adequate documentation. 

d. Luxury Tickets - §274(l)(2): Limits deductions for luxury leased skyboxes in sports stadiums rented for more than one event to the sum of the face value of regular box seat tickets for the number of seats in the sky box. 
e. Club Membership - §274(a)(3): No deduction for club dues even if the primary purpose for using the club is furtherance of the taxpayer’s trade or business. 
i. Regulation §1.132-5(s): An employee whose club dues are reimbursed may continue to exclude the portion of the dues attributable to the business use. 
ii. Regulation §1.162-6: Dues for professional societies, such as the ABA, ARE deductible. 
V. The Distinction between Deductible Business and Investment Expenses and Nondeductible Capital Expenditures

a. Treatment of Capital Expenditures

i. §263- Capital Expenditures: No deduction is permitted for capital expenditures. 
1. One-Year Rule - Reg. §1.263(a)-2(a):  Need to capitalize the costs of acquisition, construction or erection of buildings, machinery and equipment, furniture and fixtures, and similar property having a useful life substantially beyond the taxable year. 

ii. While §162 says that wages/compensation are deductible, this can be trumped by something in §263 or §263A. This means that regardless of whether it is a business expense, in some cases it cannot be deducted because it needs to be capitalized. 
1. Welch v. Helvering:  T paid off creditors in order to fix reputation in business and tried to claim deduction for paying debts. Court said expense wasn’t ordinary & necessary.  
a. Necessary – If T thought they were appropriate and helpful then it’s ok.  
b. Ordinary – Common & accepted means. Lawsuit is deductible (capital asset but habitual); reputation & goodwill aren’t deductible (capital asset and not ordinary). One interpretation of “ordinary” is “non-capital expenditure” Capital means you are going to get future benefits. 
c. Amount paid by T had to be capitalized rather than expensed under §162 b/c repayment of discharged debt produced future benefit to T.  
iii. What happens when an asset is Capitalized? When an amount must be capitalized it is added to the taxpayer’s basis in the asset with respect to which the expenditure is incurred. This amount will then either be recovered when the asset is sold or over some period of time during which the asset is held, through a series of deductions called depreciations/amortizations. 
b. What is a Capital Expenditure
i. Recurring v. Nonrecurring Expenditures
1. Nonrecurring expenses more likely to have to be capitalized. 
ii. Acquisitions

1. Costs of purchasing property - §263A(2)(A): certain direct/indirect costs are nondeductible, such as the direct cost of purchasing property. EX: a business’ expense of purchasing computers would need to be capitalized. 

2. Purchasing buildings/increasing value of buildings - §263(a)(1): General Rule: no deduction will be allowed for any payment for new building or to increase the value of a property or estate.
3. Costs incurred in purchasing an asset – Reg. §1.263(a)-2(a): The costs incurred in the acquisition of an asset must be capitalized.  (Woodward v. Commissioner)
iii. Construction

1. Costs of Constructing Property - §263(a)(1): In order to provide parity with purchasers of the property, the cost of constructing capital assets must be capitalized. This section disallows a deduction for any amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate. 

2. Indirect Costs relating to construction of property - §263A: Capitalization required for virtually all indirect costs, in addition to the direct costs, allocable to the construction or production of real property or tangible personal property. (Commissioner v. Idaho Power)
a. Need to capitalize the direct costs and an allocable share of the indirect costs of the self-constructed assets. 
3. Cost of Demolition - §280B: Disallows deduction of any expenses for the demolition of structures and requires that such expenses be added to the basis of the land on which the demolished structures were located. 

4. Reg. §1.263(a)-4: rules about capitalizing the direct/indirect costs of property which taxpayer constructs himself. 

iv. Fees

1. Broker’s Fees – Reg. §1.263(a)-2(e): generally you do not get a deduction for a fee paid to a broker in purchasing securities. 
2. Legal Fees for self-defense/perfection of title – Reg. §1.263(a)-2(c): need to capitalize legal fees which are expended for the cost of defending or perfecting title to property. 

v. Repairs v. Improvements

1. Repairs v. Improvements – Reg. §1.162-4: generally repairs are deductible, while permanent improvements must be capitalized. 
2. Regulation §1.263(a)-1(2)(b) expands on §263 and discusses repairs and improvements. It says that the expenses which you want to capitalize are those which last longer than a year. 
a. The key issue under this regulation is whether something is a repair (deductible) or improvement (must be capitalized). 

b. Test: whether the value of the property is more after the expense than it was before. 
c. See Next Section on Repairs/Improvements
3. Revenue Ruling 200-4: courts generally distinguish between deductible repairs and nondeductible capital improvements by looking at whether it was intended to make the property useful beyond its “anticipated useful life.” Key seems to be restoring (repair) v. improving (improvement)
VI. Deductible Repairs v. Nondeductible Rehabilitation or Improvements

a. Code Sections

i. General Rule (Reg. §1.162-4):

1.  Expenses associated with preserving assets and keeping them in efficient operating condition → deductible as repairs under §§162 or 212

2. Expenditures for replacement of property or “permanent” improvements made to increase the value or prolong the life of the property→ capital expenditures, similar to the purchase of a new asset.

3.  Issues often arise because it is often unclear whether something is a repair or an improvement, and thus it is not clear whether the expenses can be deducted or must be capitalized. 
ii. §§162 and Reg.§1.162-1(a): allow a deduction for all ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business, including incidental repairs. 
iii. §1.162-4: 

1. Allows a deduction for the cost of incidental repairs that neither materially add to the value of the property nor appreciably prolong its useful life, but keep it in ordinarily efficient operating condition. 

