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CH. 1 – INTRO TO FEDERAL INCOME TAX
001 - 020
I. PROBLEM
Gross Income (GI) = $ 320,000
Section
$   25,000.00 
cash
§ 61

$ 250,000.00 
checks
§ 61

$   10,000.00 
landscaping
Reg. § 1.61-1(a) & 2(d)(1)

$   19,000.00 
bank interest  
§ 61(a)(7)

$     1,000.00
dividends [net capital gain]
§ 61(a)(7)

$   15,000.00
selling stock profit [long term capital gain]
§ 61(a)(3)

$ 320,000.00
Adjusted Gross Income (AGI) =  $ 230,000

AGI = GI – Above the line deductions (ATLD)

$ (60,000.00)
wages paid to workers
§ 162(a)

$ (20,000.00)
business expenses
§ 162(a)

$ (10,000.00)
bldg. depreciation
§ 168

$ (90,000.00)

$ 320,000.00
GI
$ 230,000.00
Below the line deductions (BTLD) = $ 39,800

$    1,000.00
investment account expense
§ 212


$  18,000.00
mortgage interest
§ 163

$    3,800.00
property taxes
§ 164(a)(2)

$    8,000.00
state income taxes
§ 164(a)(3)

$    9,000.00
charitable donation
§ 170

$  39,800.00


2% Floor on Itemized Deductions
§ 67

$ 230,000.00
AGI

x              .02
2%

$     4,600.00
Home mortgage, state income tax, property tax & charitable donation ≠ subject to 2%

$   39,800.00
BTLD

$   (1,000.00)
investment account expense subject to

$   38,800.00
3% Overall Limitation on Itemized Deductions
§ 68

$ 230,000.00
AGI

$(160,000.00)
inflation adjusted “applicable amount”

$   70,000.00
over itemized deduction limitation

x              .03
3% limitation

$     2,100.00
Total Deductions = $ 36,700
$   38,800.00
BTLD minus 2% floor

$   (2,100.00)
3% limitation 

$   36,700.00
Personal Exemptions = $ 13,600
§ 151

$     3,400.00
standard exemption

x                 4
2 personal exemption for married couple + 2 qualifying children

$   13,600.00
Taxable Income (TI) = [AGI – Deductions – Exemptions] = $ 179,700   
$ 230,000.00
AGI

$ (36,700.00)
total deductions

$ (13,600.00)
total exemptions

$ 179,700.00
Tax Rates

$ 179,700.00
taxable income

$(128,500.00)
tax rate on joint return w/ taxable income of $179,700

$   51,200.00
amount over $128,500 taxed at 28%

x              .28
% amt taxed over $179,700

$   14,336.50

$   24,972.50
tax rate base
$   39,308.50
preliminary tax liability

Net Capital Gain (NCG)
§ 1(h)

$ 179,700.00
taxable income

$ (16,000.00)
NCG ($ 1,000 dividends + $ 15,000 selling stock)

$ 163,000.00
$(128,500.00)
tax rate on joint return w/ taxable income of $179,700

$   35,200.00
x              .28
% amt taxed over $179,700

$     9,856.00
$   24,972.50
tax rate base

$   34,828.50

$     2,400.00
NGC % tax rate ($ 16,000 x 15% = 2,400)

$   37,228.50

II. OVERVIEW
A. A Brief History of Federal Income Tax
· 16TH Amendment to the US Const. in 1913
B. The Tax Practice
C. Resolution of Tax Issues Through the Judicial Process
1. Trial Courts
· Comm’n of the IRS asserts a deficiency in income tax, the TP may:

· Refuse to pay the tax & petition the Tax Court for a redetermination of the deficiency; or

· Pay the deficiency, file an administrative claim for refund, & upon denial of the claim, sue for refund in federal district court or the US Court of Federal Claims

· 3 cts have original juris. in federal tax cases: Tax Court, USDC & US Court of Federal Claims.

a. The Tax Court
· Court for redetermination of a deficiency w/o paying the asserted deficiency first.

· Constitutional status (given by Tax Reform Act of 1969) under Art. 1, § 8 Cl. 9 of the Const., so that it is now a part of the judicial branch.

· Gives Tax Court the power to punish for contempt & to issue writs to enforce its decisions

· Tried w/o jury by one judge

b. Federal District Courts
· USDC have juris. in any tax case seeking a refund of tax, regardless of the amt. involved.

· May be tried before juries

· The TP must bring tax actions against the US in the district in which the TP resides, in the district in which it has its principal place of business.

· A TP cannot litigate a tax action in the federal district courts w/o first paying the amt. in dispute & then commencing a refund action.

c. The United States Court of Federal Claims
· Ct. of Federal Claims has juri. over all tax suits against the US regardless of amt. No Jury trial.
· Where one resides makes no difference

· Ct. of Federal claims has no juris. to hear deficiency cases.

2. Appeals
· In Golsen, the Tax Ct. reversed itself & announced that it would follow a decision of the federal ct. to which an appeal from a Tax Ct. decision would be made, if the federal appeals ct. decision were squarely on point.

3. Selection of Forum

II. ANALYSIS
A. Basic Questions Addressed by an Income Tax System
· What items of economic income or gain will be includable in GI?
· What items of expense will be allowable deductions?
· When is an amount included in income? When is the TP entitled to claim a deduction for an amount that is clearly deductible?
· Who is the TP – who is going to be taxed on items of income?
· What is the character of the items of income or the deductions?
B. Evaluating Mr. & Mrs. Taxpayer’s Tax Liability
· What is the applicable tax rate?

· What is the tax rate applied to – that is, what is the tax base?

