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Overview of Federal Income Taxation
I. Taxonomy, History, and Institutional Structure of Taxation in the U.S.
A. The authority for the federal government to lay income taxes is found in Article 1, § 8 of the Constitution
1. Article 1, § 8 limits the taxing power in three ways:
(a) Direct taxes must be apportioned among the states
(1) No longer an issue because the Sixteenth Amendment (adopted in 1913) allows Congress to tax “incomes” w/o apportionment
(b) Bills for raising revenue must originate in the House of Representatives
(1) The Senate may delete what it finds undesirable and add any amendment it chooses when it receives the bill
(c) Taxes must be “uniform throughout the United States”
(1) Does not prohibit a tax statute from distinguishing among various types or sources of income or from imposing different rate structures on taxpayers of different status (as long as that status is not based on geographic locale)
B. Administrative Interpretation
1. The Department of Treasury issues regulations (temporary, final, or proposed) interpreting various Code provisions as well as revenue rulings, revenue procedures, notices, announcements, private letter rulings, and technical advice memoranda on various issues.
C. Judicial Interpretation
1. Several judicial forums available:

(a) U.S. Tax Court 
(1) Litigate w/o paying tax
(2) No jury trials
(3) Must file a petition within 90 days of the date of the Statutory Notice of Deficiency (90-day letter)
(b) U.S. Bankruptcy Court
(1) Has jurisdiction over tax matters of the debtor
(2) May stay proceedings in the U.S. Tax Court regarding tax matters
(c) U.S. District Court / U.S. Court of Federal Claims
(1) Pay tax first, then litigate
(2) If the claim for a refund is denied or ignored by the IRS, the taxpayer can sue for the refund
(3) U.S. District Court – jury trial available
(4) Court of Federal Claims – no jury trials
2. Appellate jurisdiction
(a) Circuit Courts of Appeal
(b) U.S. Supreme Court
D. Tax Policy
1. Fairness
(a) The U.S. income tax burden is allocated among taxpayers based on their “ability to pay,” i.e., it is a progressive tax system
(b) A “fair” system imposes similar taxes on those with similar abilities to pay (a.k.a., horizontal equity)
2. Administrative practicality 
(a) A good tax statute will assess and collect tax in a cost-effective manner and will not require undue governmental interference with a taxpayer’s life
3. Economic effects
(a) Taxpayers change their behavior in response to tax statutes, and proponents of a taxing measure must consider the effects (both intended and unintended) that the measure likely will have on taxpayer behavior
II. Basic Income Tax Principles
A. Tax Formula:
Gross Income (GI)
- “Above-the-line” Deductions
Adjusted Gross Income (AGI)

- Standard Deduction or Itemized Deductions

- Personal Exemption

Taxable Income (TI)

* Tax Rate(s)
Tentative Tax

- Tax Credits
Tax Due 
B. 61(a) provides a non-exclusive list of income specifically included in GI
1. Compensation income [61(a)(1)]
2. GI from business [61(a)(2)]
3. Gains derived from dealing in property [61(a)(3)]
4. Investment income [61(a)(4)-(7)]
(a) Imputed interest [OID rules, 483, 7872]
(b) Annuities [61(a)(9), 72]
5. Alimony [61(a)(8), 71]
6. Discharge of indebtedness income [61(a)(12)]
C. There are other inclusions in GI scattered throughout the Code
1. Prizes and awards [74]
2. Helpful payments [82, 85, 86]
3. Embezzled funds
D. Specific exclusions from GI
1. Death benefits [101]
2. Gifts [102]
3. Compensation for personal injury or sickness [104]
4. Discharge of indebtedness income [108]
5. Qualified scholarships [117]
6. Exclusion for gain on principal residence [121]
7. Employment-related exclusions
(a) Meals and lodging [119]
(b) Statutory fringe benefits [132]
(c) Insurance premiums and payments [79, 105, 106]
(d) Dependent care assistance [129]
(e) Educational assistance [127]
(f) Adoption expenses [137]
8. Educational incentives [135, 529, 530]
9. Child Support [71]
10. Interest on state and local bonds [103]

E. Deductions


	“Above-the-line”
	Code §
	Itemized
	Code §

	Alimony
	215
	Interest
	163

	Moving expenses
	217
	       Investment
	163(d)

	Contributions to regular IRAs
	219
	       Qualified residence
	163(h)

	Losses 
	165
	State and local taxes
	164

	      Trade or business
	165(c)(1)
	Casualty losses
	165(c)(3),(h)

	      Investment
	165(c)(2)
	Medical expenses
	213

	      Casualty
	165(c)(3)
	Charitable contributions
	170

	Interest on student loans
	221
	Miscellaneous expenses
	67

	Qualified education expenses
	222
	
	

	Medical savings accounts
	223
	
	


F. Schanz-Haig-Simons (S-H-S) Concept of Income
1. Income is the sum of 

(a) The market value of rights exercised in consumption

(b) PLUS: The change in value of the store of property rights between the beginning and end of the period in question (usually the taxable year)

2. Consumption rights

(a) Measures the expenditures of a taxpayer for all items of consumption

(b) Includes expenditures for basic necessities such as food, clothing, and shelter, and for luxuries such as vacations, automobiles, and cable Tv.

(c) The definition potentially includes non-marketplace consumption, i.e., the value of services performed for oneself and the value of property owned and used by the taxpayer (a.k.a., imputed income)

3. Property rights

(a) Measures the net change in savings over the taxable period

(b) Savings includes bank accounts, stocks and bonds, real property, and other types of property

(c) A net increase in savings would constitute an addition, while a net decrease in savings (e.g., a fall in value of an asset) would constitute a subtraction

4. Constitutes a broad definition of income

(a) Offers a “comprehensive tax base,” i.e., a tax base that reflects all potential sources of income from which taxpayers may derive an ability to pay tax

(b) In practical terms, it would be difficult (but not impossible) to measure the value of imputed income and to administer the yearly addition or subtraction of paper “profits or losses” for assets
III. Rates and Allowance for Basic Maintenance
A. An exemption is an amount of income exempt from tax regardless of type or source
(a) 151(a) provides a personal exemption in an amount equal to $3,200 for 2005
(1) Given to every taxpayer, regardless of any actual expenditures 
(2) The personal exemption is not available to any person eligible to be claimed as a dependency exemption of another [151(d)(2)]
(3) The personal exemption is subject to the following phaseout rules:
	Filing Status
	AGI – Beginning of Phaseout
	AGI – Exemption Fully Phased Out

	Married filing jointly, Surviving spouse
	$218,950
	$341,450

	Heads of household
	$182,450
	$304,950

	Unmarried individuals
	$145,950
	$268,450

	Married filing separately
	$109,475
	$170,725


(b) 63(c)(2) confers a standard deduction in an amount equal to $5,000 for 2005
(1) Other taxpayers

a) $10,000 for married filing jointly
b) $7,300 for heads of households
c) $5,000 for married filing separately
(2) The standard deduction amount under 63(c)(5) for any individual who may be claimed as a dependent by another taxpayer may not exceed the greater of
a) $800, or
b) $250 + the individual’s earned income
1) Thus, anyone who earns more than the standard deduction through performing services can fully use the standard deduction, even if he or she is claimed as a dependent by another
 a. Congress deliberately intended this result to avoid any disincentive for dependent children to seek summer employment
(c) Neither the standard deduction nor the personal exemption is denied to a taxpayer by reason of his receipt of welfare benefits or charitable donations
B. Dependents 
1. First note that a credit reduces, dollar for dollar, the actual tax otherwise due on the taxpayer’s TI
(a) e.g., to a taxpayer in the 35% bracket, a $1 deduction is worth $.35, but a $1 credit is worth $1
2. There is a $1,000 child tax credit (per-child) in an amount equal to $1,000 for each qualifying child under the age of 17
(a) This is equivalent to a $10,000 deduction to a person in the 10% bracket
(b) This is phased out for high-income taxpayers
(1) The amount of the credit is reduced by $50 for each $1,000 (or fraction thereof) by which the taxpayer’s modified AGI (i.e., AGI increased by any amount excluded from GI under 911,931, or 933) exceeds the threshold amount:
	Filing Status
	Modified AGI Threshold 

	Married filing jointly
	$110,000

	Unmarried individuals
	$75,000

	Married filing separately
	$55,000


3. 151(c) grants dependency exemptions (in the same amount as the personal exemption amount) to the taxpayer for each claimable dependent
(a) Each exemption is a fixed dollar amount – you cannot deduct actual outlays
(b) The term “dependent” requires that
(1) The claimant and the claimed person stand in one of the relationships specified in clauses (1)-(9) of 152(a); and
(2) The claimant supply more than half of the claimed person’s “support”
a) The “support” test uses a fraction: the numerator is the support supplied by the claimant (and his spouse, if applicable), and the denominator is the claimed dependent’s total support.
1) Scholarships for student dependents are excluded from the denominator [152(d)].
(c) The claimed individual must either 
(1) Have GI less than the 151(d)(1) personal exemption amount ($3,200); or
(2) Be a child of the claimant who is either 
a) Under age 19, or
b) A student (as defined in 151(c)(4)) who is under age 24 
(d) A dependency exemption cannot be claimed for a “dependent” who is married filing jointly [151(c)(2)]
(e) In a divorce, the custodial parent gets the dependency exemption, provided that more than half of the child’s support comes from both parents
(1) This can be bargained away via contract [152(e)]
C. The earned income credit is a tax benefit targeted at the “working poor”
1. It is basically an amount equal to a specified percentage of “earned income” (wages) up to certain indexed ceilings
(a) Both the percentages and earned income ceilings are lowest for childless taxpayers and increase sharply if there is one or more qualifying children living with the taxpayer
2. For 2005, the following amounts are used to determine the credit under 32(b):
	
	
	Number of Qualifying Children

	
	
	One
	Two or More
	None

	
	Earned Income Amount
	$7,830
	$11,000
	$5,220

	
	Maximum Amount of Credit
	$2,662
	$4,400
	$399

	Single, Surviving Spouse, or HOH
	Threshold Phaseout Amount
	$14,370
	$14,370
	$6,530

	
	Completed Phaseout Amount
	$31,030
	$35,263
	$11,750

	Married Filing Jointly
	Threshold Phaseout Amount
	$16,370
	$16,370
	$8,530

	
	Completed Phaseout Amount
	$33,030
	$37,263
	$13,750


3. Definitions:
(a) The “earned income amount” is the amount of earned income at or above which the maximum amount of the earned income credit is allowed
(b) The “threshold phaseout amount” is the amount of AGI (or, if greater, earned income) above which the maximum amount of the credit begins to phase out
(c) The “completed phaseout amount” is the amount of AGI (or, if greater, earned income) at or above which no credit is allowed
4. The earned income credit is disallowed if the aggregate amount of certain investment income exceeds $2,700 [32(i)]
D. The purpose of the household care credit is to enable the taxpayer to be gainfully employed [21]
1. i.e., it is not a tax benefit relating to the provision of “support” as such, since housecleaning and babysitting services provided by third parties actually benefit the taxpayer rather than the dependent)
(a) Since outlays of this type fall within the category of “personal, household, and family” expenses, they are not deductible [262(a)]
2. The credit is equal to 
(a) (Qualified household expenses + Dependent care expenses) * 30%
3. The credit is phased out when AGI exceeds $10,000 
4. The maximum credit is $6,000 (or $3,000 if there is only one qualifying individual in the household)
E. 23 provides a non-refundable tax credit for qualified adoption expenses, and 137 provides an exclusion from GI when such expenses are paid by an employer under an “adoption assistance program”
1. The credit and exclusion are each limited to $5,000 per child (or $6,000 with respect to a special needs child that is a citizen or resident of the US) 
(a) The credit is not per year, but any unused credit can be carried forward for five years
2. The credit and exclusion begin to phaseout when AGI exceeds $75,000 (and is completely phased out at $115,000)
F. Marriage Penalties and Bonuses 

1. The new schedule for joint returns (adopted in 1948) effectively treat a married couple’s aggregate income (even if earned entirely by one spouse) as though it were earned 50% by the husband and 50% by the wife
(a) The tax on each 50% portion is calculated using the rate schedule applicable to all individual taxpayers
2. The adoption of this schedule had the effect of rejecting the policy of “marriage neutrality” (under which a taxpayer’s marital status has no effect on the tax owed)
(a) Instead, it embraced “marriage equality” (under which all married couples having the same aggregate TI are taxed the same, wherever they reside)
3. The “marriage bonus” can also be described as a “single’s penalty” because the rate schedule for married persons filing jointly disadvantaged a single individual earning the same amount of income as a one-earner couple
4. At the same time, an unmarried couple with the same aggregate income as a married couple, and whose income is equally split, will owe a lower aggregate 1(c) tax than the equivalent married couple will owe under 1(a).
(a) This is known as the “marriage penalty”
(1) This phenomenon decreases as the TIs of the unmarried couple become increasingly uneven, and at some point (as the disparity in TIs becomes more pronounced), the “marriage bonus” effect takes over (i.e., the 1(a) tax on aggregate TI falls below the sum of the two 1(c) taxes)
5. As a result of changes enacted to the Code, two-earner couples with aggregate income of up to $58,100 suffer no marriage penalty if they use the standard deduction instead of itemizing
(a) But two-earner couples still experience the marriage penalty if they earn above the threshold or itemize
IV. Basic Consumption Tax Principles
A. Description of Consumption Taxes and Comparison to Income Tax 
1. Retail Sales Tax and Value Added Tax

(a) Amounts spent, usually to purchase consumption goods and (sometimes) services), are typically subject to a flat-rate tax, whether the purchase is made with borrowed funds or funds previously saved by the taxpayer.

(b) A Retail Sales Tax (RST) differs importantly from an S-H-S income tax in that 

(1) Borrowed amounts are taxed if they are spent on consumption, and

(2) Amounts saved or invested are not taxed at the time they are earned

a) Thus, investments can be made with before-tax dollars (instead of undeducted, or after-tax, dollars, as occurs under an income tax)
(c) Because of this exclusion for amounts saved, notice that a lower or middle class household, whose earnings (and consumer borrowings) are spent entirely on “making ends meet,” would see 100% (or more) of its “income” taxed under an RST when earned, while a more affluent household, which has income “left over” after meeting consumption needs (and thus is able to save) can have less than 100% of its “income” taxed when earned.

(1) For this reason, an RST is typically referred to as a “regressive tax” relative to income

a) Under a regressive tax, the average tax rate decreases as income increases (in contrast, a progressive tax is one under which the average tax rate increases as income increases)

(d) A Value Added Tax (VAT) is essentially a sales tax that is collected piecemeal at each stage of the manufacturing and distribution process, rather than all at once at the retail sale, and for that reason is inherently targeted exclusively at consumption (and is also more difficult to evade than a RST).

(1) The full amount of the VAT is ultimately paid by the consumer, and for that reason, VATs are as regressive as RSTs

2. Wage Tax

(a) A single-rate VAT except that wages would be permitted to be deducted and employees would be subjected to an annual tax on wages received above a basic exemption amount, with the wage tax rate set as the same percentage as the VAT rate

(1) i.e., only labor returns (wages) would be taxed under the wage tax component of the “flat tax.”  Capital returns (interest, dividends, capital gains, etc.) would be exempted under the wage tax component but, if spent on consumption, would be taxed under the VAT component.

a) The idea is to introduce some progressivity into a VAT; this is accomplished via the personal exemption under the wage tax component.

(b) The current Payroll Taxes (Social Security and Medicare) constitute stand-alone wage taxes

(1) They apply only to labor income and contain no exemptions or deductions

3. Cash Flow Consumption Tax

(a) All cash flows are generally included in the tax base.  Any amount that is not spent on consumption would then be deducted from the tax base, including repayments of principal and interest on loans and all business and investment outlays (including capital expenditures), leaving only amounts spent on consumption in the tax base.

(1) The intent is, generally speaking, to tax only amounts spent on consumption and not business and investment outlays

(b) The core structural difference between a cash flow consumption tax and an income tax is that the cash flow consumption tax is unconcerned with changes in wealth.  This creates three crucial distinctions:

(1) There is no principle that capital expenditures are per se nondeductible

(2) There is no basis mechanism

(3) There is no borrowing exclusion

B. Consumption Tax Features in Current Law 

1. Savings vehicles

(a) Conventional savings account (CD)

(1) Governed by S-H-S income tax principles

a) Additions to savings are nondeductible capital expenditures (after-tax dollars)
b) Recoveries of principal (basis) are free of tax, and

c) Interest income is taxable

(b) Individual Retirement Account (IRA)

(1) Conforms to the cash flow consumption tax model

a) Additions to the account are deductible by the investor (up to a yearly limit) [219(b)]

b) Earnings within the account are not taxed as they build up [408(e)(1)]

c) Distributions from the account to a taxpayer are fully includible in GI [408(d)(1)]

(2) The investment is made with pre-tax dollars, and thus no basis is created in the investment.  All withdrawals are therefore taxed.

(c) Roth IRA

(1) Taxed according to the wage tax model

a) Additions to the account are not deductible

b) All future returns are fully exempt from tax [408A(c)(1),(d)(1)]

(2) This treatment is confined to additions to IRAs only up to the same annual limits as apply to conventional IRAs [408A(c)(2)]

2. Qualified retirement vehicles

(a) Adhere to the cash flow consumption tax model

(1) Additions to the plan are “before tax,” meaning they are 

a) Excludable from the employee’s income where made by the employer; or

b) Deductible by the employee where made by the employee

(2) Inside earnings in the plan are not taxed as they build up

(3) Since the distributee has no basis in his or her account or interest in the plan, all distributions are includible by distributees.