2. Provides that the cost of repairs in the nature of replacements that arrest deterioration and appreciably prolong the life of the property must be capitalized and depreciated in accordance with §167. 
iv. §263(a)/Reg.§1.263(a)-1(a): no deduction is allowed for

1. any amount paid out for new buildings or permanent improvements or betterments made to increase the value of any property or estate or

2. any amount expended in restoring property or in making good the exhaustion thereof for which an allowance has been made. 
v. Reg. §1.263(a)-1(b): 

1. Capital expenditures include amounts paid or incurred to

a. add value or substantially prolong the useful life, of property owned by the taxpayer or

b. adapt property to a new and different use

2. Amounts paid or incurred for incidental repairs and maintenance of property within the meaning of §§162 and 1.162-4 are not capital expenditures under §1.263(a)-1. 

vi. §263A: direct and indirect costs properly allocable to real or tangible personal property produced by the taxpayer must be capitalized. 

vii. §263A(g)(1): for purposes of §263A, “produce” means construct, build, install, manufacture, develop, or improve. 

b. Cases dealing with the issue of Repair/Improvment:
i. Repair

1. Repair and maintenance expenses are incurred for the purpose of keeping the property in an ordinarily efficient operating condition over its probable useful life for the uses for which the property was acquired. (Illinois Merchants Trust Co. v. Commissioner)
2. If the expenditure merely restores the property to the state it was in before the situation prompting the expenditure arose and does not make the property more valuable, more useful, or longer lived → such an expenditure is a deductible repair. (Plainfield- Union Water Co. v. Commissioner) 
3. Even if the expenditures include the replacement of numerous parts of an asset, if the replacements are a relatively minor portion of the physical structure of ht asset, or of any of its major parts, such that the asset as a whole has not gained materially in value or useful life, then the costs incurred may be deducted as incidental repairs or maintenance expenses. (Revenue Ruling 2001-4)
ii. Improvement

1. Capital expenditures are for replacements, alterations, improvements or additions that appreciably prolong the life of the property, materially increase its value, or make it adaptable to a different use. (Illinois Merchants Trust Co. v. Commissioner)
2. A capital expenditure is generally considered to be a more permanent increment in the longevity, utility or worth of the property. (Plainfield- Union Water Co. v. Commissioner)
3. If a minor portion of the asset is replaced with new and improved materials, this would most likely be considered a capital expenditure. (Revenue Ruling 2001-4)

4. Where an expenditure is made as part of a general plan of rehabilitation, modernization and improvement of the property, the expenditure must be capitalized, even though, standing alone, the item may be classified as one of repair or maintenance. (United States v. Wehrli)
5. If land is contaminated, court will not allow a deduction for the expenditure to clean it up, reasoning that this is improving the property by putting it in usable condition, as opposed to maintaining the property in usable condition. (United Dairy Farmers, Inc. v. United States) 
c. Issues to Consider in Determining if there was a Repair/Improvement

i. Are you doing something which will allow the asset to be used for a new use? This would NOT be a repair

ii. Are you doing something which would prolong the useful life of the asset?

iii. Are you adding value to the item?

iv. Are you making the item useful/adapted to something else?

v. Are you trying to do something which will return the land to the way it was before?

vi. Was this a pre-existing condition on the land, and you are trying to make the land useful? (Prob an improvement under United Dairy Farmers)

vii. Are you trying to add material value to the land?

viii. Are you trying to prolong the useful life of the land/asset?

ix. Are you trying to change the use/purpose for which the land/asset can be used? 
x. Is this an expenditure which returns the property to the state which it was in before the situation prompting the expenditure arose, and which does not make the relevant property more valuable, useful or longer lived? Most likely a repair
xi. Is this a more permanent increment in the longevity, utility or worth of the property? Probably an improvement
xii. Recurring/routine expenses more likely to be considered immediately deductible. (TNC Bancorp case) See Big Outline p. 61
VII. Acquisition of Intangible Assets or Benefits
a. INDOPCO v. Commissioner: INDOPCO wanted deduction for investment banking and legal fees as “ordinary and necessary” business expense (§ 162(a))
i. § 263 allows no deduction for capital expenditures.The IRS norm is capitalization, not deduction

ii. Capital Expenditures include:

1. “Creation or enhancement of an asset” (i.e. a separate and distinct asset) (Lincoln Savings)

2. Future benefits accruing (not determinative, but important)

3. NOTE: this case is no longer followed!

b. Regulation §1.263(a)-4(b)(3): taxpayers need to capitalize the cost of acquiring as well as creating certain enumerated intangibles. 

c. Regulation §1.263(a)-4(c)(xiv): the cost of acquiring computer software is an intangible cost. 
d. Revenue Ruling 92-80: can deduct expenses like cost of advertising. 

e. Future Benefit not necessarily capitalized – Reg.§1.162-20: historically advertising and promotional expenses have been deducted despite the fact that a particular advertisement might last several years. 

f. A version of the “One Year Rule” – Reg.§1.263(a)-4(f): permits deduction of payments whose benefit lasts 12 months after the taxpayer first realizes the benefit or the end of the year in which the payment was made, whichever period is shorter. This includes payments for rents, interests and licenses. 
VIII. Depreciation
a. What Is Depreciation?  Depreciation, amortization and depletion are the principal mechanisms for recovery of capitalized expenditures over a number of years. 

b. How does Depreciation Work?  The annual depreciation allowance is applied to the Depreciable Base, which is usually the property’s basis as defined in §1011. The depreciable base includes any capital expenditures which have been added to basis under §1016. The basis is then reduced periodically by the amount of allowable depreciation. The result, the Adjusted Basis, reflects the recovery of taxpayer’s capital investment over time.  Depreciation deductions increase the gain or decrease the loss realized by the taxpayer on disposition. 

i. Depreciation Rate: The depreciation allowance depends on the depreciation rate (the percentage by which the asset is depreciated each year) which is a function of both the method of depreciation and the depreciation period, which generally is referred to as the recovery period. The recovery period may be a function of the asset’s useful life, or it may not be. 
c. Methods of Depreciation:

i. Economic Depreciation: This would allow deduction for the actual decline in an asset’s value during the taxable period. 
ii. Straight Line Depreciation: The cost of an asset is allocated in equal amounts over its useful life. The straight line depreciation rate is the reciprocal of the useful life – a 10 year life produces a straight line rate of 10% (1/10). 
1. EX: what would happen with a $100 asset with an estimated five year life? The depreciation rate would be 1/5, or 20%, so the asset would depreciate by $20 for each of the five years. 

iii. Double Declining Balance Method: Allocates a larger portion of the cost to the earlier years and a less portion to the later years. A constant percentage is used, but it is applied eadch year to the amount remaining after the depreciation of the previous years has been charged off. 
1. EX: what would happen with a $100 asset with an estimated five year life? The double declining method doubles the straight line rate, which means that the rate here would be 40% rather than 20%. 

a. First Year – 40% of 100 = 40, and 60 remaining

b. Second Year – 40% of 60 = 24, and 36 remaining

c. Third Year – 40% of 36 = 14.40 and 21.60 remaining

d. Fourth Year – 40% of 21.60 = 8.64 and 12.96 remaining

e. Fifth Year – 40% of 12.96 =
d. The Law of Depreciation

i. §167(a): General Rule. There shall be allowed as a depreciation deduction a reasonable allowance for the exhaustion, wear and tear (including a reasonable allowance for obsolescence) 
1. of property used in the trade or business, or

2. of property held for the production of income
ii. The §167 Standard: For property to be depreciable under §167, it must suffer exhaustion, wear and tear or obsolescence. It does not matter if the asset is in fact appreciating in the market. (Simon’s case)
iii. §168 – Accelerated Cost Recovery System: Rules for depreciating tangible property used in a business. 