1. Gross Income
· Court have fashioned the “assignment of income” doctrine to prevent income shifting.

· A cash method TP includes income only when it is actually or constructively rec’d.  See § 451(a); Reg. § 1.1446-1(c)(1)(i).

· § 61(a)(3) gain derived from dealing in property (i.e. stock)

· Maximum rate on “net capital gain” – a necessary component of which is long-term capital gain – is less than the maximum rate on ordinary income. § 1(h).

· Dividends included in income under §61(a)(7).

· Current law, dividends are included in computation of net capital gain, & are taxed at the preferential rate accorded net capital gain, rather than at ordinary income rates as high as 35%. § 1(h)(11).

2. Adjusted gross income
· § 62 defines adjusted GI as GI less certain deductions.
· § 62 simply defines AGI; it is not a deduction granting provision!
· In general, only those deductions listed in § 62 are taken into account in computing AGI
· Thus, there are 2 categories of deductions.
· 1) comprised of deductions a TP may consider in determining his or her AGI; they are referred to as “above-the-line” deductions
· 2) consists of those deductions a TP may take into account only after the AGI has been determined; there are referred to as “below-the-line” deductions.
· Interim measure of taxable income

3. Deductions
· When you have an expense you believe is deductible, MUST find a specific Code § authorizing it.

· Investing in stocks & bonds & otherwise managing one’s investments has been held not to constitute a trade or business w/in the meaning § 162. Higgins v. Comm’n, 312 U.S. 212 (1941).

· Enacted § 212 which specifically provides a deduction for expenses paid or incurred during the taxable year “for the production or collection of income.” 

· Thus, the management fee will be deductible as an investment activity expense under § 212.

4. Calculating Adjusted Gross Income

5. Taxable Income
a. § 67: the 2% Floor on Miscellaneous Itemized Deductions.
· Certain itemized deduction may not be deducted except to the extent that in the aggregate such deductions exceed 2% of the TP’s AGI.
· ≠ subject to the 2% rule: deductions for home mortgage interest, state income tax, real property tax, & charitable contributions. § 67(b).

b. § 68: Overall Limitation on Itemized Deductions
· Provides that otherwise allowable itemized deductions are reduced by 3% of the amount by which the TP’s AGI exceeds an inflation-adjusted “applicable amount” (or, if lesser, the reduction is 80% of otherwise allowable itemized deductions).
c. Personal Exemptions
· § 151(a) provides that there will be a deduction for personal exemptions.
· § 151(d)(1) sets the exemption amount, in general at $2,000, adjusted for inflation after 1989 as set forth in § 151(d)(4), for 2007 the inflation-adjusted personal exemption is $3,400.
· Number of exemptions provided for under § 152, Reg. § 1.151-1(b).
6. Tax Rate
· Appropriate tax rate under § 1.  § 1(a) – (i) list 6 different tax rates

· Credits. §§ 21-53
· §31 the credit w/holding taxes paid through the year by the employers on behalf of the employees.

· Credit v. deduction

· A credit reduces one’s tax on a dollar for dollar basis, whereas a deduction reduces taxable income, thus providing a reduction in tax that is dependent on the tax bracket of the individual.

III. CLASS NOTES

· Tax to raise revenue
· 3 Big policy consideration we used to talk about taxation
· Fairness
· People disagree about what’s fair
· Feasibility
· Want tax to be easy to administer (gov’t & individual filing)
· Efficiency (non distortion) / Neutrality
· The point of taxes is to raise $ not change people’s behavior
· Things
· Rate 
· Base – what you tax (i.e. windows, property tax – assessed value on your home)
· Rate x Base = what tax is
· Social security tax – base = wages
· Excise tax – on one narrow thing
· Why Tax Income?
· more income, the better off they are & more able to pay tax
· What is income? Power to consume
· Income tax is taxing the power to consume – the $ you have to consume & the $ you have you could consume w/ (savings)
· NET INCOME – income tax is a tax on net income
· All inflow (gross receipts) – cost of earning the inflow = wealth available for consumption
· What’s left over from the cost of getting that income (cost of earning money)
· All inflow
· GI – everything that happens to me that makes me better off (economic)
· i.e. business owner – pymts coming in, wages going out, bills on business
· TAXABLE INCOME x RATES = TAX LIABILITY
· §61 – GI (adding stuff up)
· §71 ff - inclusions of GI
· §102 ff – exclusions of GI (i.e. gift)
· If & when you can take a deduction?
· §62 – AGI (subtractions), tell you when to take a tax deduction 
· ATLD – deductions come out of GI
· §63 – taxable income (subtractions)
· BTLD – limitations on it 
· itemized or standard
· 2% floor & overall limits 3%
· Itemized - §67 & §68
· Authorize you to take a deduction
· §162 ff, §212
· Non deductible things
· §261 ff
· §262 – consumption expenses (i.e., food, clothes, lodging)
· §263 – capital expenditures (take deprecation over time)
· RATES - §1
· special treatment of capital gains (receive a lower tax rate than ordinary income)
· characterization issue (certain kinds of income gets taxed differently)
· usual income, regularly paid
· long term capital gains
· §1, §3
· TAX LIABILITY
· CREDITS
· subtract credits from tax liability
· employer withholding of tax
· tax due or refund
· difference b/t credit & deduction
· deductions subtracted from income
· credits subtracted from your tax liability
CH.2 – GROSS INCOME: CONCEPTS & LIMITATIONS
021 - 053

I. PROBLEM
Marcella

GROSS INCOME = 

Section
$  75,000
salary
§61
$    5,000
year end bonus

$       450
value of oak desk ($500 fair market value - $50 paid) – looks like a bargain deal but look at relationship b/t employer & employee 
Reg. 1.61-2(d)(2)