3. 179 deduction and accelerated depreciation

(a) Another consumption tax feature of the “income tax”

(1) A taxpayer may elect to expense up to $25,000 of the aggregate cost of all business tangible personal property (normally nondeductible capital expenditures) placed in service during the year, but all income from the property is taxed when realized

(2) The 179 deduction cannot exceed the TI from the business for the year [179(b)(3)]
(3) The annual deduction is reduced dollar for dollar as the cost of eligible property placed in service during the year exceeds a specified amount [179(b)(2)]

a) The benefits are aimed at small businesses

(b) Any amount deducted under 179 with respect to a particular asset “comes before” any depreciation deductions with respect to the same asset

(1) Thus, the effect of making the 179 election is to accelerate into Year 1 part of what would be deducted later under 168 absent the 179 election
a) This means that 179 does not change the taxpayer’s total deductions over the property’s recovery period

(c) Any reduction in basis attributable to 179 is treated as “depreciation” for purposes of 1245 recapture [1245(a)(2)(C)]

4. Exclusion for interest on state and local bonds

(a) The interest on bonds and other debt obligations of states (and subdivisions thereof) is excluded from GI under 103

(b) This exclusion (sometimes called the “municipal bond exclusion”) is a consumption tax feature of the income tax based on the “wage tax” paradigm

5. Gain on personal residence

(a) This mimics the wage tax paradigm 

(1) 121 provides an exemption for gain on the sale or exchange of property used as the taxpayer’s principal residence for 2 of the last 5 years

(2) The excluded gain cannot exceed $250,000 (or $500,000 for a joint return)

6. Imputed income from personal-use assets

(a) Imputed income refers to the gross annual fair rental value of a personal-use asset, such as a home or other consumer durable, owned by the taxpayer

(b) Imputed income has never been treated as GI under the U.S. income tax

(1) This non-taxation is consistent with a wage tax (the residence was purchased with nondeductible, i.e., after-tax dollars)

C. The double tax benefit for the same dollars that arises when the income tax treatment of debt is combined with the consumption tax features of current law (either cash flow consumption tax features or wage tax features) is often referred to as tax arbitrage
1. Potential tax arbitrage can also occur where expense deductions are allowed with respect to tax-exempt income

Tax Policy: Evaluating Tax Systems and Provisions

I. [pp. 117-151]
II. What is “tax policy”?

III. Fairness norms

A. Taxation incidence

B. Horizontal and vertical equity

C. Four maxims of substantive tax justice

IV. Free-market norms

V. Pure policy: improving society through tax measures

VI. Pragmatic norms

VII. Why is the individual income tax the leading federal revenue source?

VIII. Comparing the income tax to consumption taxes

A. Effect on savings

B. Distributional considerations

C. Tax justice norms

D. Pragmatic norms

IX. Possible distortionary effects of a hybrid tax

Contours of the Federal Income Tax Base
I. Gratuitous Transfers
A. 102 excludes from GI of the recipient the value of cash or property received by gift, bequest, devise, or inheritance, regardless of amount
B. The donor may be required to pay gift tax on the transfer
1. The donor may make a nontaxable gift of up to $11,000 (inflation adjusted) per person per year
(a) Amounts in excess of this amount are applied to the donor’s lifetime exclusion (of $1 million) for the gift tax
C. A gift is a transfer made by a transferor motivated by “detached and disinterested generosity” [Duberstein]
1. If the transferor has an expectation of receiving economic value, the transfer will not be considered a gift (even if it is from one family member to another)
2. Two considerations under Duberstein:
(a) The transferor’s intent: Is this being done for an anticipated benefit?
(b) It is out of generosity or duty?
D. The gift exclusion does not apply to income from the property received by gift [102(b)(1)]
E. The gift exclusion does not apply to any transfer made by an employer to an employee [102(c)(1]; these amounts are considered compensation
1. Note that these amounts might be excluded as a fringe benefit [132]
F. The recipient of a gift generally takes the same basis that the donor had in the property
1. However, if the adjusted basis > FMV of the property at the time of the gift (i.e., the property depreciated), then for the purpose of determining loss the basis is the FMV [1015(a)]
(a) If the amount realized by donee is less than both the donor’s basis and the fmv of the built-in loss property at the time of gift, that gift-time value fixes the donee’s basis

(b) If the amount realized by donee is greater than the donor’s basis, the donee takes the donor’s basis for purposed of computing gain

(c) If amount realized by the donee is greater than the gift-time value but less than the donor’s basis then donee’s basis is effectively deemed to equal the amount realized, resulting in no gain or loss to the donee
2. The basis is increased by the amount of gift tax paid with respect to the gift [1015(d)(1)(A)]
(a) This increase in basis capped by the FMV of the property at the time of gift
(1) Any such increase in basis is treated as an adjustment under 1016(a)
3. For gifts made after 12/31/76, the increase in basis is equal to an amount bearing the same ratio to the amount of gift tax paid as
(a) The “net appreciation in value of the gift,” bears to
(1) Defined as the amount by which the FMV of the gift exceeds the donor’s adjusted basis immediately before the gift
(b) The amount of the gift
(1) The increase may not exceed the amount of the gift tax paid [1015(d)(6)] 
G. The basis of any property given as a gift from one spouse to another is determined under 1041(b)(2), not 1015
H. The basis of property acquired (through 12/31/09) from a decedent is the FMV of the property at the date of the decedent’s death 
1. However, if appreciated property was acquired by the decedent by gift during the one-year period ending on the date of the decedent’s death, and 
2. The property is re-acquired from the decedent by the donor of the property,
(a) Then the basis of the property in the hands of the donor is the adjusted basis of the property in the hands of the decedent immediately before his death [1014(e)]
I. If property is acquired from a decedent after 12/31/09, the basis is the lesser of
1. The adjusted basis of the decedent, or
2. The FMV of the property at the date of the decedent’s death [1022(a)]
(a) This basis is then increased in accordance with 1022(b) ($1.3 million), or 1022(c) ($3 million plus $1.3 million = $4.3 million) in the case of property acquired by a surviving spouse
(1) The adjustments in 1022(b),(c) cannot increase the basis above the FMV of the property [1022(d)(2)]
(2) Adjustments to property must be made by executor
J. Under Proposed Reg. 1.102-1(f), 102 would not apply to 
1. Prizes and awards (including employee achievement awards)
2. Certain de minimis fringe benefits
3. Any amount transferred by an employer to, or for the benefit of, an employee
(a) 102(c) shall not apply to amounts transferred between related parties (e.g., father and son) if the purpose of the transfer can be substantially attributed to the familial relationship of the parties and not to the circumstances of their employment.
4. Qualified scholarships
II. Non-Gratuitous Transfers
A. Government Welfare Benefits
1. Government welfare and disaster benefits are responsive to government’s obligation to promote the general welfare and relieve hardship.
2. Thus these benefits may be covered by the Duberstein holding that a transfer in performance of a moral or legal duty is not a 102(a) gift.
(a) Nevertheless, the IRS does not tax need-based government benefits provided to individuals under social welfare programs, whether in cash or in kind.
B. Support
1. Support benefits do not fall within the 102(a) gift exclusion because they are not gratuitous (using the language of Duberstein, they do not proceed from “the constraining force of a moral or legal duty”)
2. Moreover, because they are provided by private parties, they are not covered by the exclusion for government welfare benefits.
3. Gould v. Gould established a currently valid default rule of tax law that support is not includible in the absence of a Code provision to the contrary
(a) Payments satisfying the tax definition of alimony are 
(1) Includible by the payee, and 
(2) Deductible by the payor.
(b) Payments and transfers (e.g., child support) that fall outside the 71(b) definition of “tax alimony” continue to be treated under Gould as 
(1) Excludable by the recipient, and 
(2) Nondeductible by the payor.
4. 61(a)(8) includes alimony and separate maintenance payments in recipient’s GI 
(a) In order to qualify as “alimony,” six requirements must be satisfied:
(1) Cash
a) The payment must be in cash (no stock, bonds, etc.) [71(b)(1)]
(2) Recipient under decree
a) The payment must be received by (or on behalf of) the spouse pursuant to a divorce decree or separation instrument [71(b)(1)(A),(2)(A)]
b) The payor spouse may pay the recipient spouse directly, or the payor spouse may pay a third party on behalf of the former spouse [71(b)(1)(A); Reg. 1.71-1T(b)]
c) Common examples of payments of behalf of a former spouse include mortgage payment of health insurance premiums, or the payment of the recipient spouse’s tuition  [Rev. Rul. 62-106, 1962-2]
(3) Private ordering
a) The divorce decree or separation instrument must not designate the payment as nondeductible/non-includible [71(b)(1)(B)]
b) The parties have the power to determine which spouse will pay tax on the alimony income.
1) Generally, the payor will wish to claim the deduction, because he or she will be in a higher tax bracket than the recipient.  If, however, the payor’s tax bracket is lower, the parties should specify in the decree that the payment is nondeductible to the payor and non-includible to the recipient.
(4) No live-in divorces
a) The payor and recipient must not be members of the same household at the time of the payment [71(b)(1)(C)]
(5) No payment if recipient dies
a) There must be no liability to make payments after the death of the recipient spouse [71(b)(1)(D)]
b) Think of alimony as “support” for the recipient spouse.  If that spouse dies, he or she no longer needs support and alimony must end.
1) If the parties intended an amount to be a deferred payment of property (rather than a support payment), they would make arrangements for payment to be made to the estate of the recipient spouse in the event of his or her death.  This would not qualify as alimony.
 a. There must be no “substitute payments” to replace payments to the recipient spouse after the latter’s death.
i. If the decree or order is silent on this issue, look to state law to determine whether the payment would be required if the recipient spouse dies.
(6) Not child support
a) Child support is excluded from GI of the custodial spouse [71(c)(1)]
b) In order to qualify as alimony, the payment must not be, in substance, a payment for support of a child of the payor  [71(c)(2)]
1) The decree will generally fix an amount for support of the child; this amount is not alimony.
 a. If the payment is tied to a contingency of a child (such as attaining majority), it will be considered child support, even if it is called and otherwise qualifies as alimony [71(c)(2)(A)]
5. Special rules for “front-end loaded” alimony ferret out disguised property settlements, mitigating the benefit of the deduction to the payor and the detriment of the inclusion to the recipient
(a) If alimony payments are front-end loaded, the IRC requires an adjustment in the third taxable year

(1) The payor includes the “excess alimony payments” in GI, and the recipient is entitled to a deduction in computing AGI in the same amount [71(f)(1)(A),(B)]
(b) The adjustment is made in the taxable year beginning in the third post-separation year.  The first post-separation year is the first calendar year in which alimony is paid, and the next two years are the second and third post-separation years [71(f)(6)]
(c) Identifying excess alimony payments
(1) The statute only requires analysis of the three years following the divorce; payments in the fourth year and thereafter are irrelevant.
(2) The definition of excess alimony payments is very complicated
a) In general, however, there must be a variance among the payments due during the three-year period of more than $15,000 in order for the front-end loading rules to apply
	Step 1
	Calculate excess alimony payment for second post-separation year
	EPY2 = AY2–(AY3+$15K)

	Step 2
	Calculate excess alimony payment for first post-separation year
	EPY1 = AY1–[{(AY2–EPY2)+AY3}/2+$15K]

	Step 3
	Calculate total excess alimony payment
	TEAP = EPY2+EPY1

	Step 4
	Determine consequences to parties in third post-separation year: 
	

	
	         Deduction to recipient in the amount of TEAP
	

	
	         Inclusion to payor in the amount of TEAP 
	


C. Windfall Gains
1. Punitive damages, such as treble damages under the antitrust laws and exemplary damages for fraud, are GI [Reg. 1.61-14(a)]
2. Another person’s payment of the taxpayer’s income taxes constitutes GI to the taxpayer unless excluded by law [1.61-14(a)]
3. Illegal gains constitute GI [1.61-14(a)]
4. Treasure trove, to the extent of its value in U.S. currency, constitutes GI for the taxable year in which it is reduced to undisputed possession [1.61-14(a)]
D. Prizes
1. General rule is that GI includes amounts received as prizes or awards [74(a)]
(a) 102(a) does not apply to prizes and awards
2. “Prizes and awards” include amounts received in contests, door prizes, radio and television promotion and games, and employee prizes [Regs. 1.74-1(a)(1)]
3. The amount of the prize or award can be excluded from GI of the recipient if three conditions are satisfied:
(a) Passive recipient
(1) The recipient must have been selected w/o any action on his or her part to enter the contest  [74(b)(1)]
(b) No services
(1) The recipient must not be required to render substantial future services as a condition of receiving the prize [74(b)(2)]
(c) Charity
(1) The recipient must immediately transfer the prize to charity [74(b)(3)]
4. Employee achievement awards are excludable up to the amount of the cost of the award to the employer that is deductible [74(c)(1)]
E. Scholarships
1. 117(a) excludes from GI amounts received as a “qualified scholarship” or a “qualified tuition reduction” by students at qualifying educational institutions
2. “Qualifying educational organization”
(a) Defined in 170(b)(1)(A)(ii): One that normally maintains a regular faculty and curriculum and normally has a regularly enrolled body of students in attendance where its educational activities are regularly carried on [117(a)]
3. “Qualified scholarship”
(a) Scholarship or fellowship must be for tuition, books, fees, and supplies (not room and board) [117(b)]
4. “Qualified tuition reduction”
(a) A reduction in tuition provided to an employee (or family member of the employee) of the qualifying educational organization, if the benefit does not discriminate in favor of highly compensated employees and is used for undergraduate study [117(d)] 
5. The exclusion does not apply to any portion of the amount received that represents payment for services – teaching, research, or other services – required as a condition of the grant [117(c)]
(a) Athletic scholarships that meet the following three requirements do not carry a service requirement that would result in the amounts received being taxable [Rev. Rul. 77-263]:
(1) Students are expected but not required to participate in athletic events;
(2) No particular activity is required in lieu of participation; and
(3) No cancellation will occur if the student cannot participate
III. Compensation Income
A. Disguised Compensation
1. If services are paid for in property, the FMV of the property taken in payment must be included in GI as compensation [Reg. 1.61-2(d)(1)]
2. If services are paid for in exchange for other services, the FMV of such other services taken in payment must be included in income as compensation.

3. If services are rendered at a stipulated price, such price will be presumed to be the FMV of the compensation received in absence of evidence to the contrary.

4. If property is transferred (as compensation for services) by an employer to an employee or an independent contractor for an amount less than its FMV, then regardless of whether the transfer is in the form of a sale or exchange, the difference between the amount paid for the property and the amount of its FMV at the time of the transfer is compensation and shall be included in the GI of the employee or independent contractor [Reg. 1.61-2(d)(2)(i)]  
(a) In computing the gain or loss from the subsequent sale of such property, its basis shall be the amount paid for the property increased by the amount of such difference included in GI [Reg. 1.61-2(d)(2)(i)]
B. Employee Fringe Benefits
1. An employee may exclude from GI the value of the meals and lodging provided by an employer if the following three conditions are met:
(a) Convenience of the employer
(1) The meals or lodging must be provided for the convenience of the employer [119(a)]
a) There be a “substantial non-compensatory business reason” for supplying the meals or lodging [Reg. 1.119-1(b)]
1) This depends on all the facts or circumstances of the situation
 a. The classic example is the employee who must be “on call” for the employer during meals
(b) Business premises
(1) The meals or lodging must be provided on the business premises of the employer [119(a)]
a) Premises “nearby” the employer’s premises probably do not qualify
(c) Food and Beverage deductions by employer are subject to only a 50% deduction [274(n)]
(d) [Lodging] Condition of employment
(1) For lodging, the employee must be required to accept such lodging as a condition of employment
2. Qualified campus lodging
(a) Employees of educational institutions are often provided nearby housing at below-market rent.  The value of such lodging is excluded from the GI of the employee [119(d)(1)]
(b) However, the exclusion does not apply to the excess, if any, of the lesser of
(1) 5% of the appraised value of the property; or
(2) The amount by which 
a) The average yearly rent (paid by the general population) for similar property, exceeds
b) The amount actually paid by the employee [119(d)(2)]
3. Charges for meals
(a) Some employers pay their employees a fixed amount for meals.  This amount is excluded from GI if the other requirements for meals are met, and the employee must make the payment whether or not he or she accepts the meals [119(b)(3)(A),(B)]
4. 132(a) excludes from the GI of the recipient the value of any fringe benefit provided by the employer that qualifies as any of the eight fringes:
(a) A no-additional-cost service
(b) A qualified employee discount
(c) A working condition fringe
(d) A de minimis fringe
(e) A qualified transportation fringe
(f) A qualified moving expense reimbursement
(g) A qualified retirement planning service
(h) A qualified military base realignment or closure fringe
5. The value of a fringe benefit is its FMV less the amount the employee is required to pay for it
6. The key to 132 is defining the nine fringes that qualify and determining whether a particular benefit fits within any of the exclusions
(a) Employee
(1) All of the exclusions require an employer-employee relationship but sometimes anyone receiving a de minimus is defined as an employee
a) The employee’s use of the benefit will qualify
(2) For qualified employee discounts and no-additional-cost services, use by close family members and surviving spouses generally will also qualify for exclusion.
(b) A no-additional-cost service
(1) A service regularly provided to the public by the employer, which the employer can provide to the employee without incurring significant additional cost (disregarding any amount paid by the employee) [132(b)]
(c) A qualified employee discount
(1) Three requirements:
a) An employee discount
1) This is the amount of the discount to employees, determined by comparing the price paid by the employees to the price paid by the general public [132(c)(3)]
b) Qualified property or services
1) These are services and property (other than real estate and securities) that the employer sells in the ordinary course of business [132(c)(4)] 
c) Limitation on discount
1) The discount cannot be in excess of a 20% discount for service [132(c)(1)(B)].  
2) For property, the discount must not be in excess of the “gross profit percentage” at which the property is sold to the public [132(c)(1)(A)].
(d) A working condition fringe
(1) A benefit provided to the employee that, if he or she had paid for it personally, would have generated a business deduction as a trade or business expense under 162 or as depreciation under 167 [132(d)]
(e) A de minimis fringe
(1) This is the provision of goods or services to the employee with a value so small that the accounting for the benefit would be unreasonable or administratively impractical [132(e)(1)]
a) A cash payment cannot be a de minimis fringe
(f) A qualified transportation fringe
(1) This means the employer-provided transit passes, transportation by van from home to office, or parking near the employer’s premises, within specified dollar limits ($105 for a transit pass and $200 parking in 2005) [132(f)(1)]
(g) A qualified moving expense reimbursement
(1) This is the amount paid to an employee for expenses that would be deductible as moving expenses under 217 [132(g)]
(h) An on-premises athletic facility
(1) The value of the facility to the employee may be excluded if it
a) Is on the business premises of the employer,
b) Is operated by the employer, and 
c) Is used mostly by employees [132(j)(4)]
(i) A qualified retirement planning service
(1) This includes any financial planning advice or consultation provided by an employer related to the retirement plan sponsored by the employer [132(m)(1)]
(j) A qualified military base realignment or closure fringe [132(n)]
7. The exclusions for no-additional-cost services, qualified employee discounts, and qualified retirement planning services apply only if the benefit is available on substantially the same terms to all employees and the employer does not discriminate in favor of highly compensated employees [132(j)(1)]
8. 132 does not apply to any fringe provided for in other IRC sections [132(l)]
IV. In-Kind Consumption (Residual Gross Income?)
A. Personal Benefits that are Incidental to Business Activity

1. United States v. Gotcher deals with what amounted to an expense-paid recruiting trip.  The trip did not constitute compensation, dividend, or any other specific category of GI; consequently, if the value of the trip was to qualify as GI, it must be because it falls within the “residual gross income” catchall language in 61(a).  