1. §168(b)(1): provides for the Methods of Depreciation
a. §168(b)(1)(A) and (B) - Double Declining Method: this is the default, and then switch to the straight line method for the 1st taxable year for which using the straight line method with respect to the adjusted basis as of the beginning of such year will yield a larger allowance. 
b. §168(3) – Straight Line Method: this method applies in the case of the following types of property

i. nonresidential real property

ii. residential rental property

iii. any railroad grading or tunnel bore

iv. property which the taxpayer chooses to depreciate under the straight line method

2. any tree or vine bearing fruit or nuts

3. §168(c): provides for the Applicable Recovery Period

a. If she gives me a recovery period → use that period

b. If she tells me it is a particular class of asset but I am not sure what the recovery period is → look on p. 168 of the Code and see what category it would fall under. Then look under section (c) to figure out the applicable recovery period. 

iv. §179: This is an election which a taxpayer can take to treat part of the property as immediately deductible rather than capitalizing it. This is allowed where the taxpayer’s total investment in qualified property is 400K or less. The allowance is for an immediate deduction of up to 100K. 
v. §197(a): Amortization of good will and other intangibles. You amortize good will and other intangibles over a 15 year period.
vi. §197(c)(2): The rules for amortizing intangibles do NOT apply to self-created intangibles.  But it appears that the costs of lots of self-created intangibles might be able to be expensed as business expenses. 
vii. §1245: this is the recapture provision, to be discussed in more detail later. 
viii. Property which has converted from personal to business use – Reg. §1.167(g)-1: depreciation only allowed for assets used in a trade or business or income producing activity. If personal property later converted to business property, the basis for depreciation is the lesser of the FMV at the date of the conversion or the property’s adjusted basis.

ix. Land – Reg. §1.167(a)-2: Land is not depreciable, but buildings are. When land and buildings are bought together, the purchase price (or other basis) must be allocated between the land and building in proportion to their respective FMVs. 
IX. Interest

a. Main Point: since we have an income tax, which provides deductions for costs required to produce that income, we provide deductions for interest. However, the big issue with allowing for interest deductions is that it becomes an opportunity for tax arbitrage. 
b. Code Sections [See p. 71 of Big Outline for more]
i. Business Interest - §163(a): Interest on indebtedness used to operate a trade or business is a cost to the taxpayer of doing business and thus is deductible like any other expense, except where the interest is required to be capitalized, such as when allocable to an asset the taxpayer is constructing.  Trade or business interest is usually deducted w/o limit.
1. EXCEPTION: Passive loss rules may prevent taxpayer from deducting his entire amount of interest, see below. 
ii. Disallowance of Deductions for Personal Interest - §163(h): Personal nonbusiness interest is generally not deductible. Personal Interest is defined by omission to include any interest that is not

1. interest relating to a trade or business

2. investment interest

3. interest which would be deductible in connection with a passive activity 

4. qualified residence interest and

5. interest on certain deferred estate tax payments
iii. Investment Interest - §163(d): investment interest (interest on money borrowed to make investments) is only deductible to the extent of investment income. 

iv. Interest on Education loans - §221/Reg. §1.221-1(b)(4)(i): Certain taxpayers may take an above the line deduction for up to $2500 of interest paid on education loans. See p. 346
v. Capital Gains Rates - §1(h)(ii)(D)(i): if the taxpayer has a net capital gain for any taxable year, the tax imposed by this section for such taxable year shall not exceed the sum of 25% of the excess if any of the unrecaptured §1250 gain…
vi. Net Capital Gain as Investment Income - §1(h)(2): the net capital gain for any taxable year shall be reduced (but not below zero) by the amount which the taxpayer takes into account as investment income. 
vii. Carryforward of Disallowed Interest - §163(d)(2)
viii. No deduction for rent - §262(a)

ix. Home Mortgage Interest Deduction - §163(h)(3)(B): deals with deductions for home mortgage indebtedness. 
1. This provision, “qualified residence interest” applies to any interest which is paid or accrued during the taxable year on 

a. acquisition indebtedness with respect to any qualified residence of the taxpayer or 

b. home equity indebtedness with respect to any qualified residence of the taxpayer
2. Acquisition Indebtedness: essentially a loan for buying, improving etc… a house which is secured by the house. The max amount is 1M. 

3. §163(h)(3)(C) - Home Equity Indebtedness: any amount of a loan secured by a qualified residence to the extent that the aggregate amount of the indebtedness does not exceed the FMV of the house, reduced by the amount of acquisition indebtedness. The max amount is 100K. 
4. Reg. §1.163-1(b): Nonrecourse liabilities: Interest on a mortgage secured by real estate paid by the owner of the property is deductible even if there is no personal liability. See Crane/Tufts which said that nonrecourse/recourse debt treated the same for tax purposes. 

5. Allowance for exclusion of appreciation - §121: There is an allowance for exclusion of up to 500K for appreciation on the value of the house. 
x. §264(a)(2): interest deductions denied to someone who borrowed to purchase or carry a single premium  annuity contract. 
1. NOTE: this is essentially what Knetsch had done, although his actions were prior to the enactment of this section of the code. 
xi. Interest to earn Tax Exempt income

1.  §264 → forbids deduction of interest on borrowing with respect to certain life insurance or annuity contracts
2. §265(a)(2) → prohibits deduction of interest on indebtedness to purchase or hold bonds that yield tax-exempt interest
3. §§1277 and 1282 defer the deduction of interest on indebtedness to purchase or hold certain bonds purchased at a discount until the interest income from the bond is taxed at maturity or upon disposition. 
4. §265(a)(1) generally prohibits the deduction of expenses of producing tax exempt income. [NOTE this means exempt income as defined under a provision of the code ≠ imputed income]
c. The Tracing Rules - Regulation §1.163-8T: provides guidance on determining whether money was borrowed for a business or personal expense. 
i. They essentially look at proximity.  If you take out the loan then you buy food first and then bonds later, the loan will be seen as sued for food because that is what was done first.  If food and bond are bought on the same day, taxpayer gets to pick. BUT problem with this rule is that it is easy to game. 

ii. Problems with the Tracing Rules: for them to be enforceable, would need to have actual knowledge of peoples’ true intents when they borrow money. As they stand, the tracing rules are easy to game. 