Below the line deductions (BTLD) =
$  15,000
federal income taxes withheld


$    5,500
social security taxes

$    4,500
state income taxes

Not Taxable
$    2,500
ski retreat costs reimbursed by firm ≠ taxable b/c mandatory & distinguished by McCann – forced consumption & McCann can be seen as a bonus for sales
$    5,000
round class tickets to Italy from frequent flyer miles

$  10,000
legal fees for home (represented herself)
imputed income
$    2,500
greenhouse to thank for legal services
gift exchange (not included)


Mitch
YR 1

buys stock for $1,000 – stock goes up to $1,500
≠ realization event
YR 2

stock goes to $2,000, A offers to buy 
≠ realization event

YR 3

stock goes to $2,500, M borrows $2,000 w/ stock as collateral
≠ realization event

YR 4

stock goes to $3,000, Fire destroys stock certificates, 
≠ realization event 



XYZ replaces, M repays debt

YR 5

stock goes to $3,500 & M gives stock to a creditor 
= realization event



in pymt for debt of $3,500 - $1k basis = $2.5k
Amount Realized = sum realized + market 
§ 1001
NCG = $2,500

Income from discharge of a debt

II. OVERVIEW

A. The Search for a Definition of Income
· Congress, in defining “GI,” intended to exert “the full measure of its taxing power.”

B. Income Realized in Any Form
· Service Announcement 2002-18, 2002-1 C.B. 621 stated “it would not assert that any TP has understated his federal tax liability by reason of the receipt or personal use of frequent flyer miles … attributable to the TP’s business or official travel.”

· Thus, a TP who accumulates frequent flyer miles as a result of business travel paid for by her employer, is not required to report any GI as a result of receipt of the frequent flyer miles or her use of those miles for person travel.

C. Realization, Imputed Income & Bargain Purchases
1. Realization Requirement.
· Realization events are not limited to cash sales.
· Gain or loss as being realized from the conversion of property into cash or from the exchange of property for other property differing materially either in kind or in extent. Reg § 1.1001-1(a).

· Under § 1001: an exchange of property gives rise to a realization event so long as the exchanged properties are “materially different” – that is, so long as they embody legally distinct entitlements.
· Class Notes

· Realization rule – in general you don’t get tax just on the fluctuation in the value of your property.  What counts as a realization event? 
EISNER v. MACOMBER
028
F/PP:  Mrs. M owned stock in Standard Oil of CA.  She & other shareholders rec’d a 50% stock dividend in the form of additional corporate stock rather than a cash dividend.  Under Rev. Act of 1916, the stock dividend was taxable.
H/Rat: Sup. Ct. held that no gain & no income had been realized by reason of the stock dividend & Congress had no power to tax it under the Const.  Realization is a const. requirement.
Now, broad consensus that realization is not a constitutionally-required prerequisite to taxation.
COTTAGE SAVINGS ASS’N v. COMM’N, 499 U.S. at 566
028
Issue:  Whether a savings and loan association “realized” losses on the exchange of its interest in one group of home mortgage loans for interests in a different group of home mortgage loans.
H/Rat:  Began by affirming the concept of realization is founded on administrative convenience.  The losses had in fact been realized b/c, based on the regulations under § 1001, an exchange of property gives rise to a realization event so long as the exchanged properties are “materially different” – that is, so long as they embody legally distinct entitlements.  B/c the participation interest exchanged derived from loans that were made to different obligors & secured by different homes; the exchange interests did embody legally distinct entitlements.  Cottage Savings realized its loses at the point of exchange.
2. Imputed Income
· Imputed income is not taxed, even though the IRC contains no specific exclusion to that effect.

· 2 categories:

· Imputed income from services & imputed income from property

· Home owner v. renters

· Economic benefit arising from self-help, ie, from performing services for oneself, one’s family or others.

· Lawyers drafting their own wills, mowing your own lawn, etc …

· Questions related to imputed income arise in practice are those associated w/ self-employment or employment activities:

· Morris v. Comm’n (1928) – the value of farm products consumed by the owner was not income.

3. Bargain Purchases.
· Why are barter tx taxable? b/c then there would be fewer cash tx
· General barter principle – market value for the bartered good or service
· Assume purchase an asset at a bargain price (FMV of the asset is greater than the price you paid for it) – you have an accession to wealth, should it be included in GI? NO
· Pellar v. Comm’n – bargain purchases generally do not constitute GI b/c administratively unworkable, speculative to figure out may be minimal.
· Property tx as compensation for service in an amount less than FMV, the difference b/t the FMV & the amt pd. is GI . Reg. § 1.61-2(d)(2)(i).
· Determining whether a bargain element is present or whether it represents compensation for service is, on occasion, somewhat more difficult, i.e. fringe benefits § 132.
· Be careful not to misapply the realization requirement in connection w/ a compensatory bargain purchase that constitutes GI.  
· Assume: an employer tx to an employee, as compensation, stock worth $500 for $100 payment.
· Reg. § 1.612(d)(2)(i) provides that employee has GI of $400.
· Would be incorrect to argue the employee had no income b/c the $400 gain had not been realized & would not be realized until the employee disposed of the stock.
· The $400 difference simply does not constitute appreciation in the stock’s value while in the hands of the employee.  The property was given to the employee as compensation & it is the FMV of that property that must be used in order to measure the compensatory element in the tx.
COMM’N v. GLENSHAW GLASS CO. (1955)
033