(a) Volkswagen set up a twelve-day expense-paid trip to Germany (to tour its facility) for Gotcher and his wife.  Upon returning to the US, Gotcher bought a 25% interest in a VW dealership offered to him before he left.
(1) The cost allocable to Mr. Gotcher is not GI, but the portion allocable to his wife is income.
(2) The concept of economic gain to the taxpayer is the key to 61

a) This concept contains two distinct requirements:  

1) There must be an economic gain, and 

2) This gain must primarily benefit the taxpayer personally

(3) In some cases, as in the case of an expense-paid trip, there is no direct economic gain, but there is an indirect economic gain in that a benefit is received without a corresponding diminution in wealth. 

a) Even though there was some leisure time, look to the predominant purpose of the trip.  In this case, it primarily benefited the party paying for it (VW) by helping to persuade Grotcher to invest in a dealership.
1) The economic benefit will be taxable to the recipient only when the payment of expenses serves no legitimate corporate purpose.

(4) For Mrs. Gotcher, however, this trip was primarily a vacation, and thus the expenses attributable to his wife are taxable.  The wife’s presence served no bona fide business purpose to her husband.

B. Free Samples

1. Haverly v. United States (1975)

(a) Various publishers sent unsolicited sample textbooks (having a total FMV of $400) to the principal of a public elementary school.  The principal subsequently donated the textbooks to the school’s library and claimed a charitable deduction.
(1) The receipt of unsolicited samples may sometimes raise the question of whether the taxpayer manifested the intent to accept the property or exercise “complete dominion and control” over it, but that is not an issue here: By donating the samples to a charitable institution and taking a deduction, the principal clearly demonstrated the requisite intent.  Therefore, the samples constitute GI.
2. It is quite possible that free samples are now excludable under 132(e) as de minimis fringe benefits

(a) “Employee” is defined (in Reg. 1.132-1(b)(4)) as “any recipient of a fringe benefit” (this definition is solely applicable in this context)

(1) Moreover, recall that the statutory definition of the de minimis “fringe benefit” is any property or service “the value which is (after taking into account the frequency with which similar fringes are provided by the employer to the employer’s employees) so small as to make accounting for it unreasonable or administratively impracticable.”  

V. Reimbursements, Refunds, Rebates, and Recoveries
A. Framing the Analysis
B. What if an expense or loss is coupled with either a right of reimbursement or recovery (say, under an insurance policy) or a possibility of reimbursement or recovery (through, say, a legal action for damages)?

1. Under the “suspended-deduction approach,” an otherwise-allowable expense or loss deduction is “suspended” or “held-open” pending resolution of the reimbursement or recovery issue, in which case the suspended expense or loss operates as a basis “offset” against the future recovery, preventing (to the extent of such “basis”) the receipt of the recovery from generating gross income.

2. The alternative, the “independent-receipt approach,” is to determine the proper tax treatment of the expense or loss (i.e., deductible or not) in the year paid or sustained and treat the reimbursement or recovery as a separate potential gross income item in the year received.

(a) Under this latter approach, another issue would be whether the inclusion or exclusion of the reimbursement or recovery is affected by whether or not the prior expense or loss was deducted.

C. General principles:

1. Insurance premiums (other than life insurance) are viewed as expenses that purchase services (insurance protection) for a period of time, which often involves more than merely paying claims.

(a) They are not capital expenditures that create basis for possible offset against any possible insurance recovery

(1) At the same time, the tax treatment of the insurance recoveries is not at all linked to the prior payment of premiums

2. Tax law generally (but not exclusively) adopts the independent-receipt approach

(a) As a result, the tax treatment of the expense or loss is not held in abeyance to see if a recovery materializes, and any later undoing, reversal, or modification is treated as a separate tax event

D. Insofar as the tax treatment of expenses and losses is separated from the tax treatment of reimbursements and recoveries, it follows that it cannot be the case that reimbursements and recoveries are per se excluded from GI.
E. Employee Expense Reimbursement Arrangements
1. “Working condition fringe” means any property or 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 162 or 167
2. Amounts treated as paid under an accountable plan are excluded from the employee’s GI [Reg. 1.62-2(c)(4)]
(a) An accountable plan is one that
(1) Covers reimbursement only of expenses that would be deductible by the employee (if paid by the employee directly, and
(2) Requires the employee to properly account to the employer (including the return of any amount in excess of the business expense)
a) In short, both reimbursements and expenses are ignored
b) Any reimbursement for a nondeductible expense is included in the employee’s GI
3. Amounts treated as paid under a non-accountable plan are included in the employee’s GI [Reg. 1.62-2(c)(5)]
4. Expenses attributable to amounts included in the employee’s GI may be deducted, provided the employee can substantiate the full amount of his or her expenses (i.e., the amount of the expenses, if any, the reimbursement for which is treated as paid under an accountable plan as well as those for which the employee is claiming the deduction) 
(a) But only as a miscellaneous itemized deduction subject to the limitations applicable to such expenses (e.g., the 80% limitation on meal and entertainment expenses provided in 274(n) and the 2% floor provided in 67)
F. Customer Rebates
1. Revenue Ruling 76-96
(a) Treats the purchase of an asset and a relevant rebate as two separate events, with the purchaser first taking a basis in the cost of the asset and then treating the rebate as a subsequent, tax-free basis reduction
(b) The purchaser’s receipt is considered to be a “return of capital” on his investment (and therefore is not included in the purchaser’s GI)
(c) As long as the basis of the asset is equal to or greater than the amount of the cash rebate, the cash is not GI and the basis of the asset is reduced by the amount of cash received
(d) However, if the cash exceeds the basis in the asset, the excess of the cash over basis must be gain or income (because the basis has been exhausted)
G. Third Party Reimbursements
1. There are no specific IRC provisions dealing with damages received for non-personal injuries or with the tax treatment of a person whose personal liabilities are absolved by liability insurance.  

2. Clark v. Commissioner (1939)
(a) Clark was paid $20,000 by his attorney as compensation for poor tax advice (which resulted in a loss of that amount).  The IRS argued that this sum should be included in GI because it constituted taxes paid by a third party (and thus constituted income). 

(1) The court disagrees – Clark paid his own taxes.  Clark paid the taxes computed in the erroneous return.  In paying that obligation, he sustained a loss which was caused by the negligence of his tax attorney.  The resulting sum was paid to him as compensation for his loss.

3. Perhaps the only difference between the situation in Clark and payments received under an insurance policy is that obligations in the insurance situation are purchased in advance through the payment of premiums, whereas the obligation of the tax counsel to pay part of Clark’s liability to the IRS arose after the fact out of tort law.

(a) Note, however, that in an insurance scenario, the insurance company usually pays the claimant directly (rather than paying the insured and trusting the insured to pay the claimant)

(1) Also observe that there is no economic difference between the insurance company’s direct payment to the claimant, and a deemed payment by the insured to the claimant followed by a deemed reimbursement to the insured by the insurance company.

4. Whenever a taxpayer makes a nondeductible payment and is reimbursed for that outlay (regardless of whether the reimbursement comes from a third party such as an insurance company or a tortfeasor), in situations that make clear that the reimbursement is not “disguised” compensation or a dividend, etc., the earlier nondeductible payment creates the “basis” necessary to shield the reimbursement from tax.

(a) i.e., in Clark, it was not the payment of the tax that created the basis (the tax payments are nondeductible expenses that do not create basis under 275), but rather the payment of an amount that would not have been payable but for the negligence of his tax advisor.  The payment of only that portion constituted a nondeductible capital expenditure in the tax sense (and thus creates basis) because it created a right of reimbursement under tort law.
H. Damage Recoveries
1. 104(a)(2) excludes compensatory recoveries relating to personal physical injury or sickness – all damages that flow therefrom treated on account of physical injury except punitive damages whether or not recipient of the damages is the injured party
(b) There is an exception [104(c)] for compensatory recoveries received in connection with employment-based claims for race, age, and sex discrimination, which are not considered “physical” injuries and are not excluded from GI – emotional distress is not a physical injury or sickness
(c) There is also an exception to the “physical injury” requirement in the case of damages paid to compensate for medical treatment for emotional distress 

(1) Because all damages received on account of physical injury or physical sickness are excludable from GI, the exclusion from GI applies to any damages received based on a claim of emotional distress that is attributable to a physical injury or physical sickness.
2. Punitive damages are always included in GI 
5. Expenses for legal fees allocable to exempt damage awards are nondeductible 
6. Expenses for legal fees allocable to included damages awards are deductible
(a) What does “allocable” (to tax-exempt income) mean in this context?
(1) If a recovery comprises both 104(a) exempt amounts (e.g., compensatory damages for a physical injury) and non-exempt amounts (e.g., punitive damages), any related expenses are to be apportioned between the exempt and non-exempt components of the recovery on a pro rata basis, and only the amount allocable to the included portion is deductible under 212
VI. Realization of Income and Gains
A. Borrowing and Loan Repayments
1. The creation of a loan does not generate income for either the debtor or the creditor.  
(a) The inflow of funds (the loan proceeds) to the debtor, which might otherwise be viewed as an economic benefit, is offset by the debtor’s promise to repay the debt.
(b) Similarly, the creditor’s receipt of the debtor’s note or other evidence of indebtedness, which could be viewed as the receipt of an economic benefit, is offset by the outflow of the loan proceeds.
(c) Repayment of the loan does not generate income for either party.
(d) The creditor’s inflow (repayment) is offset by the creditor’s return of the note.  The debtor’s receipt of his or her note, even if it qualifies as an economic benefit (which it may not), is offset by repayment.
(e) Thus, neither the making of the loan nor repayment generates income.
2. All interest on indebtedness (paid or accrued during the taxable year) is deductible [163(a)]
3. Business debts
(a) Any debt that becomes worthless during the year is deductible [166(a)(1)]
(b) Any debt that is recoverable only in part is deductible up to the amount that is written off [166(a)(2)]
4. Non-business debts 
(a) Any loss resulting from a debt that becomes worthless during the year is considered a loss from the sale or exchange of a capital asset held for not more than one year [166(d)(1)(B)]
5. Below-market demand, term, and gift loans are re-characterized so that the creditor includes the appropriate amount of interest in GI [7872(a)(1)]
(a) The foregone interest on gift loans and demand loans is treated as transferred from the lender to the borrower, and re-transferred from the borrower to the lender on the last day of the year [7872(a)(1)(A),(B)]
(1) Each leg of the transaction must be characterized in accordance with its substance, i.e., gift, interest payment, compensation, etc.
(b) With respect to other types of below-market loans, 7872 identifies the excess of the amount loaned over the present value of all payments to be received under the loan.
(1) It treats the lender as transferring this amount to the borrower on the date the loan is made.  The below-market loan is then treated as having OID in the same amount [7872(b)].
a) The deemed transfer from the lender to the borrower must be characterized in accordance with its substance (as, e.g., a gift or compensation)
b) The characterization of the loan as having OID means the creditor must include a ratable portion of the OID in GI over the term of the loan
(c) A demand loan is a loan payable on demand of the creditor [7872(f)]
(1) It is below-market if its stated interest is less than the applicable federal rate at the time of the making of the loan [7872(e)(1)(A)]
(d) A term loan is payable on a certain date fixed or determinable by the loan instrument [7872(f)]
(1) It is below-market if the amount loaned is greater than the PV of the payments due under the loan (using the federal rate) [7872(e)(1)(B)]
(e) A gift loan is a loan in the context of which the creditor’s forbearance of interest is properly viewed as a gift [7872(f)]
(1) Does not apply to gift loans between individuals if the total outstanding principal amount for all loans between them is <= $10,000 [7872(c)(2)]
(2) If the total amount of gift loans between two related parties does not exceed $100,000, the amount recast as interest income to the lender is limited to the investment income of the borrower [7872(d)(1)]
(f) 7872 does not apply to compensation-related and corporation-shareholder loans if the total outstanding principal amount of all loans made to the employee/shareholder does not exceed $10,000 [7872(c)(3)]
(g) If corp makes a below market loan to a shareholder, the forgone interest would be a dividend includible under §§ 61(a)(7) and 301(c)(1) by the borrower and nondeductible to the corp – imputed to corp under § 7872
B. Contingent and Phantom Repayment Obligations
1. Contingent Repayment Obligations

(a) A true loan, for tax purposes, is an amount that is subject to an absolute obligation to repay

(1) It is only because of this obligation that the borrower is not considered to have realized a “net wealth accession” in the year of receipt

(b) But sometimes a taxpayer receives cash subject to a contingent obligation to repay the cash in the future.  In some cases the taxpayer knows of the contingency in advance, but in many cases he or she is taken by surprise.
(1) Regardless, the tax law generally follows the “annual-accounting approach,” which requires inclusion in the year of receipt and allowing a deduction if and when the contingency ripens and repayment occurs

(c) North American Oil Consolidated v. Burnet
(1) A taxpayer includes an item in GI if he or she has a claim of right to it, regardless of uncertainties about future relinquishment. 
a) A claim of right exists when the taxpayer has a colorable legal claim to the item of income and has it without restriction of disposition.

(d) Note that not every situation that looks like a receipt accompanied by a contingent repayment obligation is treated as such for purposes of applying North American Oil. 

(1) e.g., you would think that the receipt of a security deposit would result in immediate income recognition under North American Oil.  
a) However, the Court has ruled otherwise: There is a difference between a sum designated as a prepayment of rent – which is taxable upon receipt – and a sum deposited to secure the tenant’s performance of a lease agreement.

(e) Commissioner v. Indianapolis Power & Light Co. (1990) 
(1) An electric utility required deposits from certain credit-risk customers to secure the payment of utility bills.  When a customer terminated its electric service, it could either pay the entire bill and receive a refund of its deposit, or apply the deposit to the final bill.  The company did not include the deposits in GI when received.

a) These deposits appeared to be accompanied by a mere contingent liability because the repayment of each deposit hinged on the customer satisfying his or her contractual obligations.  
1) Under this interpretation, North American Oil would treat the deposits as GI to the utility at the time they were received (and the utility would deduct any actual repayment of the deposits to customers).  
 a. The Court, however, characterized it differently.

b) In substance, there was an absolute obligation to repay in every case.  In those instances where the utility appeared to “keep” the deposit for nonpayment of an electric bill, there was actually a deemed repayment of the deposit by the utility to the customer, followed by a deemed payment immediately back to the utility as an “electricity payment.”  

1) Thus, at the time the deposits were received, the utility was entitled to exclude them as “true loans.”  If and when the deposit was applied to a bill in default, it would constitute GI at that later time.

(2) This case illustrates the relationship between “whether” a taxpayer has GI and “when” a taxpayer has GI.  If amounts called deposits are advance income, they are included in GI in the year of receipt.  But if they are true deposits, the GI is properly taken into account if and when the deposits are applied against the customer’s bill.