d. Sham Transaction Doctrine: 
i. Tax Arbitrage: deductible borrowing in order to invest in an asset which produces tax exempt income. 

ii. Knetsch v. United States: transactions which have no “economic substance” are shams, and should be disallowed because there is no real indebtedness. 

iii. if you are looking at a transaction which is motivated solely for tax purposes, is effected in some artificial way, and does not fall within Congress’ goals, should look to see if these doctrines apply. 
e. Passive Loss Rules §469: interest and losses from passive activities are only deductible to the extent of income from passive activities. EX: holding an ordinary stock or bond is considered “investment income” not passive income, and thus could not deduct losses from passive activities against it. 
X. Losses

a. General Rule - §165: Deductions are permitted for certain losses not compensated for insurance. Generally, consistent with sections §§162/212, deductions are allowed for losses incurred in connection with a trade or a transaction entered into for profit.

i. Amount of Loss  Deduction - §165(b): The amount of the loss deduction is the adjusted basis of the property. This amount must be offset to the extent to which taxpayer is partially compensated by insurance. 

b. Miscellaneous Loss Rules

i. Loss for Worthless Securities - §165(g): Deductions allowed for a loss when certain securities become worthless. §6511 provides a seven year statute of limitations on these claims.
ii. Gambling Losses - §165(d) : Gambling losses only allowed to be deducted to the extent of gambling gains. Similar rules apply with respect to vacation homes (280A), hobby losses (§183) and the passive loss rules (§469)

iii. “Personal property” which has been appropriated to income producing – Reg. §1.165-9(b)(1): deduction permitted if personal property is appropriated to income producing purposes. 

c. Hobby Losses - §183: §165(c) requires that losses only be permitted when incurred in a business or in a transaction entered into for profit. What §183 does is provide guidelines for determining whether an activity is entered into for profit (i.e. can it be considered a profit-seeking or business activity) such that a deduction is allowed for the loss (as opposed to being a personal activity, in which case the loss could not be deducted)
i. The standard under §183: did the individual engaged in the activity with the actual and honest objective of making a profit? (Plunkett v. Commissioner)
ii. Factors to consider in determining whether the standard has been met (Reg. §1.183-2(b):
1. the manner in which the taxpayer carries on the activity

2. the expertise of the taxpayer or his advisors

3. the time and effort expended by the taxpayer in carrying on his activities

4. the expectations that the assets used in the activity may appreciate in value

5. the success of the taxpayer in carrying on other similar or dissimilar activities

6. the taxpayer’s history of income or loss with respect to the activity

7. the amount of occasional profits, if any, which are earned

8. the financial status of the taxpayer, and 

9. whether elements of personal pleasure or recreation are involved

iii. Rebuttable presumption: §183 has a rebuttable presumption that an activity was engaged in with the requisite profit motive if the activity produced profits for three out of five consecutive years ending with the year in question. 

d. Casualty Losses:
i. General Rule - §165(c)(3): despite the general rule that deductions are not allowed for personal losses, deductions ARE allowed for personal losses arising from “fire, storm, shipwreck, or other casualty from theft.” 
1. NOTE: No deduction is permitted if the taxpayer does not file a timely insurance claim to the extent the policy would provide reimbursement. [This is where you are “netting” casualty loss against casualty gain, which you need to do first before determining if you are eligible for a deduction]
ii. Important Factors to consider:

1. Generally “suddenness” thought to be a factor in a casualty. Similarly, generally there needs to be physical damage to the item, and the event should have been unforeseen. 

2. It is ok if the taxpayer was negligent – absent willfulness/gross negligence, negligence has no bearing on whether a casualty has occurred. 

iii. What does taxpayer get to deduct? 

1. Max amount allowed - §165(h)(2): deductions are limited to the amount which exceeds 10% of AGI and are deductible only as itemized deductions (i.e. below the line)
2. Loss must exceed $100 - §165(h)(1): Only uninsured casualty losses exceeding $100 are taken into account. 
3. Amount of Loss Deducted – Reg. §165-7(b): You get to deduct the lesser of the FMV or the adjusted basis. However, if the property was completely destroyed, then you just deduct the adjusted basis.

a. NOTE: if the property is stolen this is considered to be “totally destroyed” so then you would just deduct the adjusted basis.  
4. Adjustments for Insurance - §165(1)(A)(4): when determining loss need to make adjustments for insurance or other proceeds. So you would add this amount on top of the basis and see what you get. 

5. Limitation on loss by Insurance or other Recovery – Reg. §1.165-1(d)(2): The amount of a casualty loss must be reduced by insurance or any other such recovery.  [NOTE: §123 excludes from gross income amounts received under an insurance contract to reimburse taxpayer for living expenses when his house is destroyed by casualty]
6. Public Policy Exception: if taxpayer’s asset is destroyed because she did something like torch it in order to get the insurance, she will NOT be able to take a loss deduction. Congress does NOT want to create incentives for people to torch their things. 

a. NOTE: cannot claim a loss deduction if the loss is caused by gross negligence. However, if the loss is caused by just plain negligence, not gross negligence, CAN claim a loss deduction. 

e. Losses Related to Unrealized Gains
i. Limitations on losses to prevent abuse of the realization requirement - 1.165-1(b): “Substance and not form will govern in determining if there is a real loss.” Not every transaction purporting to be a loss is deductible.  Only a bona fide loss is allowable. 
ii. Fender v. United States: T sets up trusts for kids, sold bonds that had declined to bank over which had control and then repurchased bonds. Result was recognized loss but in reality no loss. Court held that b/c T retained sufficient domain over bonds to ensure recapture and suffer no economic loss, no realization event. Court found neither §267 (transfer to related party) nor §1091 (wash sale) applied.
iii. Factors from Fender to determine if there was a real loss i.e substance over form

1. If there was risk
2. Were the parties in question controlling/related parties?
3. Is the action something which has been sanctioned by the IRS? EX: Cottage Savings Bank? 
iv. Wash Sale Rules - §1091: This is an attempt to keep people from taking advantage of the realization requirement by realizing losses without fully parting with the asset. How the rule works: disallows a loss from a sale preceded or followed by a purchase of substantially identical securities within a 30 day period. P. 383
1. Not clear whether or not this rule is intended to be exclusive. 
2. §1091(d): when a loss is disallowed under the Wash Sale Rules, keep original basis, and then add to it the costs which were added in the process. 
v. Sales to Related Parties - §267: This is also a rule to keep people from taking advantage of the realization requirement and getting the benefit of losses when they have not fully parted with the item. This section disallows deductions for losses from sales/exchanges of property, whether direct or indirect, between certain related people. P. 382
1. §267(a)(1): cannot take a loss deduction for a sale to someone listed in §267(b). 
2. §267(b) includes brothers, sisters (whole and halfblood) spouse, ancestors and lineal descendants. Then the section also lists several other situations, such as a transaction between an individual and a corporation, when the individual owns more than half of the corporation. 
a. NOTE: leases not explicitly covered under §267.