F/PP:  Glenshaw Glass Co. manufacturers glass bottles & containers.  It was engaged in protracted litigation w/ Hartfor-Empire Co., which manufactures machinery used by G.  G sought exemplary damages for fraud & treble damages for injury to its business by reason of H’s violation federal antitrust laws.  Dec. 1947, parties concluded a settlement in which H paid G appx. $800k.  Total $324k represented pymt of punitive damages for fraud & antitrust violations.  G did not report this portion of the settlement as income for the tax year involved.  Comm’n determined deficiency claiming as taxable the entire sum less only deductible legal fees.  Tax Ct & Ct. of Appeals ruled in favor of the TP.
Issue:  Whether $ rec’d as exemplary damages for fraud or as the punitive 2/3 portion of a treble-damage antitrust recovery must be reported by a TP as GI under § 22(a) of the IRC 1939.
Rule:  § 22(a) – “gains or profits and income derived from any source whatever”
H/Rat:  This language was used by Congress to exert in this field “the full measure of its taxing power”.  Here we have instances of undeniable accessions to wealth, clearly realized, & over which the TPs have complete dominion.  The mere fact that the pymts were extracted from the wrongdoers as punishment for unlawful conduct cannot detract from their character as taxable income to the recipients.  Recoveries are taxable to the extent that they compensate for damages actually incurred.  It would be an anomaly that could not be justified in absence of clear congressional intent to say that recovery for actual damages is taxable but not the additional amount extracted as punishment for the same conduct which caused the injury.  Punitive damages do not come under any provision which exempts it from income.  Reversed.
CESARINI v. U.S. (N.D. Ohio 1969)
036
F/PP:    Πs are husband & wife.  In 1957, Πs purchased a used piano at an auction sale for appx. $15, in 1964 while cleaning the piano, Πs discovered sum of $4,467 in old currency. Πs exchanged old currency for a new at a bank & reported the sum of $4,467 on 1964 joint tax return as ordinary income from other sources.  Oct. 1965, Πs filed amended return eliminating the $4,467 from GI computation & requesting a refund of $836.51 contending it was erroneously overpaid. Jan. 1966 Comm’n rejected refund claim.

Issue:  Whether the $4,467 should in included in GI
Rule:  § 61(a) – GI means all income from whatever source derived, including but not limited to the following items: §(1) – (15) list 15 items specifically included & Part II of subchapter B of 1954 Code list items expressly included in GI.  Part III deals w/ items specifically excluded from GI.
H/Rat:  The found $ in contention is not listed in the included or excluded parts → return to “all income from whatever source” language of § 61(a) & not limited to.  Sup. Ct. has held broad language in order for Congress to exert its full taxing power under 16th Amend.  IRS Rev. Ruling 61, 1953-1 CB 17 – the finder of treasure trove is in receipt of taxable income.  Πs argue $ falls under either §74 (including the value of prizes & award in GI) & § 102 (exempting the value of gifts rec’d from GI).  § 74 added b/c prizes might otherwise construed as non-taxable gifts, & since no § was passed expressly taxing treasure-trove, it is → a gift under § 102.  This ignores the statutory scheme whereby income from all sources is taxed unless the TP can point to an express exemption.  $ was not reduced to undisputed possession until actual discovery in 1964, thus taxable during that year and not the year the piano was bought.
OLD COLONY TRUST COMPANY v. COMM’N (1929)
039
F/PP:  Pet. executors of the will of W.  June 1925, before W’s death, the Comm’n notified him by mail of the determination of a deficiency in income for the years 1919 & 1920.  Appeals was taken to Bd. Of Appeals.  Bd. Found a deficiency for W in 1919 for ~$708k & 1920 ~$350k.  W worked for AWC, which passed resolution to pay for W’s federal tax in 1919 & 1920.
Issue:  Whether a TP, having induced a 3rd person to pay his income tax or having acquiesced in such payment as made in discharge of an obligation to him, may avoid the making of a return thereof & the payment of a corresponding tax? NO
H/Rat:  Payment of the tax by the employers was in consideration of the service rendered by the employee & was a gain derived by the employees from his labor.  The discharge by a 3rd person of an obligation to him is equivalent to receipt by the person taxed.  The taxes were paid upon a valuable consideration, the services rendered by the employees, & as part of compensation.  Pymt of taxes IS income to the employee.
REVENUE RULING 79-24, 1979-1 C.B. 60
041

Situation 1: In return for personal legal service performed by a lawyer for a housepainter, housepainter painted the lawyer’s personal residence.  Both members of barter club.  

Situation 2: An individual who owned an apt. bldg rec’d a work of art created by a professional artist in return for the rent-free use of an apt for 6 mos. by the artist.
Law:  § 61(a) and Reg. 1.61-2 relating to compensation services.  § 1.61-2(d)(1) provides that if services are pd for other than in $, the FMV of the property or services taken in pymt must be included in income.  If services rendered at a stipulated price, such prices will be presumed the FMV of the compensation rec’d in the absence of evidence to the contrary.
Holding 1:  FMV of the services rec’d by the lawyer & housepainter are includable in their GI under § 61.
Holding 2:  FMV of the value of the art & the 6 mos. fair rental value of the apt. are includable in GI - § 61.
McCANN v. U.S. (Fed. Cir. 1983)
042