(f) U.S. v. Lewis (1951) 
(1) In 1944, Lewis received a $22,000 bonus from his employer and included it in GI.  He subsequently learned that there was a mistake in the bonus computation and he was required to return $11,000 to his employer in 1946.  Since the reimbursement was an expense incurred in his trade or business of being an employee, Lewis was clearly entitled to a 1946 deduction for the $11,000 repayment.  However, Lewis did not want the deduction in that year because his 1946 marginal rate was lower than his 1944 marginal rate, which meant that the tax savings from the 1946 deduction would be less than the 1944 tax paid on the $11,000 amount.  He wanted to file an amended 1944 return and re-compute his tax by excluding from GI the $11,000 that he repaid two years later.

a) The Court held that he was only entitled to the 1946 deduction.  
1) Lewis received the bonus under a claim of right.  The “mistake” as to his right does not relieve him of the obligation of reporting it in 1944 (when it arose), since he had a right to the GI and received it w/o restriction.  The subsequent obligation to repay arose two years later; thus, there was no “error” on the 1944 return that would justify filing an amended return.
(g) Congress enacted 1341 to provide relief to taxpayers like Lewis.  It provides the taxpayer with the economic result sought in Lewis but through a method other than an amended return for the inclusion year resulting in a tax refund with interest.  Instead, the matter is taken care of in the repayment year.

(1) 1341 is available only if

a) The income was obtained under a “claim of right”

1) Making 1341 treatment inaccessible to taxpayers who obtain their income illegally

b) The taxpayer is entitled to a repayment deduction of > $3,000, and

c) The fact that the taxpayer did not have an unrestricted right to the income was established after the close of the inclusion year

1) Prevents 1341 treatment for taxpayers who are actually entitled to keep the income but who choose to make a voluntary repayment

(2) If the taxpayer is not eligible to use 1341, a deduction for the repayment or refund under either 162 or 165 is still potentially available.
2. Phantom Repayment Obligations

(a) James v. United States (1961) 
(1) A union official embezzled more than $738,000 over a three-year period.  He failed to report these amounts in GI and was convicted of willfully attempting to evade the federal income tax in violation of 7201 

a) 61(a) has been held to encompass all “accessions to wealth, clearly realized, and over which the taxpayers have complete dominion” [Glenshaw Glass]
1) A gain constitutes TI when its recipient has such control over it that, as a practical matter, he derives a readily realizable economic value from it.
b) When a taxpayer acquires earnings, lawfully or unlawfully, w/o the consensual recognition, express or implied, of an obligation to repay and w/o restriction as to its disposition, he has received income which he is required to return, even though it may still be claimed that he is not entitled to retain the money, and even though he may still be adjudged liable to restore its equivalent

1) In such a case, the taxpayer has actual command over the property taxed – the actual benefit for which the tax is paid

2) This standard brings wrongful appropriations within the broad sweep of “gross income,” but at the same time, it excludes loans 

 a. If, when, and to the extent that the victim recovers back the misappropriated funds, there is a reduction in the embezzler’s GI
(b) It is hard to generalize with any precision from the differing case law, but roughly speaking a bona fide debt requires a reasonable expectation of repayment
(1) In gleaming intent to repay, courts consider such factors as whether

a) There is a repayment schedule

b) Interest payments are provided for

c) The borrower has a sufficient cash flow (present and future) to repay

d) The borrower’s net worth can realistically support repayment

e) The loan is secured by meaningful collateral

f) The loan is subordinate to other debt

g) The lender intends enforcement

(2) In short, this issue is highly fact-intensive
VII. Debt-Discharge Income
A. Applies to borrowers who, through debt cancellation or otherwise, escape having to repay their debts
B. 61(a)(12) includes income from discharge of indebtedness in a debtor’s GI
1. When the creditor forgives or discharges all or part of a loan, the debtor has income in the amount of the forgiveness or discharge.
(a) To identify a potential discharge of debt situation, look for a creditor accepting (or being required to accept), in satisfaction of a debt, less than the creditor originally contracted to receive.
C. There are two rationales for recognizing discharge of indebtedness income:
1. “Freeing of assets” theory [Kirby]
(a) The discharge “frees up” assets of the debtor, generating income to the debtor.  This rationale is problematic, because not every discharge frees assets of the debtor.
2. Economic benefit rationale
(a) The debtor has income because discharge removes all or part of the offsetting obligation to repay, which prevented the debtor from having income at the creation of the loan.  Thus the debtor has enjoyment of the loan proceeds (in whole or in part) without the offsetting obligation to repay, resulting in a net economic benefit to the debtor.
D. When the creditor receives less than it originally loaned, it may be entitled to a deduction as a result of discharge of indebtedness.
E. Common examples of non-discharge
1. No real debt, no real discharge
(a) Zarin v. Commissioner (1990)
(1) Zarin was a compulsive gambler.  Resorts, a casino, extended credit to him in the form of allowing him to purchase $3 million worth of chips in violation of state law.  The two parties agreed that Zarin would pay $500,000 in satisfaction of the debt, and he did.
a) Zarin had no discharge of indebtedness income - there was no debt
1) 108 requires either that 
 a. The taxpayer be liable for the debt, or
 b. The taxpayer hold property subject to the debt
2) The debt was unenforceable under state law, so Zarin was not liable for the debt.  
3) Moreover, because the chips were not property under state law, they were not property securing a debt.
2. Contested liability doctrine
(a) If a taxpayer in good faith disputes the amount of the debt, a subsequent settlement of the debt is treated as the amount of the debt for tax purposes [N. Sobel, Inc. v. Commissioner (1939)]
3. Repayment by another
(a) Repayment of a taxpayer’s debt by the taxpayer or another person does not create discharge of indebtedness income because the creditor has not taken less than the originally agreed-upon amount.  Instead, the repayment by another may be another type of income to the taxpayer, includible in his or her GI.
4. No discharge event
(a) If the creditor receives what it bargained for, there is no discharge.  In the usual situation, it will be easy to see whether the creditor received the principal amount in repayment.  But in some unusual situations, the creditor may receive exactly what it bargained for, even if that is not what it originally loaned the debtor.
F. A taxpayer with discharge of indebtedness income may be able to exclude the income from GI (a) if the discharge is intended as a gift, or (b) under 108
G. 108 provides an exclusion from GI for certain types of indebtedness income  
1. Note that the exclusion is generally conditioned upon the taxpayer giving up certain tax benefits.
2. The 108 exclusion applies if any of the following four conditions apply:
(a) Bankruptcy
(1) The discharge occurs in a title 11 (bankruptcy) case [108(a)(1)(A)]
a) This exception takes precedence over the insolvency rule, so that none of the discharged debt is included in the debtor’s GI, even to the extent that the debtor is made insolvent by the debt cancellation
(b) Insolvency
(1) The discharge occurs while the taxpayer is insolvent (in this case, the exclusion is limited to the amount of the insolvency) [108(a)(1)(B)]
a) A taxpayer is insolvent if, and to the extent that, his or her liabilities exceed the FMV of his or her assets [108(d)(3)]
1) Insolvency is determined immediately prior to discharge
(c) Farm debt
(1) The indebtedness discharged is “qualified farm indebtedness” [108(a)(1)(C)]
a) The definition is quite technical – generally commercial or governmental debt incurred by a person whose primary business is farming [108(g)(2)]
(d) Real property debt
(1) Applies only if the taxpayer is not a C corporation and the indebtedness discharged is “qualified real property business indebtedness” [108(a)(1)(D)]
a) Again, the definition is technical, but it generally means debt incurred in connection with real property used in a trade or business and secured by that property [108(g)(3)(C)]
1) The amount excluded here is applied to reduce the basis of the depreciable real property of the taxpayer [108(c)(1)]
 a. This amount is subject to limitations in 108(c)(2)
H. The provisions of 108 generally defer debt-discharge income in certain situations rather than completely forgiving it  

1. 108(b)(2) achieves deferral by mandating that the amount excluded under 108(a)(1) must reduce certain favorable tax attributes possessed by the taxpayer

(a) These attributes include certain deduction carryovers, certain tax credit carryovers, and the basis of property, all of which would ordinarily reduce the taxpayer’s tax liability in future years
(1) The effect, then, is to increase the taxpayer’s future tax bills
I. The taxpayer may elect to apply any portion of the reduction referred to in 108(a)(1) to the reduction (under 1017) of the basis of the depreciable property of the taxpayer [108(e)(5)]
1. This amount may not exceed the aggregate adjusted bases of the depreciable property held by the taxpayer as of the beginning of the taxable year following the year in which the discharge occurs
J. Special Rules and Exceptions
1. “Paying the piper”

(a) The exclusion from GI is not “free.”  For each dollar of exclusion claimed by the taxpayer because of any exclusion (other than real property business indebtedness), the taxpayer must also give up a dollar of tax attributes or reduce the basis of his or her depreciable property [108(b)(1)]
(1) Tax attributes are reduced in this order [108(b)(1),(2)]:
a) Net operating losses and carryovers
b) Certain tax credits
c) Capital loss carryovers
d) Passive activity loss carryovers, and
e) Foreign tax credit carryovers
(2) The taxpayer may elect in certain cases to apply the exclusion amount to reduce the basis of his or her depreciable property, up to the basis of that property [108(b)(5)(A)]
2. Purchase price adjustment 
(a) A discharge of debt will be treated as a purchase price adjustment (which has no tax consequences) if the seller of property reduces the debt incurred to acquire the property, and the reduction does not occur in a Title 11 case or when the purchaser is insolvent [108(e)(5)]
3. Student loans
(a) GI does not include any discharge of a student loan if the discharge occurs because the student works for a certain period of time for a nonprofit or governmental organization [108(f)(1)]
4. Stock for debt
(a) If a corporation issues stock to a creditor in satisfaction of the debt it owes to that creditor, the corporation is considered to have satisfied the debt with an amount of money equal to the FMV of the stock.  This may lead to the discharge of indebtedness income, which in turn may (or may not) be excluded under 108 [108(e)(8)]
5. Qualified farm indebtedness
(a) The total qualified farm indebtedness that can be excluded is limited to an amount roughly equal to three times the taxpayer’s tax attributes plus the bases of assets [108(g)(3)(A),(B)]

VIII. Debt and Property
A. If an amount is excluded from GI under 108(a) and any portion of such amount is to be applied to reduce basis (under 108(b)(2)(E),(b)(5), or (c)(1)), then 
1. Such portion is applied in reduction of the basis of any property held by the taxpayer at the beginning of the taxable year following the year in which the discharge occurs [1017(a)]
(a) 1017(b)(2) limits this amount when the exclusion from debt-discharge income is due to bankruptcy [108(a)(1)(A)] or insolvency [108(a)(1)(B)]
(1) This reduction may be applied only to depreciable property held by the taxpayer [1017(3)(A)]
B. The Effect of Debt on Basis

1. A nonrecourse debt is a secured obligation for which the debtor is not personally liable

(a) The lender’s only remedy on default is foreclosure on the property security (i.e., the asset securing the debt is the sole source of payment)

2. A recourse debt is one for which the debtor is personally liable

(a) Whether or not the debt is secured by property, the lender can proceed against the debtor and garnish his wages, impose liens on his property, etc. 

3. Borrowed funds are included in computing the basis of property acquired [Crane v. Commissioner]

(a) As a corollary, repayment of the debt does not increase the taxpayer’s basis.  

4. Post-acquisition debt that happens to be secured by a piece of property does not increase the basis of that property (except to the extent that the debt proceeds are used to permanently improve the property, which causes a basis increase under the general rule of 1016(a)(1))

C. Reduction in Acquisition Debt

1. Purchase-money debt (i.e., the seller of property is also a lender)

(a) A reduction in purchase-money debt is treated as a purchase price reduction rather than a debt discharge [108(e)(5)]
(1) Note, however, that this only applies to reductions of purchase-money debts owed to sellers of property – it does not apply if the debt is owed to a services provider who also lent the money to purchase the services.
2. If the taxpayer is discharged from all or a portion of a nonrecourse liability, and there is no disposition of the collateral, then the taxpayer realizes discharge of indebtedness income equal to the amount of the discharge [Revenue Ruling 91-31]

(a) Note, however, that a discharge of “qualified real property business indebtedness” (as defined in 108(c)(3)) is, at the taxpayer’s election, excluded from GI, but only to the extent (if any) of the excess of 

(1) The pre-reduction debt, over 

(2) The then value of the property 
a) The amount excluded reduces the basis of the taxpayer’s depreciable real property [108(a)(1)(D)].
D. Disposition of Property Encumbered by Debt

1. The relief of debt upon disposition of property must be included in the “amount realized.”  The original exclusion of the borrowed amount from GI under the borrowing exclusion (not inclusion in property basis) justifies this conclusion.  
E. The Effect of Negative Equity on Amount Realized

1. Relief from nonrecourse debt resulting from the transfer of property is included in the amount realized, regardless of the FMV of the property [Tufts v. Commissioner, 7701(g), Reg. 1.1001-2(a)(1),-2(a)(4)(i),-2(b)]
2. Relief from recourse debt in excess of the securing property’s FMV produces an amount realized on the transfer equal to the property’s FMV and debt-discharge income in the amount of the excess debt.
F. Gain or loss from the sale or disposition of property is determined by the difference between the amount realized and the adjusted basis [1001(a)]

1. The amount realized equals the sum of

(a) Any money received + FMV of property received [1001(b)]

2. In determining the amount realized 

(a) Do not account for any amount received as reimbursement for real property taxes which are treated under 164(d) as imposed on the purchaser [1001(b)(1)]

(b) Do account for any amount representing real property taxes which are treated under 164(d) as imposed on the taxpayer if such taxes are paid by the purchaser [1001(b)(2)]

3. The entire amount of any gain or loss shall be recognized [1001(c)]

G. In determining the amount of gain or loss with respect to any property, the FMV of such property shall be treated as being not less than the amount of any nonrecourse indebtedness to which the property is subject [7701(g)]
IX. Realization of Gross Income
A. Changes in Form of Existing Assets

1. A transaction that merely changes the form of a taxpayer’s existing asset is generally not considered a realization event

(a) Distinguish this from exchanges of one asset for another, which are realization events under 1001

2. Stock Dividend

(a) Pro rata stock dividends are generally not GI, but non-pro rata stock dividends are GI [305]

3. Stock Split
(a) A shareholder does not recognize gain or loss in a stock split, provided that the stock received is of the same general type (common or preferred) as the stock given up [1036]

(1) If a stock dividend or stock split does not give rise to realized or recognized income, gain, or loss, the taxpayer’s basis in his aggregate investment remains the same, and the old basis is reallocated among the increased number of shares now comprising the investment

B. Enhancement of Reversionary Interests

1. A reversionary interest is a right to recover and enjoy property after the expiration of a possessory interest granted to another person by the owner

(a) The coming into possession of a reversion is not generally treated as a realization event

2. The most common form of a reversion occurs when a property owner enters into a lease: the lessor creates a vested reversion which takes effect upon the expiration of the lease

3. But when is the value of the improvements realized as GI by the lessor?  In the year constructed by the tenant?  In the later year in which the lease terminates?  In the later year in which the property is sold by the lessor?