3. §267(d): amount of gain where loss previously disallowed. If previously a loss deduction was disallowed, then under a subsequent sale, could only recognize gain to the extent that it exceeds so much of such loss as is properly allocable to the property sold or otherwise disposed of by the taxpayer. 

4. Reg. §1.267(a)-1(c) – this regulation says that 267 not exclusive, so even if a particular relationship not listed, could still apply. 
f. Tax Shelters
i. §1250 Recapture: in certain instances, your capital gain is going to be treated as ordinary income to the extent of depreciation deductions. 

ii. §Regulation §1.6011-4 Disclosure Regime: Need to disclose activities which have certain indicia of being tax shelters. 

iii. The SC emphasized the following factors in Frank Lyon as to why the transaction had enough substance and was not just an instance of tax avoidance:

1. risk factor – no guarantee that FL would receive the favorable rate, so there was some downside risk

2. L was the party who was liable on the mortgage

3. This case was distinguished from the Lazarus because there were three parties

a. Could argue that in cases where there were three parties, it was more likely that the transaction was done at arms length. 

4. Economic realities: there was no other way that L could get what he wanted to do done without going through this transaction.

5. The government was not losing money as a result of the transaction. 

6. There is a possibility that this was a case on principal. 

iv. At Risk Rules - §465: this section limits the deductions of losses from trade or business activities to the amount of the taxpayer’s at-risk investment. §465(a)(1).  Losses disallowed under §465 are carried forward to the next year (§465(a)(2)). 
1. Adopts an equity only idea, where deductions are disallowed to the extent that they exceed your equity in an investment. (this rule would NOT apply to the Frank Lyon case)

2. This provision only allows the taxpayer to deduct losses on an investment in the amount at risk” with respect to that investment. §465(a). A taxpayer is only considered to be at risk to the extent of 
a. his investment of cash in the property
b. the adjusted basis of the property contributed
c. debt on which he is personally liable for repayment
d.  the net FMV of his personal assets securing nonrecourse borrowing 
e. See p. 405 for more
v. Passive Loss Rules - §469: Allows deductions for passive losses. Passive activities defined in §469(c) to include a) conduct of a trade/business in which taxpayer does not materially participate and b) rental.  Passive loss rules apply even if investment is funded completely by cash and recourse debt. The aggregate deductions from “passive activities” can only be used to offset the aggregate income from passive activities. Excess passive activity losses not deductible but may be carried forward.  activities  p. 406.
1. NOTE: the at-risk rules are applied before the §469 passive loss limitation. In other words, the §469 limitation applies only to losses allowed under §465. 
XI. Personal Deductions and Credits
a. Tax Benefits

i. Goals: tax benefits generally have multiple goals

ii. Could be used to accurately measure income – this would be similar to business expenses.

iii. Could be used for administrability

iv. Could be used to measure ability to pay – the fact that we have a progressive multiple rate structure could relate to this

v. Could be used to create incentives for socially preferred behavior

b. Tax Expenditure

i.  This is when the tax code is used to create incentives for particular behavior.

ii.  However, it is not always so clear if something is a tax expenditure or not. EX: if there is a tax provision which is just being used to measure income, then that is probably not a tax expenditure. BUT if it is doing something like measuring income or increasing administrability, maybe it IS a tax expenditure. 

iii. So really you could think of it in a spectrum: 

1. Something which creates an incentive → tax expenditure

2. Something which does not at all create an incentive → not a tax expenditure

3. Lots of things in between

c. The Standard Deduction

i. What is the Standard Deduction? 

1. The standard deduction is a flat amount which varies with marital status and may be taken regardless of whether the taxpayer actually has expenditures. (§63(c))If taxpayer takes the standard deduction, he cannot take itemized deductions. Since the standard deduction is the amount which taxpayers may deduct in lieu of itemized deductions, it effectively provides a floor for itemized deductions. 

2. Amounts of the standard deduction

a. Joint return → 6K

b. Head of household → $4,400

c. Unmarried individuals → 3K

d. Married individuals filing separately → 3K

3. Additional Amounts under the standard deduction - §63(f):Additional amounts of standard deduction are allowed for people over age 65 and for the blind. Married taxpayers can each deduct an additional $600 for each such status and unmarried taxpayers can deduct an additional $750 for each such status, these are adjusted for inflation.
4. Standard Deduction for Dependents - §63(c)(5): The standard deduction of an individual who can be claimed as a dependent by another taxpayer is limited to the less of the usual standard deduction or the greater of $500 or the individual’s earned income plus $250.
ii. Why do we have the standard deduction? 
1. It can be viewed as a substitute for itemized deductions for those taxpayers for whom itemized deductions would be of relatively small amounts. 

2. The standard deduction can also be viewed as an adjustment of the tax rate schedule. 

iii. What does it mean that people who take the standard deductions are not allowed to take itemized deductions such as for medical expenses or charitable donations? 

1. Is this consistent with an idea that these contributions are not part of income? If we have the standard deduction, and you choose between that and itemizing, and you thought these were income measuring devices, what would you say about the fact that people who have low incomes just take the standard deduction as a substitute for these deductions? It is simpler. BUT then they are not allowed to take a deduction for charitable giving etc…one issue is that not everyone gives to charity and not everyone has medical expenses. Generally it is just viewed as a way of exempting a portion of income, viewed as a way for exempting income.
d. Earned Income Tax Credit (EITC): this is a form of tax expenditure

i. What is the impact of EITC on the marginal tax rate?