F/PP:  M’s residents of Shreveport made a round trip to Las Vegas in 1973 for the purpose of attending a seminar by Mrs. M’s employer, S.  All traveling & other expenses of the M’s in connection w/ the attendance at the seminar were paid by S.  In 1973 joint income tax return, the M’s did not include any expenses pd. by S in regards to this trip in their GI.  IRS decided the FMV of the trip should have been included in their GI and issued a deficiency notice. M’s paid, then filed suit for refund.
Issue:  Whether, as determined by the IRS, the M’s should have include in their 1973 income tax return, as port of their GI, an amt based upon the cost to S of defraying their travel & other expenses for the trip.
Rule:  “all income from whatever source derived.” 
H/Rat: Tax all gains except those specifically excluded which includes any economic or financial benefit conferred as compensation.  Reg. §1.61-1(a) GI may include money, property, services, meals, accommodations, or stock, or may be in any other form.  Thus, in a situation where an employer pays an employee’s expenses on a trip that is a reward for services rendered by the employee, the value of the reward must be regarded as income.  Seminar = economic benefit to M’s & reward to Mrs. M, Seminar is optional & not required → the reward was clearly compensation for services rendered & = GI & when services are paid for in a form other than $, the FMV is used.  Reg. § 1.61-2(d)(1).
PELLAR v. COMM’N (T.C. 1955)
045
F/PP:  Pet. entered into a K w/ a construction Co. for the erection of a dwelling on land previously purchased by pet.  Actual cost was substantially more then the fixed price in the K (extras requested by pet. & errors on part of the K’or).  FMV at time of completion was materially in excess of the price fixed in the agreement, but materially less than the cost of the construction.
Issue:  Whether or not the excess of the FMV or the property (excluding land) over cost constituted income to the Petitioners.
Rule:  General rule – the purchase of property for less than its value does not, of itself, give rise to the realization of taxable income (realization normally arises & is taxed upon sale or other diposition).
H/Rat: No taxable income results from the purchase of property assuming that the tx is one at arm’s length & that the relationship of the parties does not introduce into the tx other elements indicating that the tx is not simply a purchase but involves an exchange of other considerations (strong evidence to rebut the presumption).  Acquisitions of property may result in taxable income where they don’t represent purchases or where some other purpose is consummated by the acquisition of the property, i.e., property acquired in connection w/a “bargain purchase” may represent compensation where the seller & the purchaser bear a relationship of employer & employee, or a dividend distribution, or a gift.  In the instant case, no employer-employee relationship to infer differential was compensation, no dividend, not realized.
ROCO v. COMM’N (T.C. 2003)
048

F/PP:  Deficiency in petit’s 1997 income tax.  Pet. sued NYUMC in a qui tam action under False Claims Act claiming NYU had submitted false info. to the US which resulted in a substantial overpymt of Federal funds.  US pd pet. $1,568,087 in 1997 as his share of the settlement proceeds.
Issue:  (1) Whether the $ payment that pet. rec’d from the US in 1997 is includable in GI? YES (2) Whether the pet. is liable for the accuracy-related penalty under § 6662(a) for 1997? YES
H/Rat: The qui tam pymt to pet. was the equivalent of a reward for pet’s efforts to obtain repymt to the US of overcharges by NYUMC.  Rewards are generally includable in GI.  § 1.61-2(a).  GI includes all income from whatever source derived unless excluded by law.  IRC provides no exclusion for GI for proceeds rec’d by a realtor in a qui tam proceeding.  Neither qui tam pymts nor punitive damages are intended to compensate the recipient for actual damages.  Punitive damages are includable in GI.
III. CLASS NOTES

· Trust Accounting concept
· add property to the account
· have a trustee manager, who gives income to benes
· Factor pymts approach
· basic approach taken in Eisner v. Macomber
· income is gain from the use of labor & capital combined
· capital gain is income
· Accretions to wealth
· if my wealth increase I’m better off
· general only tax gains to wealth
· Cottage Savings Ass’n v. Comm’n – realization rule, the concept of realization is founded on administrative convenience.  
· Too hard to value property every year
· JIMS GENERAL RULE
· GI issue
· did something make someone better off, if it does then look for a statutory or court exclusion
· in general the definition of income is expansive, unless I can find a statutory exclusion (or realization rule)
· Other h& opposite when you talk about deductions – need a specific provision
CH. 3 – THE EFFECT OF AN OBLIGATION TO REPAY
055 – 078
I. PROBLEMS
1. Steve
(a) YR1 – Report $25,000 (claim of right doctrine CB 60)
compare to NAO (CB 63)
(b) YR2 – deduction for $5k repymt under §1341
2. Steve
(a) YR1 – Report $25,000 on taxes (illegal funds)
CB 61
(b) YR2 – deduction for $5k repymt under §1341
3. Kevin

(a) ≠ GI in the yr rec’d – 
See Indianapolis Power (CB 68)

4. Kevin

See 

(a) Dec. 1 – K signs K to write book 

1) Rec’d $10k in advance royalties 

2) K guarantees 1,000 copies at $25 or has to repay the difference it sells short

(b) Jul. 1 – manuscript must be delivered

(c) Is advance royalties include in GI?  YES – contingent ≠ obligation
See WESTPAC (CB 75)
II. OVERVIEW
A. Loans
· Loans are not GI.

· A loan ≠ an “accession to wealth” or increase the TP’s net worth b/c the loan proceeds are accompanied by an equal & offsetting liability: the borrower has an obligation to repay the loan, & it is this repymt obligation that negates treatment of a loan as income.

· Repymt is not a deductible expense.

· The lender has no deduction when the loan is made; repymt is merely a recovery of capital for him.

· A failure to repay a loan may generate tax consequences, i.e. 3rd party repays the loan on behalf of the borrower (but could represent a gift to the borrower and not give rise to liability).
· Suppose: a corp. makes substantial cash disbursements to a shareholder, permits the shareholder to use the corp’s credit card for personal purchases, & pays federal & state tax liability owed by the SH.

· Morrison v. Comm’n held the pymts & disbursement were loans: the court found that the corp. had enough funds to make the loan, the SH had enough income to repay the loans, & there was evidence the SH had in fact made loan repymts, including interest.