(a) A lessor does not generally realize GI with respect to lessee improvements upon the termination of the lease [109]
(1) Since the improvements are not included in the lessor’s income, the lessor has no basis with respect to the improvements [1019]

(2) Thus, the lessor has not income or gain with respect to the improvements until the property is sold or otherwise disposed of, at which time the value of the improvements produces a commensurately larger amount realized (if any) under 1001

(3) Moreover, the resulting gain or loss may well be treated as capital gain or loss (if it was realized on the sale or exchange of a capital asset) instead of ordinary income 
a) Income derived by the lessor but excluded under 109 affects neither the basis nor the adjusted basis of any portion of the real property [1019]
(b) If a lessee pays any of the expenses of his lessor, such payments are additional rental income of the lessor [Reg. 1.61-8(c)]

(1) If a lessee places improvements on real estate which constitute, in whole or in part, a substitute for rent, such improvements constitute rental income to the lessor [Reg. 1.61-8(c)]
a) Whether or not improvements made by a lessee result in rental income to the lessor in a particular case depends upon the intention of the parties.  This intent may be indicated either by the terms of the lease or by the surrounding circumstances [Reg. 1.61-8(c)]
4. An employer paying an employee with in-kind property has to recognize gain or loss under 1001 equal to the difference between the value of the property and the employer’s basis, based on the idea that the employer received services of equal value to the value of the property transferred [International Freighting Corp. v. Commissioner, Reg. 1.83-6(b)] 
(a) Note that this interpretation is somewhat strained since 1001(b) defines amount realized only in terms of “money or property”
5. Transfers of property between husbands and wives, or between former spouses if incident to a divorce, do not produce realized gain or income to either party, although the transferor’s basis does carry over to the transferee w/o adjustment [1041]
X. Commercial and Non-Arm’s Length Bargain Purchases
A. The term “bargain purchase” refers to the purchase of property for an amount less than FMV
1. It can occur at arm’s length in commerce, or
2. A non-arm’s-length transaction in which the seller is attempting to effect a disguised transfer of value to the buyer
(a) The tax issue posed by this latter scenario is whether the buyer realizes income or gain at the time of purchase, when his or her wealth increases, or can defer realization until the property purchased at a bargain is ultimately sold
B. Commercial bargain purchases do not give rise to realized GI when made
C. Non-arm’s-length Bargain Purchases
1. Concerns situations where bargain purchases might be used as a subterfuge to cause economic income to disappear from the tax system.  This possibility typically exists where the parties have a preexisting relationship that involves the systemic transfer of wealth from one party to the other (as wages, dividends, etc.), e.g., employers/employees or corporations/shareholders
(a) A bargain sale by a corporation to a shareholder produces GI for the shareholder equal to the amount of the discount
(1) The discount is nothing more than a disguised dividend, and 61(a)(7) specifically lists dividends as includible in GI
(b) Similarly, a bargain purchase by an employee from an employer is compensation income to the employee [83(a)]
(1) Unlike true arm’s-length bargain purchases where the discount is not known to the seller because of the uniqueness of the item, in these situation assets are typically standard consumer and investment items that have a known current value
XI. Employee Stock Options
A. Employee stock options are call options granted, usually w/o explicit charge, by corporate employers to their employees
1. The option gives the employee a right to purchase the employer’s stock at a fixed (or perhaps formula) price during a specified future period
2. It is expected (as with any call option) that the employee will exercise the option if the stock FMV rises about the option price, because only then will the employee be in a position to make a bargain purchase of the stock
(a) If the stock value never rises above the option price, it is expected that the option will be allowed to lapse
B. The employee realizes ordinary compensation income on the grant date if the option has a readily ascertainable value at that time [83(a)]
1. In such a case, the ordinary income amount is the option’s FMV on the grant date, the employee takes a FMV cost basis in the option, and there is no further income when the option is exercised.
(a) The employee’s basis in the stock obtained through exercise of the option is the sum of his basis in the option (equal to the amount included in GI on receipt of the option) plus the price paid under the option to obtain the stock.
(b) On a subsequent sale or exchange of the stock, the excess of the amount realized over the stock’s basis (even if attributable solely to a low option price) would be capital gain.
(1) Note that these rules rarely apply, however, because Reg. 1.83-7(b) provides that a stock option can have a “readily ascertainable fair market value” only if it meets stringent conditions that are almost never satisfied by options granted to employees.
2. An employee receiving an option without a “readily ascertainable fair market value” realizes no income on receipt [83(e)(3)], but has ordinary income under 83(a) when the option is exercised.  
(a) The income amount is the difference between the price paid for the stock and its FMV at the time of exercise
(1) The employee’s basis in the stock is the sum of the purchase price plus the amount of income arising from exercise of the option 
a) i.e., the total basis will be equal to the stock’s FMV at the time the option is exercised
C. Statutory Analysis: Property Transferred for Performance of Services [83]
1. If property is transferred to any person other than the person for whom such services are performed, the excess of
(a) The FMV of such property (determined w/o regard to any restriction other than a restriction which by its terms will never lapse) at the first time the rights of the person having the beneficial interest in such property are 
(1) Transferable, or 
(2) Are not subject to a substantial risk of forfeiture (whichever occurs earlier), over
a) The amount (if any) paid for such property
1) Shall be included in GI of the person who performed such services in the first year in which the rights of the person having the beneficial interest in such property are transferable or are not subject to a substantial risk of forfeiture, whichever is applicable.
 a. This rule does not apply if the person sells or disposes of the property in an arm’s length transaction before his rights in the property become transferable or not subject to substantial risk of forfeiture [83(a)].
i. Note the exception to this rule immediately below
2. This last provision may not apply if the person makes an election to include in his GI the excess of 
(a) The FMV of the property at the time of transfer (determined w/o regard to any restriction other than a restriction which by its terms will never lapse), over
(1) The amount (if any) paid for such property [83(b)]
3. The rights of a person in property are subject to a substantial risk of forfeiture if such person’s rights to full enjoyment of the property are conditioned upon the future performance of substantial services by any individual [83(c)(1)]
4. The rights of a person in property are transferable only if the rights in such property of any transferee are not subject to a substantial risk of forfeiture 
5. 83 does not apply to 
(a) A transaction to which 421 [“certain stock options”] applies [83(e)(1)]
(1) 421 creates a special class of so-called “incentive” stock options which enjoy preferential status when certain restrictive conditions (set forth in 422) are met:  
a) The option price must be at least equal to the FMV of the underlying stock at the time the options are granted
b) The stock itself must be held for 
1) At least two years after the date of grant, and
2) One year after the date of exercise
(2) If these conditions are satisfied, then neither the grant nor the exercise of the option results in TI to the employee (or a deduction to the employer)
a) Gain is deferred until the stock is sold 
1) This gain will be treated as capital gain and the employee will have no ordinary compensation whatsoever
(b) The transfer of an option w/o a readily ascertainable FMV [83(e)(3)]
6. In determining the holding period for purposes of 83(a), the period begins at the first time the rights in the property are transferable or are not subject to a substantial risk of forfeiture, whichever occurs earlier [83(f)]
7. If 83 applies, the employer is entitled to a corresponding 162 deduction [83h)]
XII. Support Obligations in a Broken Family
A. Cash Payments
1. “Alimony or separate maintenance payments,” as defined in 71(b), are GI to the recipient [71]; these same amounts are deductible by the payor [215].
(a) This statutory scheme shifts the burden of the tax on these payments from the payor (under Gould v. Gould) to the payee
(1) Child support payments continue to be subject to the Gould rule, and as such are excluded from GI under 71(c)
a) If any payment is reduced

1) On the happening of a contingency relating to a child (such as attaining a specified age, marrying, dying, leaving school, etc.) or
2) At time which can clearly be associate w/ a contingency
 a. Then the amount of the reduction will be treated as child support 
B. Alimony Support Trusts
1. An ongoing support obligation might be made more secure through advance “funding,” i.e., through the use of an irrevocable trust created by the wealthier spouse that provides for distributions to an ex-spouse and/or one or more children (minor or adult)
(a) The general idea is that distributed trust income is taxed to the beneficiary and undistributed trust income is taxed to the trust itself
(1) Income distributed from an “alimony” trust is taxable to the recipient, not the trust grantor, regardless of whether the relevant state court retains jurisdiction to modify the tax settlement [682]
a) Child support trusts are not subject to 682, but under 677(b) income from a child support trust that is actually distributed in satisfaction of an ongoing child support obligation of the trust grantor is taxed to the grantor
1) In sum, there is one big benefit to using an alimony trust over direct payments: Alimony trust payments are not subject to 71(f)
C. Property Transfers
1. 1041 governs all transfers of property between currently married spouses, as well as transfers between former spouses if the transfers are “incident to divorce” within the meaning of 1041(c) (see below); 1041 also covers transfers in trust for the benefit of the spouse or ex-spouse.
(a) Any 1001 gain or loss that may be realized is not recognized [1041(a)]
(1) 1041(a) does not apply if the transferor spouse is a nonresident alien
(b) The transferee can exclude the value of the receipt as though it were a gift, even if it is clearly not a transfer otherwise satisfying the Duberstein test [1041(b)]
(c) The transferor’s basis carries over to the transferee, even if the property has a built-in loss that would otherwise be subject to the lower-of-basis-or-FMV rule for gifted property or even if the property transfer is structured as a sale for cash [1041(b)(2), 1015(e)]
(1) A transfer of property is incident to a divorce if the transfer occurs
a) Within 1 year after the date on which the marriage ceases, or
b) Is related to the cessation of the marriage
1) A safe harbor is provided for transfers that are contemplated by the divorce decree and occur within six years of dissolution or thereafter if there is a good reason for delay [Reg. 1.1041-1T(b)]
 a. A property transfer made > 1 year after the marriage is terminated (and is not mentioned in the divorce decree) is rebuttably presumed to be unrelated to the cessation of the marriage
(d) Indirect transfers or property may qualify for non-recognition

(1) A transfer to a third party on behalf of a spouse will qualify if it is specifically provided for in the divorce decree, or if it is requested or ratified by the recipient spouse [Reg. 1.1041-1T(c)]
a) This is treated as a transfer by one spouse to the other, and a transfer by the latter to the third party
Personal Deductions
I. Medical Expenses
A. 213 allows an itemized deduction for medical expenses paid or incurred by the taxpayer for care of the taxpayer or his spouse or dependants, to the extent that these expenses exceed 7.5% of AGI [213(a)]
B. Medical expenses are expenditures for the diagnosis, cure, relief, or treatment of disease or bodily malfunction, for medical insurance, and for transportation and lodging when seeking care [213(d)(1)(A)-(C)]
1. The cost of maintaining or improving general health or fitness (e.g., gym memberships) does not qualify 
C. Expenses for cosmetic surgery do not qualify as medical expenses unless the procedure is necessary to ameliorate a deformity arising from a congenital abnormality, a personal injury, or disfiguring disease [213(d)(9)]
D. Long-term care insurance is insurance to provide for the care of an individual who is chronically ill and need assistance in daily activities.  Medical expenses includes a portion of the premiums paid for long-term care insurance [213(d)(10)]
1. In 2005, the amounts are as follows:
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$3,400
E. Expenditures for permanent improvements of a residence or for equipment may be medical expenses if specifically necessary for treatment of a medical condition [Reg. 1.213-1(e)(1)(iii)]

1. If the improvement increases the value of the property, only the excess of the cost of the improvement over its effect on the increased value of the property will considered a medical expense [Hollander v. Commissioner]

F. Special rules and exceptions

1. Insurance

(a) Amounts received as payments under insurance plans reduce a taxpayer’s medical expenses [Reg. 1.213-1(a)(3)(ii)]

(1) Recall, however, that reimbursement from accident and health plans generally are not included in a taxpayer’s GI

2. Child of divorced payments

(a) Both divorced parents may treat their child as a dependent for purposes of claiming a deduction for the child’s medical expenses [213(d)(5)]

G. Common medical expenses (subject to 2.5% of AGI limit):

1. Physicians, hospital, nursing fees

2. Medical insurance premiums

3. Nursing home fees

4. Prescription medicines

5. Chiropractor fees

6. Physical therapy

7. Dental fees (cleaning, filling, surgery)

8. Eyeglasses, contacts, exams

9. Braces, splints, similar items

10. Stop-smoking and similar classes

11. Pregnancy-related health care

12. Organ donor expenses

13. Vasectomy expenses

14. Abortion expenses

15. Seeing eye and other service animals

16. Doctor-prescribed weight loss programs

H. Nondeductible medical expenses:

1. Nonprescription medicines

2. Health club dues

3. Maternity clothing

4. Medical marijuana
I. 213 preempts other potential deduction sections in case of an overlap
1. e.g., if an opera singer incurs expense to cure laryngitis, the expense is deductible (if at all) under 213; he can’t just claim the deduction under 162(a) as a business expense in an attempt to avoid the 7.5% floor imposed by 213
(a) However, outlays that are related to health but fall outside the 213 definition of medical care may be eligible for deduction under other provisions of the Code
(1) 213(d)(1)(D) specifically provides that the cost of health insurance premiums qualifies as a medical expense (and thus is subject to the floor)
a) But 162(l) allows a self-employed person to deduct health insurance premiums in full as a 162 business deduction, provided that the taxpayer is not eligible to be covered by a health plan maintained by his employer or by the employer of his spouse
J. Medical expenses are one of several miscellaneous itemized deductions, which are deductible only to the extent that, in the aggregate, they exceed 2% of AGI [67(a)]

1. In general, the term “miscellaneous itemized deduction” applies to all itemized deductions other than those listed in 67(b)

K. 68 places an overall limitation on itemized deductions:

1. If AGI exceeds $100,000 (or $50,000 for married filing separately), then the amount of itemized deductions is reduced by the lesser of

(a) 3% of the excess of AGI over $100,000 (or $50,000); or

(b) 80% of the amount of the itemized deductions otherwise allowable for the year

2. For the purpose of 68, the term “itemized deduction” does not include  [68(c)]
(a) The deduction under 213 (relating to medical, etc. expenses)

(b) Any deduction for investment interest [as defined in 163(d)]

(c) The deduction under 165(a) for casualty or theft losses 
II. Charitable Contributions
A. 170 allows a taxpayer to claim as an itemized deduction charitable contributions made during the taxable year to qualifying charitable, educational, or religious organizations [170(a)]
1. While 170 requires that the taxpayer make a “contribution or gift,” these terms are not defined in the Code or in the regulations
(a) Under current law, a “contribution or gift” does not include a payment to a charitable organization to the extent that the payor expects to receive an economic benefit in return
(1) e.g., payments to a church that are required in order for the church member to send her daughter to the church’s parochial school are nondeductible tuition, not deductible contributions
(2) e.g., if an individual purchases a ticket to a United Way dinner, only the portion of the ticket cost that exceeds the value of the dinner received in return is a “contribution or gift”
a) Nevertheless, certain benefits are considered so de minimis that they can be ignored in valuing the amount of the net contribution
B. In order for a gift to be deductible, it must be made to a “charitable organization” 
1. 170(a) allows a deduction for contributions to certain entities, including the United States or a state or local instrumentality (if made for public purposes), and to religious, charitable, educational and similar organizations if no part of the net earnings of the organization inures to the benefit of any private shareholder or other individual [170(c)]
C. The amount of the contribution is the amount of money or the FMV of the property contributed [Reg. 1.170A-1(c)(1)].  The taxpayer must substantiate the value of contributed property and special rules apply to non-cash donations such as vehicles or artwork.
1. There is no deduction for services performed for a charitable organization [Reg. 1.170A-1(g)]
2. Unreimbursed expenses incurred on behalf of the charitable organization (including mileage, etc.) are deductible [Reg. 1.170A-1(g)]
(a) The mileage rate, however, is $0.14 per mile rather than the higher business mileage rate
3. Blood donations do not qualify for personal deductions
D. Limitations
1. The deduction for contributions by individuals is limited to a percentage of their “contribution base” (defined as AGI computed disregarding the net operating loss deduction [170(b)(1)(F)])
(a) Public charities – 50%
(1) For organizations that qualify as public charities (generally schools, churches, governmental entities, and other publicly supported organizations), the limitation is 50% of the taxpayer’s contribution base [170(b)(1)(A)]
a) This means that 100% of contributions are deductible up to the 50%-of-AGI ceiling; it does not mean that only 50% of all contributions are deductible
1) The amount that is excluded can be carried forward for five years
(b) Private charities – 30%
(1) For other organizations, the limitation is 30% of the taxpayer’s contribution base [170(b)(1)(B)]
2. The deduction for contributions by corporations is limited to 10% of TI (computed with certain adjustments)
3. 170(f) disallows the deduction entirely in the case of contributions of certain “partial” interests in property, such as income interests and remainders in trusts as well as the rent-free use of property

(a) This is subject to a number of exceptions, but the two most important are:

(1) A remainder interest in one’s personal residence

(2) The value of a qualified conservation easement in real property

III. Home Mortgage and Other Personal Interest
A. No deduction is allowed for personal interest paid by an individual [163(h)(1)] 
1. “Personal” interest is defined [in 163(h)(2)] as all interest that is not 
(a) Business interest
(b) Investment interest
(c) “Passive (investment) activity” interest
(d) Interest on certain deferred payments of estate taxes
(e) Qualified residence interest [the most important category for the majority of individuals]
(f) Interest on education loans allowed by 221
(1) i.e., these categories of interest are deductible
a) For interest other than trade or business interest, the deduction is an itemized deduction
B. For taxpayers other than corporations, the deduction for investment interest is limited to the net investment income of the taxpayer for the year [163(d)(1)]\
1. “Net investment income” is the excess (if any) of investment income over investment expenses [163(d)(4)(A)]
(a) “Investment income” includes dividends, interest, royalties, etc. produced by the property held for investment [163(d)(4)(A)]
(b) “Investment expenses” are all the deductions (except interest deductions) directly connected with holding property for investment, e.g., safe deposit box rental [163(d)(4)(C)]
(1) If this limitation prevents the deduction of an amount of interest, the disallowed portion is carried forward and treated as incurred by the taxpayer in the next year [163(d)(2)].  
a) There is no time restriction on the carry-forward.
C. Investment interest is interest on a debt the proceeds of which are used to acquire “property held for investment” [163(d)(3)(A)]
1. Property held for investment produces dividends, interest, annuities, or royalties other than in the course of a trade or business [163(d)(5)(A)]
D. The investment interest rules are applied after the 2% floor on miscellaneous itemized deductions (i.e., only investment expenses allowable after application of that rule may be used in computing net investment income).
1. However, in determining the disallowance imposed by 68, expenses other than interest are to be disallowed first.
E. Home mortgage interest (i.e., qualified residence interest) is deductible by taxpayers other than corporations [163(h)(3)(D)]
1. “Qualified residence interest” is any interest paid or incurred during the year on “acquisition indebtedness” or “home equity indebtedness” for any “qualified residence” of the taxpayer [163(h)(3)(A)].
F. There are three requirements for a debt to qualify as “acquisition indebtedness”:
1. Use of funds
(a) It must be incurred to acquire, construct, or substantially improve any qualified residence [163(h)(3)(B)(i)(I)]
2. Security
(a) It must secure the indebtedness [163(h)(3)(B)(i)(II)] 
3. Amount