1. IT is proportional to dollars earned, so it seems like it does not affect it until you reach the cap, which is 34%. §32(b) – phases at 40%. In some ways this is an implicit tax, even though it is not part of the actual tax schedule. When it is phasing in, it is like a negative tax rate – you are getting 40 cents/dollar from government when you are earning below a certain amount. When it phases out, then it essentially increases the MTR by around 21%. The amounts in the book were not inflation adjusted, so need to look at §32. 
2. What happens under 2005 law, if you are a married couple filing jointly with two kids, is that the credit phases in up to around 11K, so you could get a credit at its peak of around 4K. then it stays at this peak until you are at 16K salary, and then it decreases/phases out until 37K.
ii. A couple things to note about the EITC:
1. It is based on earned income, NOT gross income or taxable income. This makes sense because it is essentially an anti-poverty program. If we applied it based on taxable income, we would end up excluding some people to whom it should apply.
2. Does NOT include income from capital.
iii. Effect of EITC combined with standard deduction:
1. 10K is the standard deduction, and the personal exemption is 3200 each. So the zero bracket would be around 22,800. There is then a 10% rate for the next 14K, until it goes up to around 37%, after which there is a 15% tax rate. The net result is that until 32k, people do not owe any taxes, because they are getting EITC. Even if they are starting to incur some positive tax liability, at that point they are still able to offset it with the EITC. 
2. NOTE: this is actually a simplified version of the marginal rate structure, it ignores some important things such as the child tax credit, which is now around 1000 per child. 
3. NOTE: there are relatively high tax rates for relatively low income families. 
e. Personal Exemption
i. Personal Exemption - §151: each taxpayer entitled to a personal exemption of $2K.Taxpayers area also entitled to an exemption for each dependent. 
ii. Definition of Dependent - §152: Dependent defined as a qualifying child or a qualifying relative. 
iii. Phaseout of Exemptions - §151(d): Exemptions are phased out for taxpayers with income above certain levels. A taxpayer whose income is at a threshold amount reduces the deduction for exemption by 2% of each $2,500 over the threshold. 

iv. Child Care Credit - §24: Taxpayer entitled to a $1000 credit for each qualifying child who is under age 17.  The credit is phased out for single taxpayers whose AGI exceeds 75K or married taxpayers whose AGI exceeds 110K. The credit is refundable to the extent of 15% of the taxpayer’s earned income in excess of 10K (indexed for inflation). See page 418
1. EX: suppose a couple with two children earns 20K and owes no taxes against which to offset the 2K in child credits due to other deductions and credits. They could still receive a check for $1,500 [15% x ($20K – 10K)]. 

XII. Medical Expense Deduction

a. Medical/Dental Expenses - §213: allows deduction for medical and dental expenses paid during the taxable year for the taxpayer, her spouse, her children, and her other dependents. 
i. The deduction includes payments for medical care defined as the diagnosis, cure, mitigation, treatment or prevention of disease. Amounts paid for medical insurance are also deductible, as are the costs of transportation primarily for and essential to medical care.

ii. BUT NOTE: insurance premiums only deductible as long as they are for “eligible long-term care premiums,” and only up to certain amounts for certain age groups. §213(d)(10)(A).

iii. Amount deductible under §213: medical expenses are deductible only to the extent they exceed 7.5% of AGI. This is intended to disallow deductions for normal check-ups and supplies for the home medicine chest. The deduction is therefore limited to those taxable years in which a person’s medical expenses uncompensated by insurance are extraordinary. 

iv. NOTE: §68 the 3 percent deduction applies here. 

v. Medical Expenses are deductible only if together with other itemized deductions they exceed the standard deduction. 
b. See p. 446 – 447 of Casebook for more on this topic
XIII. Charitable Deductions
a. Deduction for Charitable Contributions - §170: Deduction is allowed for a transfer by an individual or corporation of cash or in some cases the FMV of property transferred, but not for a contribution of services.  NOTE – the charitable deduction is NOT subject to the 2% floor on miscellaneous itemized deductions, but it IS subject to the reduction of itemized deductions under §68.  
b. What types of “contributions” qualify for a deduction? 
i. Requirements of contribution/gift to make it eligible for deduction - §170(c): To be eligible for a deduction under §170, the payment in question must be a “contribution” or “gift.” Contributions/gifts are considered (in Hernandez v. Commissioner) to be unrequited payments made with no expectation of a financial return commensurate with the amount of the gift.
1. NOTE - Fallout after Hernandez – Rev. Rul. 93-73: Church of Scientology and its related entities are tax exempt  churches and contributions to them are deductible.
ii. Courts have increasingly supported the notion that a deductible charitable contribution must meet the Duberstein test (“detached and disinterested generosity” for what constitutes a gift. 
iii. Gifts cannot be earmarked for individuals: §170 says that deductions cannot be earmarked for individuals within the organization, must be “to or for the use of” the charity. (Davis v. United States) (§170(c)).
iv. The contribution must be made to a “qualified organization.” 
v. Cannot get a deduction for the donation of services/time.  However, a person may deduct unreimbursed out of pocket expenses incurred in connection with donating services to a charitable organization. 
vi. Travel Expenses related to charity - §170(j): Travel expenses (including meals and lodging) are not deductible unless there is no significant element of personal pleasure, recreation, or vacation.
c. Amount of Deduction Allowed

i. There is a longstanding rule that a charitable contribution is limited to the excess of the amount transferred to the charity over the value of any benefit received by the donor. 

1. EX: taxpayer sends contribution to PBS and receives umbrella in the mail → taxpayer must subtract the value of the umbrella from the amount of the contribution. 
ii. Amount for individuals - §170(b): Individuals generally are allowed a charitable deduction of no more than 50% AGI. 
iii. Amount for corporations - §170(b)(2): a corporation’s charitable deduction is limited to 10% of its taxable income. 

d. Gifts of Appreciated Property - §170(e): The law is generous to donors, who generally do not realize gain in gifts of appreciated property. BUT this benefit is sometimes limited  by §170(e) which in some circumstances reduces the charitable contribution by the amount of the unrealized gain.
e. Seats at sporting events in exchange for donation - §170(l): The code allows an 80% deduction whenever a contribution makes a donor eligible to obtain athletic tickets. 
XIV. Retirement Savings Plans

a. In addition to annuities there are four types of savings plans to be aware of.