Karns Prime & Fancy Food v. Comm’n 
F/PP:  TP sought financial assistance from Super Rite for certain capital improvements.  Super Rite required the TP to (a) enter into a written supply agreement requiring TP to purchase annually a certain amt Super Rite’s products & (b) to execute a promissory note payable to Super Rite in the amt of the advance, although Super Rite intended that the customer’s obligation to repay the funds that it advance would arise only if the customer materially breached the supply agreement.  Loan is forgiven if TP does not breach the agreement.  TP included $250k as other source of income for the following years & did not include the 1.5M in the year rec’d.

H/Rat:  The determination of whether a tx of funds constitutes a loan is a question of fact – in order for the funds to constitute a loan, at the time the funds are tx there must be an unconditional obligation (i.e. an obligation that is not subject to a condition precedent) on the part of the transferee to repay, & an unconditional intention on the part of the transferor to secure repymt of such funds.  The TP did not have an unconditional obligation to make each of the annual pymts set forth in the promissory note → Ct. concluded that $1.5M rec’d by the TP, a corp. operating a grocery stores, form the principal supplier, Super Rite Foods, did not constitute a loan and was includable as GI.
B. Claim of Right
· What is the proper tax treatment of $ (or other property) rec’d subject to a contingent repymt obligation?

· I.e., found lost wallet, but law allows someone to claim the $ w/in 2 years.

· Claim of Right Doctrine:

· If a TP receives earnings under a claim of right & w/o restriction as to its disposition, he has rec’d income which he is required to return [that is, to report on his tax return], even though he may still be claimed that he is not entitled to retain the $, & even though he may still be adjudged liable to restore its equivalent.

· $ rec’d under a claim of right, w/o restriction as to disposition, is income; the contingent repymt obligation does not allow the receipt to be treated as a loan.

· $ rec’d & self imposes voluntary restriction to be available for repymt upon settlement of the dispute not income, atty. rec’d advance by clients and can’t use funds, atty. is not in receipt of income when rec’d.
· Funds over which the TP acts only as a conduit are not rec’d under a claim of right.
C. Illegal Income
· Long clear gains from an illegal business may be taxed. US v. Sullivan (1927).

· James v. US – Sup. Ct. held embezzled funds includable in GI (RULE TODAY).

· Gilbert v. Comm’n (1971) – TP made unauthorized w/drawals of corporate funds & pleaded guilty to state & federal charges.  2nd Cir. Held TP did not realize income under the James test on fund w/drawn from a corp. where the TP fully intended to repay them, expected w/ a reasonable certainty to be able to repay them, believed the w/drawals would be approved by the corp., & made a prompt assignment of assets sufficient to secure the amt. owed.  Ct. found it to be in the nature of a loan.

· As James suggests, & the Service concedes, repymt of illegal income entitles the TP to a deduction. Rev. Rul. 65-254.

· Ct. rejected argument that the consensual recognition of indebtedness of an embezzler w/in the same tax year transformed the tx into a loan.

· Kreimer v. Comm’n – TP convicted of obtaining loans under false pretenses amounting to fraud.  Despite this, the ct found the txs were loans since the TP had always regarded & treated the obligations as bona fide debt they intended to repay.  

· In contrast, where a consistent pattern of fraudulent dealing demonstrates an absence of intent to repay, merely labeling the funds obtained as loans will not avoid GI.
D. Deposits
· Regulations provide that rent paid in advance generally constitutes GI in the year it is rec’d regardless of the period covered or the TP’s method of accounting. Reg. § 1.61-8(b).

· Advance pymt of income is still income.
NORTH AMERICAN OIL CONSOLIDATED v. BURNET (1932)
063
F/PP:  1916 – sought $ for profits of that year, 1917 – NAO won at trial & $ paid, US appeals, 1920 NAO wins appeal, 1922, Sup. Ct. dismisses.  Income paid & earned from 1916 had been entered on the books of the co. as income & included in an amended return for that year filed in 1918.
Issue:  Whether the sum of ~$171K rec’d by the NAO in 1917, was taxable to it as income of that year.
Rule:  If a TP receives earnings under a claim of right & w/o restriction as to its disposition, he has rec’d income which he is required to return [that is, to report on his tax return], even though it may still be claimed that he is not entitled to retain the $, & even though he may have to pay it back.
H/Rat:  (1) income earned in 1916 & impounded by the receiver in the year was not taxable to him, b/c he was the receiver of only a part of the properties operated by the company. (2) Net profits were not taxable to the company as income of 1916 b/c never rec’d it in 1916, no constructive receipt of the profits, no right to demand the receiver pay the co. the $.  1917 co. became entitled to receive the $. (3) Net profits earned by the property in 1916 were not income of 1922 – year which litigation was finally finished.  Became income of the co. in 1917 when it first became entitled them & when they actually rec’d them. (if lost in 1922 & had to repay would be entitled to a deduction in 1922, but have include as income in 1917).
NOTES:  When you get $ & there’s no understanding that you have to pay the $ back, that’s income to you.
JAMES v. U.S. (1961)
065
F/PP:  Union official who, w/ another person, embezzled funds from 1951-1954 from employer union & insurance co.  Failed to report as income.
Issue:  Whether embezzled funds are to be included in the “GI” of the embezzler in the year in which the funds are misappropriated under §61(a) of the IRC of 1954.
Rule:  When a TP acquires earnings, lawfully or unlawfully, w/o the consensual recognition, express or implied, of an obligation to repay & w/o restriction as to their disposition, he has rec’d income which he is required to return, even though it may still be claimed that he is not entitled to retain the $, & even though he may still be adjudged liable to restore its equivalent.
H/Rat:  Lawful & unlawful gains are comprehended w/in the term “GI.”  Lawful was admitted in 1916 when Tax statute amended – intent of Congress to derive income tax from both legal & illegal sources.  Premise that the purpose of Congress was to use the full measure of its taxing power – liberal construction to broad meaning of term “GI”.  TP has command over the property taxed – the actual benefit which the tax is pd.  Should be treated similarly to someone who receives income (i.e. bonus) mistakenly & still has to report as GI (gets deduction when repd, embezzler also gets this).
COMM’N v. INDIANAPOLIS POWER & LIGHT CO. (1990)
068
F/PP:  IPL Co. required certain of its customers to make deposits as a condition of providing electricity.  When a customer terminated its electric service, it could either pay the entire bill & receive the deposit, or apply the deposit to the final bill.  The power company did not include the deposits in GI when rec’d, & IRS argued that they were income in that year.
Issue:  Were the deposits includable in TP’s GI as advance pymts for electricity, or excludable as deposits?
H/Rat:  The amt deposited by the electric customers were deposits & therefore were excluded from GI of IPL.  These amts were most like a loan from the customer to IPL which could be applied to the purchase of electricity at termination of service.  IPL’s ability to retain the deposit depended on 2 events outside its control, i.e. cancellation of service by customer & decision to apply the deposit to final bill.
WESTPAC PACIFIC FOOD v. COMM’N (9th Cir. 2006)
075
F/PP: Made 4 Ks to buy inventory & rec’d cash in advance. 