(a) A taxpayer’s aggregate amount of acquisition indebtedness cannot exceed $1 million [163(h)(3)(B)(ii)]
G. There are three requirements for a debt to qualify as “home equity indebtedness”:
1. Equity
(a) It must not exceed the FMV of the residence minus the acquisition indebtedness on the residence [163(h)(3)(C)(i)(I),(II)]
2. Security 
(a) A qualified residence must secure the indebtedness [163(h)(3)(C)(i)(I),(II)]
3. Amount
(a) A taxpayer’s aggregate amount of home equity indebtedness cannot exceed $100,000 [163(h)(3)(C)(ii)]
H. The “qualified residence” of the taxpayer is the principal residence of the taxpayer and one other residence designated by the taxpayer that the taxpayer uses for at least two weeks for personal purposes during the year [163(h)(4)(A)(i)(I),(II)]
I. Special rules and exceptions
1. Constructions loans
(a) In a construction loan, the taxpayer typically receives temporary financing for the construction period and replaces that loan with a permanent mortgage (known as permanent financing) once the residence is completed.  
(1) Because the taxpayer cannot occupy a residence under construction, the question arises whether construction financing will produce qualified residence interest.
a) The regulations solve this problem by allowing a residence under construction to be treated as a qualified residence for the 24 months ending on the date on which the residence is ready for occupancy [Reg. 1.163-10T(p)(5)(i)]
2. Refinancing 
(a) In a refinancing transaction, a taxpayer seeks a new loan to replace his old one.  Although the new loan may be in the same amount as the old one, it is often the case that the new loan’s face amount exceeds the balance of the old  loan.  
(1) The refinanced portion can qualify as acquisition indebtedness but only in the amount of the original loan balance at the time of refinancing [Reg. 163(h)(3)(B)(i)(I),(II)].  
(2) Any amount in excess of the acquisition indebtedness may qualify as home equity indebtedness up to the $100,000 limit on the aggregate amount of home equity indebtedness [163(h)(3)(C)(i),(ii)].
3. Points
(a) Points are essentially prepaid interest, paid to a lender in the year a loan is closed to obtain a lower interest rate.  Taxpayers may deduct points paid during a year if the following five requirements are met:
(1) The points must be paid in cash in connection with the acquisition of the taxpayer’s principal residence;
(2) The closing statement must clearly designate the amount to be paid as “points,” “loan origination fees,” “loan discount,” or “discount points”;
(3) The points must be computed as a percentage of the stated principal amount of the loan;
(4) The points charged must conform with general practice in the area; and
(5) The points must be paid from cash provided at closing or in escrow, i.e., they must not be incorporated into the loaned sum; [Rev. Proc. 94-27]
(b) Points that do not fall within this safe harbor may still qualify, but the burden will be on the taxpayer to show that the amounts paid are truly prepaid interest rather than some other fee associated with the lending transaction.
J. 221(a) allows a taxpayer to deduct a certain amount of interest paid on any qualified education loan (as a deduction from GI in computing AGI) 
1. The maximum amount of interest that can be deducted is $2,500, and is subject to a limitation based on modified AGI (MAGI)
2. A “qualified education loan” is a debt incurred by a taxpayer that is incurred solely to pay qualified education expenses of the taxpayer or his spouse or dependents.  The expenses must be paid within a reasonable time after the loan is incurred.  The recipient must be receiving education as an eligible student.
(a) An eligible student is enrolled at a college, university, or trade school.
3. “Qualified higher education expenses” include books, fees, tuition, room, board, equipment, and necessary expenses (including transportation)
K. To calculate MAGI for this purpose, start with AGI and then
1. Add amounts excluded for 
(a) Social security benefits [86]
(b) Interest on U.S. savings bonds used for education [135]
(c) Adoption expense assistance [137]
(d) Certain foreign earned income [911 and 931]
2. Add deductions allowable for
(a) Retirement savings [219]
(b) Qualified higher education expenses [222]
L. As MAGI increases, the 221 deduction is phased out
	
	Phaseout begins at MAGI =
	Completely phased out at MAGI =

	Single
	$50,000
	$65,000

	Married filing jointly
	$105,000
	$135,000


1. Reduction amount =
(a) Maximum allowable deduction (the lesser of $2,500 or the interest paid)
x

(b) MAGI - $50,000 [or $105,000 for married filing jointly]
    $15,000 [or $30,000 for married filing jointly]

(1) Subtract the reduction amount from the otherwise allowable amount to produce the deductible interest
Business and Investment Deductions
I. Business/Investment Distinction and Basic Requirements of Deductibility 

A. 162(a), 212, 165(a),(c)
B. 162 allows a deduction for all the ordinary and necessary expenses paid or incurred in carrying on a trade or business or while away from home, and rental payments for property.  There are five distinct requirements for deductibility under 162:
1. Ordinary
(a) The function of the ordinary requirement is to allow a deduction only for those amounts that are usual in business, thus distinguishing between expenses paid for business or other purposes.
(b) “Ordinary” means usual in the course of general and accepted business practice, arising from a transaction commonly or frequently encountered in the type of business involved [Deputy v. DuPont]
(1) Reasonable compensation
a) A closely held corporation may attempt to pay shareholder/employees unreasonably high salaries instead of reasonable salaries plus dividends.  This is because the corporation can deduct the salary but not the dividend.  The IRS may seek to recast a portion of the unreasonable salary as a dividend based on the theory that the salary is not “ordinary.”  
(2) Debt repayment – Welch v. Helvering (1933)
a) Welch was an executive with a company that went bankrupt.  When he became a commission agent in the same line of business as his former company, he voluntarily paid some of the company’s unpaid debts in order to establish good relations with customers.
1) These payments are not deductible because they are not ordinary expenses.  An ordinary expense is one that is common and accepted within an industry, even if uncommon to a particular taxpayer.  It is extremely rare in business for an individual to undertake the payment of an unenforceable debt, and therefore the payment was not ordinary and thus was not deductible.
(3) Connection with business activity – Gilliam v. Commissioner (1986)
a) An insane artist fills his prescription before getting on a plane for a business trip.  During the trip he attacked another passenger, which was probably due to a side effect of the medication.  He wanted to deduct various amounts paid for defending civil and criminal suits.
1) These amounts are not ordinary expenses of business.  Although he was traveling on business during which ordinary expenses might be incurred, these particular expenses did not arise from the business – they were a result of his personal medical condition.
2. Necessary
(a) The function of the necessary requirement is to ensure the requisite connection between the expense and the furtherance of the business.  
(b) “Necessary” means “appropriate and helpful” to the business activity [Commissioner v. Heininger]
(c) Courts are very reluctant to substitute their own business judgment for that of business people, and will disallow an expense as “unnecessary” only in extreme cases.
3. Expense
(a) The expense requirement seeks to distinguish between expenses and capital expenditures; the latter are not deductible – they are capitalized, and later become part of the basis of an item.
4. Of Carrying On
(a) This requirement exists to prevent the deduction of expenses prior to the time the taxpayer commences a trade or business
(1) A taxpayer is carrying on a trade or business from the date that it is a “going concern.”  This requires regular activity in the pursuits for which the business was organized [Richmond Television Corp. v. U.S.]
a) e.g., X opens a coffee bar.  He rents space, hires a contractor to remodel it, hires staff, and purchases inventory.  Until X is ready to sell coffee to customers, however, the coffee bar isn’t a going concern
5. A Trade or Business
(a) The principal function of the trade or business requirement is to distinguish the expenses of a taxpayer’s business activities from other activities – principally personal activities.  It also serves to match expenses of an activity with the income from that activity.
(1) To be engaged in a trade or business, a taxpayer must be involved in an activity with continuity and regularity and must have the primary purpose of creating income or profit rather than merely engaging in a hobby [Commissioner v. Groetzinger]
(2) A trade or business also requires a profit motive.  
a) The absence of such motive indicates a personal activity [183].
1) How do you determine if an activity is “engaged in for profit”? 
 a. Apply a “taxpayer purpose” test, which is to be applied solely on the basis of “objective standards” and by taking into account “all of the facts and circumstances,” including (but not limited to) a multitude of factors [listed in Reg. 1.183-2(a), (b)]
i. A reasonable expectation of profit is not required; it may be sufficient if there is a small chance of making a large profit
(b) Primuth v. Commissioner – being an employee is considered being in a trade or business

C. Special rules and exceptions
1. A taxpayer’s reasonable expenses of traveling away from home on business are deductible
(a) The IRS interprets the taxpayer’s home as
(1) The taxpayer’s regular or principal (if more than one regular) place of business; or
(2) If the taxpayer has no regular or principal place of business, the taxpayer’s regular place of abode in a real and substantial sense.
a) If neither of these apply, the home is wherever the taxpayer works [Rev. Rul. 73-529]
(b) A taxpayer is not treated as being away from home on business if the period away exceeds one year [162(a)(3)].  
(1) The taxpayer’s “realistic expectation” governs, so a taxpayer may deduct expenses (at least during the first year) for a job that is realistically expected to last less than a year, even if it continues longer [Rev. Rul. 83-82].
(c) The travel must be primarily for business to generate deductions [Reg. 1.162-2(b)(1)]
2. No deduction is allowed for illegal payments to any governmental employee (domestic or foreign) or illegal bribes or kickbacks to other persons [162(c)].
3. No deduction for any fine or similar penalty paid to the government [162(f)]
4. No deduction for compensation of a CEO of a publicly-traded company in excess of $1 million, unless the compensation is based on specified commissions or is tied to performance [162(m)]
5. No deduction for charitable contributions disallowed under 170 percentage limits
D. 212 allows a deduction for expenses associated with
1. The production or collection of income, 
2. The management or holding of property that produces income (but not in a trade or business), and 
3. The collection or computation of tax 
E. Commonly encountered 212 expenses include
1. Tax preparation or litigation fees; computer programs for tax preparation;
2. Safety deposit box fees;
3. Fees for investment advice;
4. Fees on brokerage accounts (but not commissions, which must be capitalized);
5. Tax advice; and
6. Attorneys’ fees for non-business lawsuits, unless covered by 62(a)(19)
F. Although 165(a) confers a deduction for “any loss sustained during the taxable year and not compensated for by insurance or otherwise,” this is limited by 165(c):
1. In the case of an individual, 165(a) losses are limited to
(a) Losses incurred in a trade or business
(b) Losses incurred in any transaction entered into for profit, though not connected with a trade or business
(c) Losses not connected to either of the above, if arising from fire, storm, shipwreck, or other casualty, or from theft
(1) A loss falling within this final clause is only allowed to the extent that it exceeds $100 [165(h)]
II. Capitalization
A. 263(a) disallows any deduction for capital expenditures, generally defined as “any amount paid out for new buildings, or for permanent improvements or betterments made to increase the value of any property or estate” [263(a)(1)]
1. INDOPCO, Inc. v. Commissioner (1992)
(a) If an expenditure confers “significant future benefits” to the taxpayer, the expenditure is a capital asset, even if no separate asset is created
(1) The creation of a separate asset is a sufficient, but not necessary, element to test whether expenditures are capital
B. 263(a)(2) disallows a deduction for any amount expended in restoring property or in making good the exhaustion thereof 
1. However, this capital expenditure rule does not apply to expenditures for
(a) The development of mines or deposits [616];
(b) Research and experimental expenditures [174]; 
(c) Soil and water conservation expenditures [175]; 
(d) Farmers for fertilizer, etc. [180]; 
(e) Removal of architectural and transportation barriers to the handicapped and elderly [190]; 
(f) Tertiary injectants [193];
(g) Which deductions are allowed under 179, 179A, or 179B
C. Examples of capital expenditures include the costs of assets such as buildings, machinery and equipment, furniture and fixtures, and “similar property having a useful life substantially beyond the taxable year” [Reg. 1.263(a)-2]
1. Direct acquisition costs
(a) Commissioner v. Boylston Market Association (1942)
(1) Boylston Market (BM) purchased insurance coverage for its business for a three-year term, paying for the policy entirely in Yr-1.  It sought to deduct the payment under 162.
a) Prepaid insurance provides protection for the entire period and the taxpayer may at any time surrender the policy.  It thus is clearly an asset having a longer life than a single taxable year.
2. Transaction costs and the cost of defending or perfecting title to property 
(a) Woodward v. Commissioner (1970) 
(1) In general, costs incurred in the acquisition or disposition of an asset are treated as capital expenditures 
a) e.g., the capitalization of brokerage fees for the sale or purchase of securities under Reg. 1.263(a)-2(e)
(2) The cost of acquisition of property having a useful life substantially beyond the taxable year is a capital expenditure  
a) Under this provision, legal, brokerage, accounting, and similar costs incurred in the acquisition or disposition of property are capital expenditures
(3) The idea is that defending or perfecting title is a kind of “delayed” acquisition cost made to “complete” the property-acquisition process.
a) Such expenses are capital in nature only where the taxpayer’s “primary purpose” in incurring them is to defend or perfect title.
1) Exception: Loan transactions are (generally) accounted for separately from property transactions, even where the loan is specifically earmarked for the purchase of property.
(4) An incorporated business may be acquired in one of two ways: 
a) In the case of a stock purchase, acquisition costs are added to the basis of the stock.
b) In the case of a purchase of the assets, aggregate acquisition costs are allocated among all of the acquired assets in proportion to their respective FMVs
3. Amounts expended for architect’s services
4. Commissions paid in purchasing securities
5. The cost of goodwill, but only when incurred due to the acquisition the assets of a going concern (i.e., not self-created goodwill)
6. The concept of inventory in the tax sense (i.e., property that is excluded from the definition of “capital asset” under 1221(a)(1)) extends beyond the goods sold by manufacturers and merchants and encompasses “stock in trade” and “property held primarily for sale in the ordinary course of trade or business.”  
(a) Taxpayers selling inventory in the tax sense are referred to as “dealers”
(1) Inventory in the tax sense cannot be depreciated and cannot produce capital gain or loss
D. 263A requires the capitalization of both direct and indirect costs of
1. Producing real property (i.e., buildings) or tangible personal property, or
(a) Tangible personal property includes films, sound recordings, video tapes, books, etc. 
2. Acquiring inventory for resale
(a) Direct costs = costs of raw materials + compensation paid to production workers
(b) Indirect costs include (but are not limited to) repairs, depreciation, utilities, rent, sales and property taxes, and insurance premiums, etc. – all with respect to plant and equipment – plus storage, packaging, and administrative costs allocable to production activities
(c) Excluded from the scope of 263A: 
(1) Selling expenses, 
(2) State income taxes, and 
(3) Advertising and distribution costs
(d) 263A(h) exempts self-employed professional artists, writers, and photographers from 263A
(1) However, the direct cost of prints, films, video and audio tapes, etc. must be capitalized
(e) 263A(f) requires the capitalization of certain construction-period interest as part of the cost of the constructed property (deductible home mortgage interest is not subject to this rule)
E. A business taxpayer can elect to capitalize interest, taxes, and other “carrying charges” with respect to the development and construction of property [266]
1. This applies only to expenses that would otherwise be deductible and which are not subject to capitalization under 263A
(a) Outside of 263A and 266, interest is never capitalized unless it is prepaid
F. Investigation Costs

1. The “investigation” stage encompasses the process of searching for, and evaluating, properties or businesses to acquire; this may be a long process that may very likely prove unsuccessful
2. Revenue Ruling 77-254
(a) Losses incurred in the search for a business or investment are deductible only when the activities are more than investigatory and the taxpayer has actually entered a transaction for profit and the project is later abandoned.
(1) A taxpayer will be considered to have entered a transaction for profit if he has gone beyond a general investigatory search for a new business or investment to focus on the acquisition of a specific business or investment
a) Expenses incurred in the course of a general search for or preliminary investigation of a business or investment include those expenses related to the decisions whether to enter a transaction and which transaction to enter.  
1) Such expenses are personal and are not deductible under 165
G. The cost of incidental repairs is addressed in the Regulations.  Amounts “expended in restoring properly or in making good the exhaustion thereof” are capital expenditures, and an outlay that “adapts property to a new or different use” is also a capital expenditure, not a repair.
1. In contrast, an outlay that neither materially adds to the value of the property nor appreciably prolongs its life, but keeps it in an ordinarily efficient operating condition qualifies as an expense [Reg. 1.162-4, 1.263(a)-1(a),(b)]
(a) The baseline for applying the “added value” and “prolonged life” tests is not necessarily the asset as it existed immediately before the outlay (the asset not functioning or in disrepair) but rather (and this is somewhat hard to articulate) the asset in the normal operating condition and useful life that was projected upon acquisition
(1) Consider the purpose, the physical nature, and the effect of the work for which the expenditures were made
2. The plan of rehabilitation doctrine
(a) A repair-like expenditure made as part of a general plan of rehabilitation, modernization, and improvement must be capitalized, even though, standing alone, the item may be classified as a repair
(1) However, the fact that an improvement is made together with repairs does not by itself indicate the existence of a plan of rehabilitation
a) Thus, a given overhaul or refurbishing might involve both deductible repair expenses and nondeductible improvements, but if the project falls within the plan of rehabilitation doctrine, then both types of outlays would be classified as improvements.
H. A professional may deduct as expenses [Reg. 1.162-6]
1. The cost of supplies used in the practice of his profession, 
2. Expenses paid or accrued in the operation and repair of an automobile used in making professional calls 
3. Dues to professionalsocieties and subscriptions to professional journals 
4. Rent paid or accrued for office rooms 
5. The cost of the fuel, light, water, telephone, etc., used in such offices, and 
6. The hire of office assistance 
(a) Moreover, the cost of books, furniture, and professional instruments and equipment (the useful life of which is short) may be deducted.
I. Expenditures for institutional (or goodwill) advertising which keep the taxpayer's name before the public are generally deductible as ordinary and necessary business expenses, provided the expenditures are related to the patronage the taxpayer might reasonably expect in the future [Reg. 1.162-20(a)(2)]