i. Employer Sponsored Retirement Plans – qualified plans. These can be defined benefit or contributions. EX: unionized jobs at large manufacture places have defined benefit plans – a period of time before you vest, and then you are guaranteed an amount throughout life regardless of how long you live. Defined contribution plans are like 401Ks. Tax benefit for both – not taxed until money withdrawn. You get a basis of zero, and then it is treated as ordinary income. If you contribute yourself, then you deduct the contribution, and then when you withdraw, you are taxed on this at a rate of ordinary income. 
ii. IRAs – for middle income tax payers, or high income tax payers not covered by a 401K or defined benefit plan. You deduct contribution, and when you withdraw taxed as ordinary income. 
iii. Roth IRA – generally just for middle income tax payers. Tax benefits are reverse. Don’t get a deduction when contribute, but after that everything is tax free, all excluded from income.
iv. Saver’s Credit - this is quite small in relative terms. Matches 50% of contributions to all retirement vehicles. Restricted to lower income families – phases out at 50K income, and then you are no longer eligible. Nonrefundable. 
XV. Taxation of the Family
a. Married Couples

i. Rates for Unmarried Individuals/Married individuals filing separately are different: See §§1(c)/1(d).  §1(d) has a higher tax rate than does §1(c). (Drucker v. Commissioner), p. 455
ii. Innocent Spouse: Where there is an understatement of tax due to the omission of income or erroneous deductions by one spouse and the innocent spouse did not and had no reason to know of the mistakes, the innocent spouse is not responsible for the liability attributable to the errors. §66 relieves the innocent spouse from taxation on community income received but not shared by the other spouse.
iii. Marriage Penalty/Bonus: right now the system is set up so that some couples will experience penalties and others bonuses (in terms of the taxes that they pay compared to if they were married). See pages 91-93 of Big Outline for more details. 
b. Children
i. Child’s earned income - §73: A child is considered a separate taxpayer so his earned income is not aggregated with the rest of the family for tax purposes even if it pooled to pay household expenses.
ii. Exemption for Child - §151(d)(2): If the parents are entitled to claim an exemption for the dependent child, then even if they don’t claim it, the child can’t.
iii. Kiddie Tax - §1(g): Net unearned income of children under age 14 is taxed at their parents’ top marginal rate.
Part C: Capital Gains And Losses

I. Overview of Capital Gains and Losses

a. Mechanics of the Taxation of Capital Gains and Losses: this is covered primarily in §§1001-1288, but the following are particularly important statutes: §§1(h), 1001, 1011, 1012, 1016, 1211, 1221-1231 and 1245 and 1250. 
b. When are capital gains/losses experienced?
i. Requirements to realize a gain or loss in general- §1001(a): In order to realize a gain or loss must have a taxable event. No realization occurs when property merely appreciates in value, property must be sold or otherwise disposed of for a taxable event to occur.
ii. Requirement to realize a capital gain/loss - §1222: Capital gains/losses are experienced only when there is a sale/exchange of a capital asset.
c. What is a Capital Asset? - §1221: : A capital asset is defined broadly as including all property held by taxpayer w/certain exceptions. 
i. The general exceptions are:
1. stock in trade or inventory of a business
2. §1221(a)(2) -  depreciable or real property used in a trade/business [NOTE – see below for further discussions of this provision]
3.  literary or artistic property held by its creator
4. accounts of notes receivable acquired in the ordinary course of the taxpayer’s trade or business
5.  US government publications received from the government at a price less than what the public is charged
6.  commodities derivatives financial instruments held by commodities derivative dealers
7.  identified hedging transactions under rules provided in regulations and 
ii. NOTE: court also looks at things such as efforts made on the part of the taxpayer
1. Ordinary Asset → generally taxpayer has done something to improve/add value (EX: can of peas, maybe didn’t change the can, but by selling it in store taxpayer is adding value by bringing it closer to the market)
2. Capital Asset→ taxpayers do not generally do anything to improve these assets. 

iii. NOTE: courts generally look at the motives of the taxpayer right at the time of sale. 
d. Capital Gains Rates - §1(h): an individual’s capital gains rate is based on the individual’s marginal tax rate. 
i. §1(h)(1)(C): The highest capital gains rate is 15%
ii. §1(h)(1)(B): an individual will have a 5% capital gains rate for the amounts of taxable income which are taxed at a rate of below 25%
e. Characterization of capital Gains and Losses
i. Short term/long term gains and losses - §§1222 and 1223: Capital gains/losses subdivided into two classes, short term and long term. The current dividing line (the holding period) is twelve months. The current “capital gains rate” is 15%, or 5% if the gain would otherwise be taxed at 10 or 15%
ii. Net short-term gain/loss - §§1222(5) and (6): Net short term gains against short term losses. If short term gains exceed short term losses, there is a net short term gain. If short term losses are greater, there is a net short term loss.
iii. Net long-term gain/loss - §§1222(7) and (8): Same pattern as for short term gains/losses

iv. Excess Capital Loss - §§1211 and 1212: Where the losses exceed the gains the excess capital loss offsets up to 3K of ordinary income each taxable year. If there is more than 3K, the rest is carried over.

v. Character of Gain/Loss Remains - §1212(b)(2): For purposes of determining the character of the losses carried over to a subsequent year, any short-term losses are deemed to offset ordinary income before long-term losses.

f. Corporate Taxation for Capital Gains - §11: Corporations taxation is taxed at the rates listed in §11. no different rate for capital income than for ordinary income. However, capital losses still only deductible to the extent of capital gains. Three year carry back and five year carry forward of losses.

II. Further Exploration of the Operation of the  Capital Gains statutes

a. Trade or Business Exception - §1221(a)(1):  cannot use business inventory to get a capital gain. This section exempts from the definition of capital asset property held by the taxpayer primarily for sale to customers in the ordinary course of his trade or business.
i. Malat v. Riddle: taxpayer was participating in a joint venture which acquired some land. Had difficulty in obtaining financing so they subdivided and sold a portion of this and treated it as ordinary income. Then they gave up and sold the rest of the land, and they claimed this was capital gain. They were arguing over what “primarily” meant in §1221(a)(1) - this would be determinative of whether this would count as a capital gain or not. The court held that “primarily” as used in this section means “of first importance” or “principally.”
1. NOTE: if something is found to fall under BOTH 1221(a)(1) AND (a)(2) then would be treated as ordinary income.
b. Depreciable or Real Property Used in a Trade or Business - §1221(a)(2): this section applies to property used in a trade or business which is depreciable.  this section only applies to real property in trades/ assets. 
i. Effect of being categorized as §1221(a)(2) property → §1231: Items excluded from being considered capital assets under 12(a)(2) then get flipped over to §1231, and the principal effect is to characterize net gain on sales of depreciable or real property used in  a business as capital gain and net losses on sales of such ordinary losses → “the best of both worlds.” 
ii. NOTE: in some cases, such as business real estate, it will be not necessarily clear as to what is meant. 

1. if considered “inventory” → 1221(a)(1) → ordinary income rates

2. if considered not inventory →1221(a)(2) and taxed at capital rates (because of the fact that it is flipped over to §1231)

c. Bifurcated Ordinary Income/Capital Gain Treatment - §1237: Where taxpayer has dual/changed motive, might be preferable to bifurcate character of the gain.
i.  This section provides conditions under which land will not be deemed to have been held primarily for sale to customers in the ordinary course of trade or business solely because it has been subdivided.