Issue:  Whether cash pd in advance by a wholesaler to a retailer, in exchange for a volume commitment, is GI or whether advance trade discounts constitute GI? NO
H/Rat:  Cash advances in exchange for volume purchase commitments, subject to pro rata repymt if the volume commitments are not met, are not income when rec’d.  One may have “complete dominion” over $ but it does not become income until it is an “accession to wealth.”  That is why borrowed $ is not income, even though the borrower has “complete dominion” over the cash.  B/c of this repymt obligation, the loan proceeds do not qualify as income to the TP.
III. CLASS NOTES
· Effect of a legal obligation – obligation to repay counter balances the receipt of money

2006
B borrows $10K from L
year of the loan no inclusion for B & no deduction for L

2007
B pays $10K to L
year of the repymt of the loan, no deduction for B & no inclusion for L

· Differences b/t deposit / prepayment

· legal right to receive deposit back, but may choose to put it towards last month

The effect of an Obligation to Repay

	Transaction
	Description


	Taxation

	Loan
	Accession to wealth with a consensual obligation to repay


	No inclusion

	Deposit
	Accession to wealth with a consensual obligation to repay

· TEST: who controls $


	No inclusion

	Receipt under a claim of right
	Accession to wealth with a contingent obligation to repay


	Inclusion

	Embezzlement
	Accession to wealth with a legal (but not consensual) obligation to repay


	Inclusion

	Extortion
	Accession to wealth with a legal (but not consensual) obligation to repay
	Inclusion

	Advance discount
	“Cash back” with obligation to pay
	No inclusion


Loan (no inclusion)   -------  Repayment (no deduction)

CH. 4 – GAINS DERIVED FROM DEALING IN PROPERTY
079 – 92

I. PROBLEMS
1. Speculator bought 100-acre desert land 10 yrs ago for $250,000.
(a) Sold lot for $1,000,000
1) 1,000,000 - $250,000 (basis in land) = $750,000 included in GI
(b) Subdivides the 100-acre parcel into 5, 20 acre lots & sells each for $400,000
1) Basis in each lot = $250,000 / 5 = $50,000 
2) 400,000 – 50,000 = 350,000 x 5 = 1,750,000 included in GI 
a. 400,000 x 5 = 2,000,000 - $250,000 = $1,750,000
2. M purchased summer home for $500,000.  Used $100,000 of own funds & borrowed other $400,000.
(a) Basis = $500k §1012
1) M purchased home under K where she pd Seller $100,000 down & agreed to pay the balance of $400,000 (plus interest on the unpd balance) over the next 10 yrs.
a. M has same basis of $500,000 b/c basis = cost and M still has obligation to repay.
(b) M reduced loan from $400,000 to $300,000 – how will effect basis in house?  Doesn’t
(c) M reduced balance to $300,000 refinanced & borrowed an additional $200,000 (loan = $500,000).
1) M used $50,000 to remodel the summer home 
§1016
2) M used $100,000 to purchase a tract of land she will hold for investment
3) M used $50,000 of the loan to pay for a European vacation.
4) What is M’s basis in summer home?
a. $500k original basis + $50k (remodel) = $550k
5) What is M’s basis in tract of land purchased?
a. $100k
(d) M sold it for cash $350k & purchaser assumed the $450k mortgage = $800k
1) $800k (amt. realized = $450k assumption of mortgage + $350k cash) - $550 (basis after remodeling) = $250k gain
2) Purchaser takes basis of $800k
3. C owes L $10k in legal fees.  L accepts FMV $5.5k of painting for C.  C still owes $4.5k to L.  5 yrs later L sells C’s painting for $10k.
(a) L has to pay GI of $5.5k on receipt of painting for services.
(b) L has to pay GI of $4.5k when sells painting (basis of $5.5k - $10k = gain)
(c) C can deduct $100 in materials as business expense, but no deduction for time.
§162
4. K tx to P 5 acre tract of land in exchange for 1 acre lakefront property.  K had an adjusted basis of $150k in tract of land that was worth $450k at the time of exchange.  P had a $50k adjusted basis in land having FMV $450k at time of exchange.
(a) What tax consequences for K & P on exchange?
1) K = $450k (FMV) - $150k (Basis) = $300k Gain in exchange of land
a. Basis K = $450k FMV of property rec’d
2) P =  $450k - $50k = $400k Gain in exchange of land
a. Basis P = $450k FMV of property rec’d
(b) FMV of K’s land = $500k, FMV P’s land = $50k + P gives K $50k cash
1) K = $450k (FMV of property rec’d) - $150k = $300k + $50k cash = $350k gain in land exchange
a. Basis K = $450k FMV property rec’d from P
2) P = $500k (FMV of property rec’d) - $50k (basis) - $50k cash = $400k gain in exchange of land
a. Basis P = $400k (gain of property given) + $50k (cash pd) + $50k basis = $500k (FMV of property rec’d from K)
(c) FMV of K’s land = $500k, FMV P’s land = $50k + P assumes $50k mortgage on K’s land
1) P’s Basis in land = $500k (FMV) - $550k (sold land for) = $50k gain 
2) K = $450k FMV of property rec’d
II. OVERVIEW
· §61(a)(3) specifies that GI includes gains derived from dealings in property.