1. e.g., advertising encouraging contributions to such organizations as the Red Cross, the purchase of United States Savings Bonds, or participation in similar causes
J. Basis rules

1. A taxpayer must adjust his or her initial basis in property during ownership to reflect additional investment in the property and capital recovery with respect to the property [1016]
(a) Improvements to property result in an increase in the basis of the property [1016(a), Reg. 1.1016-2]
(b) Basis is adjusted downward for capital recovery deductions [1016(a)(2)]
K. Expenses that would be deductible under 162 [trade or business expenses] but for the “carrying on” requirement (i.e., start-up expenditures) may be deductible if the taxpayer properly elects to take advantage of 195(a)
1. A taxpayer may elect to deduct $5,000 in the year the business opens, but this amount must be reduced by the amount the total pre-opening expenses exceed $50,000 [195(b)]
(a) Any remaining amount must be amortized over 180 months (15 years)
2. “Start-up expenditures” include outlays incurred in creating or investigating an active trade or business, as well as outlays incurred in anticipation of shifting from a profit-seeking investment activity to an active business
(a) Only outlays that would have been treated as expenses if they had been incurred by an operating trade or business are subject to 195
(1) Thus, true capital expenditures (i.e., the costs of business assets and other items that would be capital expenditures even if incurred by an ongoing business) must be capitalized in the usual fashion
L. The Cost of Failed and Aborted Business Projects
1. The issue is whether outlays pertaining to failed, aborted, abandoned, or worthless projects or assets within a larger “field” of business activity should be treated as losses are sustained (realized) upon the failure, abandonment, etc., of the project or asset or should instead be capitalized to other assets are acquired or produced.
(a) Revenue Ruling 83-105
(1) Applies to exploration with respect to oil and gas
a) Under 263(c), “intangible drilling and development costs” (IDCs) associated with oil and gas wells are treated as expenses.  
1) IDCs essentially include the costs of preparing the land and drilling the wells.  
2) The cost of permanent structures, such as pumps, storage tanks, and pipelines, must still be capitalized.
(b) 616 provides similar rules for the development and exploration of minerals other than oil and gas
(c) 174 allows the taxpayer to elect expensing of “research and experimental” expenditures of a  scientific or technological nature
III. Outlays for Personal Development (Education and Job Seeking)
A. 262 disallows deductions for all “personal, living, and family expenses” unless they are deductible under a specific IRC section
B. While education undertaken to improve skills in a current job (or to meet the requirements of the law and/or and employer) are potentially deductible, education that qualifies a taxpayer for a new job or profession is a nondeductible capital expenditure [Reg. 1.162-5]

1. A change of duties does not constitute a new trade or business for an employee if the new duties involve the same general type of work as is involved in the taxpayer’s present employment
C. 217 allows an above-the-line deduction for certain moving expenses incurred by a taxpayer in connection with moving to a new place of employment
1. The new place of work must be at least 50 miles farther from his former residence than his former workplace [217(a)]
(a) i.e., the commuting distance must have increased by at least 50 miles
(b) Special rules apply for taxpayers with more than one place of work
2. “Moving expenses” include the expenses of moving household goods and personal effects and of traveling to the new locale
(a) They do not include meals [217(b)(1)(A),(B)]
3. “Employment” includes self-employment for a sole proprietor or a partner in a partnership [217(f)(1),(2)]
4. If an employer reimburses an employee for all or a portion of the moving expenses, the employee will be able to exclude the reimbursement as a fringe benefit under 132
(a) Any un-reimbursed portion would qualify under 217
D. Education Credits
1. Qualified education expenses that qualify for both credits are first allocated to the HOPE credit, and only then to the Lifetime Learning Credit [25A(c)(2)(A)]
2. HOPE Credit [25A]
(a) Credit up to $1,500 for qualified expenses paid during the year [25A(b)(1)]
(1) Applies to tuition and fees; books, room and board, and nonacademic fees are all ineligible [25A(f)(1)]
a) Expenses for the taxpayer, his spouse, or a dependent are all eligible
(b) Available only for the first two years of post-secondary education at a qualified institution [25A(b)(2)(A)]
(c) Calculated on a per-student basis, meaning a taxpayer can potentially claim multiple credits
(d) Student must be enrolled at least half-time at a qualified institution
(e) Students convicted of drug-related felonies are not eligible [25A(b)(2)]
3. Lifetime Learning Credit [25A]
(a) Credit equal to 20% of qualified expenses of up to $10,000 [25A(c)(1)]
(1) Books, room and board, and nonacademic fees are all ineligible [25A(f)(1)]
(b) Maximum amount per return, not per student, so only one credit on one return
(c) Is not limited to two years like the HOPE credit (available any number years)
(d) Available for expenses relating to any course of instruction at an eligible institution to acquire or improve job skills (but not as recreation) [25A(c)(2)(B)]
(e) The student does not have to be enrolled as a half-time student – can take as little as one course
4. Taxpayer may not claim both credits for the same student [Reg. 1.25A-5(b)(1)]
(a) May claim both credits on the same return for different students
5. Both credits are subject to phase-outs as AGI increases:
	Step 1: Determine the otherwise available credit (OAC)
	HOPE: 100% of the first $1K + 50% of the next $1K

	
	Life Learn: 20% x Allowable Expenses (up to $10K)

	Step 2: Calculate the reduction amount
	OAC x     (AGI – Initial phase-out amount)
     $10,000 (single) or $20,000 (married jointly)

	
	

	Step 3: Determine the available credit
	OAC – Reduction Amount = Available Credit

	
	

	Initial phase-out amounts =
	$43,000 (single)
	$87,000 (married jointly)


E. 221 allows a deduction for interest paid on a qualified education loan 
1. See “Home Mortgage and Other Personal Interest,” above
F. 222 permits a deduction for certain qualified education expenses paid during the year for education of the taxpayer, his spouse, or dependents 
1. Qualified education expenses include tuition and fees at an eligible educational institution.  Room and board, transportation, or similar personal expenses do not qualify [25A].
(a) The maximum deduction is $4,000
(1) This deduction is subject to the following phase-out rules:
	
	AGI
	Deduction (2002/03)
	Deduction (2004/05)

	Single
	<= $65,000
	$3,000
	$4,000

	
	$65,000 > AGI >= $80,000
	$0
	$2,000

	
	> $80,000
	$0
	$0

	Married Filing Jointly
	<=$130,000
	$3,000
	$4,000

	
	$130,000 > AGI >= $160,000
	$0
	$2,000

	
	> $160,000
	$0
	$0


IV. Dual-Purpose Items (Business Meals, Lodging, Travel, and Entertainment)
A. The taxpayer must show that the expense was incurred in specified circumstances indicating that the expenditure was business-related.
B. Meals and entertainment expenses [274]
1. “Meal” expenses are for food and beverages, including tips
2. “Entertainment” expenses are expenses for amusement, recreation, or entertainment, such as expenses of entertaining at nightclubs, theaters, sporting events, golf, and similar activities [Reg. 1.274-2(b)(1)]
C. General requirements
1. Ordinary and necessary expenses
(a) In order to even begin the analysis of an expense under 274, the expense must meet the requirements of an “ordinary and necessary business expense” under 162(a).  
(1) 274, then, focuses on the “business” aspect of the expenditure, subjecting it to a more intensive scrutiny to determine if its connection with business is sufficient to justify a deduction
2. Certain expenses are nondeductible
(a) Expenses associate with facilities for entertainment, amusement, or recreation, including dues for such facilities, are nondeductible [274(a)(1)(B)].  
(1) In addition, dues for clubs organized for “business pleasure, recreation or other social purposes” are nondeductible [274(a)(3)]
3. Special limitations
(a) For meals, any amount that is “lavish” or “extravagant” or is incurred while the taxpayer (or a representative of the taxpayer) is not present is nondeductible [274(k)(l)].
(b) For tickets, only the face value is deductible: Extra fees, whether imposed by legitimate ticket agents or scalpers, are not deductible.  
(1) This is true for skyboxes, where only the face amount of the tickets, multiplied by the number of seats in the box, is deductible [274(l)(1)].
(2) An exception is provided for charity sporting events, where the face amount of the ticket includes a donation.
4. Business connection tests
(a) There are nine categories of expenses that are subject to the business connection tests.  These are assumed to have the requisite business connection.  The nine exceptions are for expenses:
(1) For food/beverages for employees in a cafeteria or other business setting;
(2) That are treated as compensation;
(3) That are reimbursed;
(4) For recreation of employees, such as at the annual company picnic;
(5) For employee, stockholder, or other business meetings;
(6) For meetings of business leagues;
(7) For food/entertainment generally available to the public, as in hot dogs and soda available at a sidewalk sale;
(8) Which constitute entertainment sold to customers;
(9) For prizes and awards for non-employees [274(e)(1)-(9)]
(b) Stringent “directly related” standard: The expenditure must be “directly related” to the active conduct of the taxpayer’s trade or business [274(a)(1)(A)]
(1) Expenditures made in a clear business setting, such as a “hospitality room” at a convention, will be considered directly related to the active conduct of the taxpayer’s trade or business [Reg. 1.274-2(c)(4)]
(2) Certain expenditures generally will not be considered directly related, such as expenditures for entertainment when the taxpayer was not present, and for entertainment offering substantial distractions (such as at sporting events, nightclubs, and cocktail parties) [Reg. 1.274-2(c)(7)]
(3) For expenditures outside a clear business setting, four requirements must be met that impose a standard quite difficult to meet:
a) Expectation of income
1) At the time of the expenditure, the taxpayer must have more than a general expectation of deriving some income or other specific benefit in making the expenditure, although the taxpayer need not prove that income or other benefits actually resulted from each expenditure [Reg. 1.274-2(c)(3)(i)]
b) Active engagement

1) The taxpayer must show that he or she actively engaged in a business meeting, negotiation, discussion, or other bona fide business transaction during the entertainment period for the purpose of obtaining income or specific benefit.  It is not necessary, however, that more time be spent on business than on entertainment [Reg. 1.274-2(c)(3)(ii)]
c) Principal character

1) The taxpayer must show that in light of all of the facts and circumstances of the situation, the principal character of the event was the active conduct of the taxpayer’s trade or business [Reg. 1.274-2(c)(3)(iii)

d) Taxpayer and business associate

1) The taxpayer must show that the expenditures were allocable to the taxpayer to the taxpayer and a person(s) with whom the taxpayer is engaged in the active conduct of a trade or business [Reg. 1.274-2(c)(3)(iv)]

(c) Less stringent “associated with” standard: Entertainment expenses that do not meet the directly related standard will be deductible only if they are “associated with” the active conduct of a trade or business and the entertainment directly preceded or followed a “substantial and bona fide business deduction” [274(a)(1)(A)]

(1) Associated with

a) The taxpayer must show that he or she had a clear business purpose in making the expenditure, such as to obtain new business or encourage the continuation of an existing business relationship [Reg. 1.274-2(d)(2)]  

b) This encompasses expenditures for entertainment of persons close to those directly in a business relationship, such as spouses and other close family members.

(2) Substantial and bona fide business discussion

a) Whether a discussion, negotiation, or meeting constitutes a substantial and bona fide business discussion depends on all of the facts and circumstances of the situation.

b) The discussion must be substantial in relation to the entertainment, but it is not necessary that more time be spent of business than on entertainment [Reg. 1.274-2(d)(3)(i)(a)]

(3) What about conventions?
a) Committee meetings, lectures, panel discussions, and similar events at conventions generally constitute substantial and bona fide business discussions [Reg. 1.274-2(d)(3)(i)(b)]

5. 50% deductibility rule
(a) 274(n) provides that only 50% of the amount potentially deductible as meal or entertainment expenses actually will produce a deduction.  This is designed to allocate the expenditure between its business and personal elements:
(b) There are six exceptions from the 50% limitation (these expenses are 100% deductible):
(1) Expenses treated as compensation
(2) Reimbursed expenses;
(3) Expenses for recreation of employees;
(4) Expenses for food/entertainment generally available to the public;
(5) Expenses of entertainment sold to customers; and
(6) Expenses for prizes and awards for non-employees.
a) In addition, certain de minimis expenses are subject to the 50% rule, as are expenses of certain charitable events, and expenses of special kinds of employees [274(n)(2)]
6. Foreign travel
(a) If a business trip outside the US is purely for business purposes, the expenses for travel will be fully deductible.  However, if a portion of the trip is for personal purposes, an allocation must be made between the business and personal portions, and only the business portions will generate deductible expenses.  If, however, the total travel time does not exceed one week, or the personal portion is less than 25% of the trip, no allocation will be required, and the expenses of travel will be fully deductible [Reg. 1.274-4(a)]
(b) Conventions

(1) In order to deduct expenses of attending conventions or meetings (related to his or her trade or business) outside of North America, the taxpayer must show that, considering all the facts and circumstances of the situation, it was a reasonable that the convention or meeting was held outside North America as inside it [274(h)(1)]

(2) There are four factors to be considered in determining the reasonableness of having the convention or meeting outside of North America:
a) The purpose of the meeting and its activities
b) The purposes and activities of the sponsoring organization
c) The residences of the active members of the group and the places where other meetings have been held, and
d) “Such other relevant factors as the taxpayer may present” [274(h)(1)]
D. No deduction is allowed for the cost of business gifts in excess of $25 per recipient per year [274(b)(1)]
1. For these purposes, a gift is a transfer that is excludible from GI under 102 
2. Husbands and wives are treated as one person for purposes of the gift provision
E. 274(d) imposes significant substantiation requirements on taxpayers seeking to deduct expenses
1. The taxpayer must keep adequate books and records to support
(a) The amount of any expense
(b) The circumstances under which it was incurred
(c) The business purpose of the expense
(d) The business relationship to the taxpayer of the person receiving the gift
F. Deduct only those travel expenses that are reasonable and necessary in the conduct of the taxpayer’s business, and are directly attributable to it [Reg. 1.162-2(a)]
1. If a taxpayer engages in both business and personal activities on a trip, then traveling expenses to and from the destination are deductible only if the trip is related primarily to the taxpayer’s trade or business
(a) Even if the expenses to and from the destination may not be deductible, expenses while at the destination that are properly allocable to the taxpayer’s trade or business are still deductible [Reg. 1.162-2(b)(1)]
G. No deduction for travel as a form of education [274(m)(2)]
H. No deductions are allowed for travel expenses incurred for a spouse, dependent, or other individual accompanying the taxpayer on business travel unless
1. That person is an employee of the taxpayer
2. The travel of that person is for a bona fide business purpose, and
3. Such expenses would otherwise be deductible by that individual [274(m)(3)]
I. A taxpayer may not take a deduction in excess of $2,000 for conventions or meetings on cruise ships in one calendar year [274(m)(1)(A)]

V. Depreciation
A. 167(a) authorizes a depreciation deduction for the exhaustion, wear and tear of
1. Property used in the trade or business, or
2. Property held for the production of income 
B. The modified accelerated cost recovery system (MACRS) is the method by which taxpayers claim capital recovery for tangible assets used in a trade or business or held for the production of income.  It has two functions:
1. Deduction
(a) The MACRS deduction is a deduction from GI in computing AGI [167(a)]
2. Basis reduction
(a) The amount of the MACRS deduction reduces the basis of the asset [1016(a)]
C. MACRS is computed by applying the applicable recovery method to the basis of the asset over the applicable recovery period, taking into account certain conventions.
1. The basis of an asset is generally its cost, subject to some particular rules for property acquired other than by purchase
(a) Basis is adjusted downward for capital recovery deductions, producing “adjusted basis” [1016(a)(2)]
(1) Improvements are treated as separate assets generating their own MACRS deductions
2. The recovery period of an asset might have no relation whatsoever to the actual life of the asset, but is nevertheless mandatory in computing MACRS deductions
(a) The various statutory recovery periods include 3/5/7/10/20/25 years, plus the three listed below:
(1) 15 years 

a) Qualified leasehold improvements [168(e)(3)(E)(iv)]
b) Qualified restaurant property [168(e)(3)(E)(v)]
(2) 27.5 years 
a) Residential rental property [168(c)(1)]
(3) 39 years
a) Nonresidential real property [168(c)(1)]
(b) Other specific classifications of property can be found in 168(e)(3)
3. The applicable convention expresses the beginning date for capital recovery
(a) Recovery begins when the property is “placed in service,” i.e., when it is dedicated to use in a trade or business [Reg. 1.168(d)-1(a)]
(b) Conventions deem a property to be placed in service at a specific time during the month/quarter/year, regardless of when it is actually placed in service
(1) Midmonth convention
a) Taxpayers buying or selling nonresidential real property are deemed to make the purchase or sale on the 15th day of the month in which the transaction occurs [168(d)(4)(B)]
1) Same convention applies to residential rental property and any railroad grading or tunnel bore 
(2) Half-year convention
a) For tangible property other than real property, a purchase or sale is deemed to be made at the middle of the year, regardless of when during the year the transaction actually occurs [168(d)(4)(A)]
(3) Midquarter convention
a) If the aggregate bases of properties placed in service during the last quarter of the year exceed 40% of the aggregate bases of all properties placed in service during the year, the half-year convention does not apply.  Instead, the midquarter convention deems the property placed in service at the middle of the quarter in which they were actually placed in service [168(d)(4)(C)]
4. Three different recovery methods are available under MACRS for different types of property
(a) Straight line
(1) The MACRS deduction is taken on a pro rata basis over the recovery period for the property
a) The cost of the property is divided by the recovery period to determine the annual MACRS deduction
1) The following types of property use the straight-line method:
 a. Nonresidential real property 

 b. Residential rental property 

 c. Any railroad grading or tunnel bore 

 d. Property elects to use straight-line under (b)(5) 

 e. Property described in (e)(3)(D)(ii) 

 f. Water utility property described in (e)(5)
 g. Qualified leasehold improvement property described in (e)(6)

 h. Qualified restaurant property described in (e)(7)