1. taxpayer must have held the land for a period of at least five years

2. he must not have previously held the land primarily for sale to customers in the ordinary course of business and must not have made any improvement that substantially enhances the value of the lot/parcel. 

3. If there are more than five parcels in the same tract of land, the gain from any sale that occurs in the taxable year in which the sixth parcel is sold or thereafter will be taxed as ordinary income to the extent of 5% of the selling price. 

ii. Bramblett v. Commissioner: the court permitted taxpayers to bifurcate based on FMV in a situation where they had separated the sales into two different entitles.   

1. The Court asked the following Questions: 


a. Was the taxpayer engaged in a trade or business, and if so, what business?

b. Was the taxpayer holding the property primarily for the sale in the business?

c. Were the sales contemplated by the taxpayer “ordinary” in the course of that business?

2. Factors the court looked at to answer these questions:

a. Nature and purpose of the acquisition and duration of ownership

b. Extent and nature of the taxpayer’s efforts to sell the property

c. Number, extent, continuity and substantiality of the sales

i. ( Frequency and Substantiality most important

d. Extent of subdividing, developing and advertising to increase sales

e. Use of a business office for the sale

f. Character and degree of supervision or control over any representative selling the property

g. Time and effort taxpayer habitually devoted to the sale
3. NOTE: the court said that it was also important that there was “clearly at least one major independent business reason to form the corporation and have it develop the land and sell it” i.e. this was not a sham transaction w/no other purpose than to evade taxes. However, prof notes that this really WAS an elaborate tax shelter. 

d. Recapture Rules

i. General Recapture Rules - §1245: This section applies to tangible personal property, and recaptures any depreciation which you have already deducted from ordinary income. Thus, if you have a capital gain, will be taxed as ordinary to the extent of the depreciations which were taken. This is to prevent conversion. 
1. this section does NOT apply to real property.

ii. Recapture Rules applicable to Real Property - §1250: applies to real property. There is a special rate under §1250 – 25% as opposed to either the ordinary income rate or the capital gains rate. 

e. Other Important Provisions
i. Stocks and Investments - §1236: Permits securities dealers to receive capital gains treatment on securities they earmark as investment assets.

ii. Copyrights - §§1221(a)(3) and 1231(b)(1)(c): These sections exclude from the definition of capital asset copyrights, literary, musical, and artistic compositions when held by the creator. These ARE capital assets in the hands of purchasers (unless held for sale to customers in the ordinary course of trade/business)

iii. Patents - §1235: Permits capital gain treatment on the sale of a patent by the inventor even when he is a professional who makes the sale in the ordinary course of his business. For this section to apply, inventor must transfer “all substantial rights” in a patent.

III. Nonrecognition: Like-Kind Exchanges
a. Exchanges of Like Kind Properties - §1031: 
i. General Rule - (§1031(a)(1)): No gain or loss is recognized when certain property held for productive use in a trade or business or for investment is exchanged for property “of a like kind. 
ii. Exchanges w/Boot - §1031(b): However, if a taxpayer receives boot in a §1031 exchange, any gain realized is recognized up to the value of the boot received. 
1. Gain recognized in the case of an exchange with boot equals the lesser of 

a. The gain realized in the exchange or

b. The FMV of the boot received
2. If the taxpayer realizes loss in a §1031 exchange, loss is not recognized even if the taxpayer receives boot in the exchange. (§1031(c)). 
iii. NOTE: §1031 is not elective → if the requirements are met, it applies. 

b. What property qualifies for §1031 treatment?
i. The property must be held for investment or for productive use in a trade or business. 
1. NOTE: if real estate is held for sale to customers, an exchange of that property would NOT qualify for §1031 nonrecognition. §1031(a)(2)(A)
ii. §1031 does NOT apply to many common investments, such as stocks, certificates of trusts or beneficial interests, other securities/evidence of indebtedness, partnership interests, inventory or other property held primarily for sale. (§1031(a)(2))
iii.  “like-kind” refers to the “nature or character of the property and not to its grade or quality” Reg. §1.1031(a)-1(b). 

c. Basis in Like-Kind Exchanges

i. Transferred Basis - §1031(d): when like-kind properties of equal value are exchanged in a nonrecognition transaction, the basis of the property given up becomes the basis of the property received. 

1. EX: if B has property w/basis of 80 and FMV of 200 and C has property with basis of 50 and FMV of 200, and they exchange properties, neither recognizes any gain, but they both realize gains. (Remember –  realized gain = amount realized – basis (§1001))
a. B’s realized gain = 120 (200 – 80)

b. B’s new basis = 80

c. C’s realized gain = 150  (200 – 50)

d. C’s new basis = 50

ii. Basis where there is “boot”: Taxpayer recognizes gain, but not loss, on the transaction to the extent of any boot received. §§1031(b), (c).  His transferred basis in the new property is decreased by any money received, and increased by any gain recognized. §1031(d). 
1. In cases where boot is involved, need to do the following analysis: Did the taxpayer realize a gain or a loss? (Use the FMV of the like kind property received plus the boot for amount realized) (See p. 134 of E&E)


a. If Loss → Taxpayer may not recognize the loss and does not report the boot. 
i. New Basis =  (basis in the property given up) – (FMV of boot received) (§1031(d)). The basis of the boot = FMV. 

b. If Gain → Taxpayer must recognize the gain up to value of boot received i.e. gain recognized = the lesser of gain realized or boot. 
i. New Basis = (basis in the property given up) – (FMV of the boot received) +  (gain recognized) (§1031(d)). The basis of the boot = FMV

2. EX: A transfers property with a basis of 150 and a FMV of 200 in exchange for $20 in cash and B’s property with a basis of 120 and FMV of 180. 

a. Determine if there is a gain or loss 
i. A: 200- 150 = realized gain of 50

ii. New basis = 150 – 20 + 20 = 150

iii. B: 200 – 140 (when calculating basis given up, include the property & the cash) = realized gain of 60
iv. New basis = 140 
d. Non-simultaneous Like-Kind Exchanges:  Non-simultaneous exchanges can qualify for §1031 treatment provided that they satisfy the requirements of §1031(a)(3) and Reg. §1.1031(k)-1. 
i. 1031(a)(3): need to designate within 45 days what property she is going to use, and then must complete the whole transaction within 180 days. So would be similar to the transaction w/V, but would have to find the property within 45 days, and then would have to complete it within 180 days. 
e. New Basis = Transferred basis (includes basis of any property + cash you are transferring) + (any gain recognized) – (any loss recognized) – (any cash which is received but not recognized)