(2) Salvage value = 0

(3) 168(b)(5) offers an irrevocable election to apply either the

a) Straight-line, or 
b) 150% declining balance methods
1) To 1 or more classes of property in any taxable year
(b) 150% declining balance
(1) The MACRS deduction is the adjusted basis of the property multiplied by 150% of the straight-line percentage
a) The straight-line percentage is recalculated each year by dividing into 1 the remaining useful life of the asset
1) In the year in which the method would produce a lower MACRS deduction than the straight-line rate, the taxpayer reverts to straight-line
 a. This method is applicable to 15- and 20-year property, and property used in farming
(c) Double-declining balance
(1) Unless otherwise provided, this is the DEFAULT method
(2) The MACRS deduction is the adjusted basis of the property multiplied by 200% of the straight-line percentage
a) The straight-line percentage is recalculated each year by dividing into 1 the remaining useful life of the asset
1) In the year in which the method would produce a lower MACRS deduction than the straight-line rate, the taxpayer reverts to straight-line
 a. This method is used for all properties other than real property, and properties for which the 150% method is specified
5. Additions or improvements to property 

(a) Compute the 168(a) deduction as if such property had been placed in service at the time of the addition or improvement 
(b) The applicable recovery period begins on the later of

(1) The date on which the addition/improvement is placed in service, or 
(2) The date on which the property w/ respect to which the addition/improvement was made is placed in service 
6. 168(g) mandates an alternative depreciation system for any tangible property used predominantly outside the United States
D. 179 provides that a taxpayer may elect to expense up to $105,000 (for 2005) of the aggregate cost of all business tangible personal property (which is normally a nondeductible capital expenditures) placed in service during the year

1. Specifically, 179 property includes [179(d)(1)]:

(a) Tangible property to which 168 applies

(b) Computer software

(c) 1245 property (as defined in 1245(a)(3))

(d) Property that is acquired for use in the conduct of a trade or business

(1) e.g., computers, phones, fax machines, tools, and similar items qualify

2. Any amount deducted under 179 with respect to a particular asset “comes before” any depreciation deductions with respect to the same asset

(a) Thus, the effect of making the 179 election is to accelerate into Year 1 part of what would be deducted later under 168 absent the 179 election

(1) This means that 179 does not change the taxpayer’s total deductions over the property’s recovery period

3. Limitations:

(a) The annual deduction is reduced (dollar for dollar) as the cost of eligible property placed in service in the year exceeds $420,000 (2005) [179(b)(2)]
(b) The 179 deduction cannot exceed the TI from the taxpayer’s trade or business for the year [179(b)(3)]
(1) For this purpose, TI is computed w/o regard to the 179 deduction

(c) The deduction for heavy SUVs (over 14,000 lbs.) is limited to $25,000

(1) 179(b)(6)(B)(ii) excludes certain vehicles from this definition

4. The taxpayer must affirmatively elect to use the 179 deduction [179(c)]

5. Any reduction in basis attributable to 179 is treated as “depreciation” for purposes of 1245 recapture [1245(a)(2)(C)]

E. A taxpayer may claim a deduction for any amortizable 197 intangible equal to 

1. The adjusted basis of the intangible divided by 15 years

(a) The taxpayer may begin to claim this deduction in the month of acquisition of the intangible [197(a)]

(1) Such an amortization deduction reduces the basis of the asset in question [1016(a)(2)]
2. A 197 intangible includes goodwill, going-concern value, covenants not to compete, patents, copyrights, formulas or processes, and various other intangibles [197(d)(1)]
3. An amortizable 197 intangible includes intangibles (acquired after 7/25/91) that are held in connection w/ the taxpayer’s trade or business [197(c)(1)]

(a) This term does not include “self-created” intangibles 

(b) It also excludes interests in land, readily available computer software, and leases of tangible property [197(c)(2),(e)(2),(3),(5)]
4. Goodwill is defined as the likelihood that customers will return to the old place of business, the tendency of an established business to continue
5. Going concern value is the value of an operational business, as compared with the cost of acquiring all of the components of the business and getting them going
Capital Gains and Losses – Above the Line deduction for loss
I. 165(f) provides that losses from the sale or exchange of capital assets are only allowed to the extent allowed in 1211 and 1212
II. There is a tax preference for capital gains, which are taxed at rates ranging from 5% to 28% [1(h)]

A. As such, taxpayers usually seek to characterize income as capital gain in order to take advantage of this preferential rate

1. There are several rationales for treating capital gain and loss differently

(a) Reduction in the tax rate on investments will increase savings, investment, and economic prosperity

(b) Reduction in the tax rate for specific industries will increase investment in those industries

(c) Preventing “lock-in,” which occurs when a taxpayer holds rather than sells assets because of the tax that will be due on sale

(d) “Bunching” occurs due to the fact that capital gains accrue over many years, yet the gain is recognized in a single year.  The capital gains preference mitigates this impact.

(e) The recognized gain upon sale of a capital asset may not represent real gain, but instead may represent inflationary gains.  The capital gains preference mitigates the impact of inflation by lower the tax in the year of sale.

III. 1211 imposes significant restrictions on the deduction of capital losses

A. Individuals may deduct capital losses only to the extent of capital gains plus

1. The lesser of

(a) $3,000, or

(b) The excess of capital losses over capital gains [1211(b)]

B. Losses that cannot be claimed because of this limitation are called “net capital losses,” and carry forward indefinitely to later taxable years [1212(b)(1)]

1. In each succeeding year, capital losses may be deducted to the extent of capital gain recognized in that year

2. In addition, the taxpayer is deemed to have capital gain equal to the lesser of

(a) $3,000, or the excess of losses over gains, whichever is lower, or

(b) The taxpayer’s adjusted TI [1212(b)(2)(A)]

(1) “Adjusted TI” means TI increased by the lower of 

a) $3,000, or

b) The excess of capital loss over capital gain plus the personal exemption [1212(b)(2)(B)]

1) This deemed capital gain allows the taxpayer to deduct capital losses carried forward to future years, to the extent of capital gains in those years plus $3,000 of ordinary income in each year.
IV. All long-term (not short-term) capital gain and loss must be placed into one of three categories [1(h)].  Both gains and losses for a particular kind of asset goes into that category, for later netting:

A. 28% capital gain and loss

1. Made up of mostly gain and loss on the sale of “collectibles,” such as coins, stamps, art, antiques, guns, gems, etc.
B. 25% capital gain (not losses)

1. Attributable to “unrecaptured 1250 gain,” i.e., LTCG, which is not otherwise recaptured as ordinary income, attributable to the taxpayer’s previous depreciation of real property
C. 15/5% capital gain and loss

1. The residual category, i.e., it includes all capital gain and loss not included in the other two categories 

2. The 5% rate applies to taxpayers whose regular rate is 10 or 15%

3. The 15% rate applies to all other taxpayers in higher brackets

V. The period of time during which the taxpayer holds an asset is the holding period
A. Less than one year is ST, greater than one year is LT

B. The holding period usually begins when the taxpayer acquires the asset by purchase

C. If a taxpayer receives property in an exchange that is totally or partially tax-deferred, the holding period of the property received in exchange will include 

1. The ownership period of the property received, plus

2. The ownership period of the property given in exchange [1223(1)]
(a) This only applies if the property exchanged was a capital asset/1231 property

D. If a taxpayer receives property in a transaction in which his basis is determined by reference to another person’s basis in that same property, the holding period includes the period of time during which both taxpayers held the property [1223(2)]

VI. Note: 
A. 1221 defines “capital asset”

B. 1222 defines many terms relating to capital gains and losses, including STCG, STCL, LTCG, LTCL, etc.
C. Personal home is a capital asst however is not depreciable

VII. Recognized gain on the sale or exchange of a capital asset will usually be capital

A. However, specific Code provisions may in certain cases re-characterize all or a portion of this gain or loss as ordinary

VIII. 1245(a) provides that a taxpayer’s gain on the disposition of “1245 property” will be treated as ordinary income to the extent of the difference between the lower of 

A. The taxpayer’s “recomputed basis,” or

B. The amount realized (for sales) or FMV (for transactions other than sales), exceeds the taxpayer’s adjusted basis in the property

1. Thus, the recapture amount (i.e., the ordinary income) will be the lesser of the realized gain or the depreciation claimed

C. “1245 property” is personal property that is used in a taxpayer’s trade or business and certain other property (but not buildings or structural components of buildings) [1245(a)(3)]

D. The “recomputed basis” of property is its adjusted basis plus all the depreciation attributable to the property taken by the taxpayer [1245(a)(2)]
1. For this purpose, depreciation includes all cost recovery deductions, including 179 deductions [1245(a)(2)(C)]

E. Recapture does not apply in certain transactions that are tax-free, including transfers by gift and at death [1245(b)(1),(2)]

1. For certain transactions that are generally tax-free to the transferors, the recapture amount is limited to the amount of gain recognized on the transfer [1245(b)(3)]

(a) A special rule that applies to like-kind exchanges and involuntary conversions requires recapture in the amount of the gain recognized plus the FMV of any non-1245 property received that is not boot [1245(b)(4)]

IX. 1250 (not of major importance today) requires that “additional depreciation” taken with respect to “1250 property” be cast as ordinary income upon the sale of that property [1250(a)(1)]

A. “Additional depreciation” is the depreciation claimed with respect to an item of property in excess of the amount that would have been allowable had the taxpayer used the straight-line method of depreciation [1250(a)(2)]

1. Thus, 1250 recaptures only the accelerated portion of depreciation

B. 1250 was at one time of more importance than it is today – because all buildings and their structural components placed in service after 1986 are required to be depreciated using the straight-line method, there is generally no additional depreciation to be recaptured on buildings placed in service after 1986
X. 1231 creates a taxpayer-friendly rule (with respect to gain or loss from the sale of real and depreciable property used in a taxpayer’s trade or business) that net gains are generally capital, and net losses are generally ordinary
A. The rule of 1231 is deceptively simple to state: If 1231 gains exceed 1231 losses for the year, all 1231 gains and losses are treated as capital.  If 1231 losses exceed 1231 gains for the year, all 1231 gains and losses are treated as ordinary.
B. There are two types of 1231 property that generate 1231 gains and losses:
1. The most common is recognized gain and loss that arises from the sale or exchange of real or depreciable property used in the taxpayer’s trade or business [1231(a)(3)]
(a) Property “used in the trade or business” means property that the taxpayer actually uses in the business, which is held for more than one year, and which is either real property or property subject to depreciation, such as equipment [1231(b)(1)]
(1) It does not include inventory
2. Gain or loss recognized on the involuntary conversion (including condemnation) 
(a) Of property which was used in the taxpayer’s trade or business, or 
(b) Of any capital asset held for more than one year and held in connection with the taxpayer’s trade or business [1231(a)(3)]
C. Apply a four-step process:
1. Is the property sold or exchanged “1231 property”?
(a) If not, 1231 does not apply and the character of gain/loss is determined under 1221 and related sections
2. If yes, do the recapture rules apply? 
(a) Any amount treated as ordinary income under 1245 or 1250 is not eligible for 1231 treatment
3. Do the recognized losses from casualties involving 1231 assets exceed recognized gains from such casualties?
(a) If so, both losses and gains of this type are not included in the next step of the netting process, and their character will be ordinary [Reg. 1.1231-1(e)(3)]
(b) If casualty losses do not exceed gains, these gains and losses are incorporated in the next step
4. Net 1231 gains and 1231 losses
(a) If a net loss is the result of this netting process, then all 1231 gains and losses for the year are treated as ordinary [1231(a)(2)]
(b) If the result of netting is a net gain, then all 1231 gains and losses for the year are treated as capital, unless a special recapture rule applies [1231(a)(1),(c)]
XI. In sum, there are four steps to calculating net capital gain and loss:

A. Categorize capital gains and losses [p. 288]
1. ST or LT capital gains or losses?

2. 28% gain or loss, 25% gain, or 15/5% gain or loss?

3. Holding period?

4. Net 1231 gains?

(a) Treated as LTCG – assign to the 15/5% category

5. Loss Recapture?

(a) If net 1231 losses (at any time in the previous five years), net gains are re-characterized as ordinary income until all those previous losses have been offset

B. Netting within each category [p. 291]
1. Compare gains to losses – the net result is the “net” amount for that group
C. Apply net losses against net gains in other categories [p. 291]
1. Net losses in each category are applied to reduce gains in the other categories to zero (but not below zero) in a particular order (28% - 25% - 15/5% gain)
D. Apply the right tax rate (or claim the right deduction) [p. 292]
1. For gains, apply the appropriate under 1(h)
2. For losses, 1211 restrictions apply
Nonrecognition
I. A taxpayer may exclude up to $250,000 ($500,000 for joint filers) of gain on the sale of a principal residence if the following two conditions are met:
A. It must be his principal residence for a period aggregating two or more years during the five-year period ending on the date of the sale or exchange [121(a)]

B. A taxpayer can only take advantage of this provision once every two years
II. The “principal residence” is the place where the taxpayer actually lives

A. It can be a non-traditional dwelling (e.g., houseboat, recreational vehicle, etc.)

III. The ownership and use requirements may be satisfied w/ non-concurrent periods of time

A. For use, occupancy is required, but short absences for vacation or illness do not interrupt a period of use

§ 1015 – Basis of Propety Acquired by Gifts and Transfers in Trust

· (a) donee succeeds to the donor’s basis if the fmv of the property exceeds its basis at the time of gift – carryover basis – built-in gain is shifted to the donee

· Basis in the hands of the donee of “built-in loss” property depends on what the donee ultimately obtains on a subsequent realization event – 3 options

· If the amount realized by donee is less than both the donor’s basis and the fmv of the built-in loss property at the time of gift, that gift-time value fixes the donee’s basis

· If the amount realized by donee is greater than the donor’s basis, the donee takes the donor’s basis for purposed of computing gain

· If amount realized by the donee is greater than the gift-time value but less than the donor’s basis then donee’s basis is effectively deemed to equal the amount realized, resulting in no gain or loss to the donee

§ 213 (d)(9) – tummy tuck is not deductible since it is not to cure a congenital problem

§ 105(b) – when employer reimburses you that amount is not taxable to you when meets 213(d)

Reimbursement has to be for taxpayer, spouse, or dependent

§105(a)

If corp makes a below market loan to a shareholder, the forgone interest would be a dividend includible under §§ 61(a)(7) and 301(c)(1) by the borrower and nondeductible to the corp

§ 1041 – transfer during marriage and incident to divorce – 

§ 280F

Property improvement not included in GI of LL when gets it back - § 1019

§ 121 gain from sale of principle residence – must live there for 2 years

§ 162(a)(2) –being an employee a trade or business

§ 1223(b) – tacking on of years

Insurance as return of capital/recovery of coverage he paid for so not included in GI

Character means ordinary or capital and DDI is ordinary

Misc itemized – 162 unreimbursed employee expenses and § 212 investment expenses

Capital Assets

Check 1221: It is a “capital asset” in that definition?


Yes: Go through regular capital gains and losses process (holding period, etc.)

No: Check 1231: It is a “capital asset” in that definition?



No: Any gain is ordinary income



Yes: What kind of income will it yield?




If gains exceed losses, capital gain





Check 1250: Does it qualify as LTCG (25%)? 

No: Check 1245: Does it qualify?




If losses exceed gains, ordinary income
Classifications:

28 collectibles 

25 things that would fall under 1250 (depreciable business real property)

15/5 everything else

Recourse/Nonrecourse Nonsense

Matters when FMV of property < Amount of debt
Two equations:


If purchaser wants to take property subject to recourse debt as consideration:



Gain = FMV – A/B 

May create a loss deductible elsewhere (e.g., business property)


DDI = Debt – FMV 

If purchaser wants to take property subject to nonrecourse debt as consideration:


Loss = AB - Debt
Debt included in amount realized when there is a positive equity situation

(1) Scenario - Recourse

(a) Rachel buys Blackacre for $1K and $9K nonrecourse mortgage; value falls to $7K 

(i) Rachel realizes § 1001 loss of $1K: $9K becomes amt. realized less 10K basis – capital loss of $1K

(a) Debt relief is amt. realized: as in Crane

(2) Scenario - NR

(a) Rachel buys Blackacre for $1K and $9K recourse and FMV falls to $7K – AB = $10K

(i) Rachel realizes $3K capital loss

(ii) Applies $7K to loan and realizes $2K of DDI

(iii) Result is the same but form of loss is different

Anything that is physical is excluded and anything that flows from injury is excluded - § 104

a. hospital bills for $100,000 - excluded

b. doctor’s bills for $250,000 - excluded

c. $250,000 for husband’s pain and suffering – excludable under § 104(a)(2)

d. $500,000 punitive damages – must be included in GI – not excludable under § 104(a)

e. $100,000 in lost wages – not included in GI if received under worker’s comp

f. $50,000 for treatment of anxiety – not GI since flow from the injury

g. $50,000 for Ava’s loss of consortium claim – not included in GI since doesn’t have to be just his claim – as long as flows from inury
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