· Reg. §1.61-6(a) provides that gain is the excess of the amt realized over the un-recovered cost or other basis for the property sold or exchanged.  

· Specific rules for computing the amt of gain or loss are contained in §1001 

· Adjusted basis

· §1001(b) provides that the amt realized on the sale or other disposition of property equals the $ rec’d plus the FMV of any other property rec’d.

· §1011(a) provides the adjusted basis is equal to the basis determined under §1012 (or other appropriate §) adjusted as provided in §1016.
· §1012 basis equal cost except as otherwise provided.

· Costs commonly understood definition, i.e. an amt pd for an item.

· §1016 requires a TP to adjust her basis in property to reflect any recovery of her investment or any additional investment made in the property.

· Adjusted basis reflects the impact events occurring subsequent to one’s acquisition of property may have on the amt of one’s investment in the property.

· A TP may recover tax-free her investment (capital) in property before being charged w/ income from a disposition of the property.

· §61(a)(7) dividends = GI.

· Dividends are viewed as earnings on or profit from one’s investment, much the way rent (§61(a)(5)) represents earnings on one’s property or interest (§61(a)(4)) represents earning on one’s money.

A. Tax Cost Basis - Reg. §1.61-2(d)(2)(i)
B. Impact of Liabilities
1. Impact on Basis
· The amt of a TP’s initial basis or investment in property is clear when no liabilities encumber the property & the TP pays cash for the property.

· Comm’n v. Tufts (1983) b/c of the obligation to repay (i.e. loan / mortgage), the TP is entitled to include the amt of the loan in computing his basis in the property; the loan under §1012 is part of the TP’s cost of the property – thus whether funds are borrowed or cash the basis in the land is the same.

· Where no personal liability is associated w/ the borrowing, the borrowing is considered nonrecourse.

· Crane v. Comm’n (1947) nonrecourse and recourse debt should be accorded the same treatment.

2. Impact on Amount Realized
· Determination of the amt realized by a Seller is likewise not straightforward when the property sold is encumbered by liabilities for which the purchaser directly or indirectly becomes responsible.

· Gain or Loss = the difference b/t his amt realized & the adjusted basis of the home.

· Reg. §1.1001-2(a)(1)

· Recourse liabilities incurred by a TP in the acquisition of property are included n the TP’s basis in that property; and

· Recourse liabilities of a seller, assumed by a purchaser, are included in the seller’s amt. realized.

C. Basis of Property Acquired in Taxable Exchange
· The cost basis of property rec’d in a taxable exchange is the FMV of the property rec’d in the exchange.
PHILADELPHIA PARK AMUSEMENT CO. v. UNITED STATES, 126 F. Supp. 184 (Claims 1954)
F/PP:  Had 50 year franchise agreement w/ city to use for amusement park.  Traded bridge built w/ city to extend agreement 10 years. 
Issue:  What is the cost basis of property rec’d in a taxable exchange?  The FMV value of property rec’d.
Rule:  §1012 the basis of such property will be the cost of such property.
H/Rat:  The gain or loss should have been recognized, & the cost basis under §1012, of the 10-tr extenstion of the franchise was the cost to the TP.  The cost is the FMV of the property rec’d based upon the theory that the term “cost” is a tax concept & must be considered in light of the designed interrelationship of the gain & loss & basis provisions of the Code & the prime role that the basis of property plays in determining tax liability.  The cost basis of the property rec’d in a taxable exchange is the FMV value of the property rec’d in the exchange.  If the value of the extended franchise cannot be determined w/ reasonable accuracy, it would be reasonable & fair to assume that the value of the Bridge was equal to the 10-year extension.  If the value of the extended franchise or bridge cannot be ascertained w/ a reasonable degree of accuracy, the TP is entitled to carry over the undepreciated cost of the bridge as the cost basis of the extended franchise.
CH. 5 – GIFTS, BEQUESTS & INHERITANCE
093 – 114


I. PROBLEMS


1. Yes, Carol receives cash gifts from employer, associates & client.  
§274(b)
2. Carol, $10k compensation & includable in GI, $15k maybe gift
§102(a)
3. No liability, transferred basis 
§1015(a)
(a) Rob takes C basis of $60k, when sells would have liability & pay taxes
4. Looks like compensation from employer to employee, so Rob most likely will have to include $150k in GI

§102(c)(1)
5. Gift, R assumes B’s basis of $60k, $45k (FMV) - $30k = $15k loss 
§1015(a)
(a) If sold for $55k, no loss, no gain

(b) If at the time of gift, FMV is below donors basis → he takes FMV as basis to compute a loss

(c) IF at the time of gift, FMV is below donors basis → then he sells for more than FMV basis, then he can’t take a gain.

(d) If he sells it for more than donor’s original basis, then uses original basis as his own & has gain.

6. B has gain of $15k & Rob has a basis of $75k (Rob no tax consequence)

7. B basis is $60k - $75k = $15k gain

(a) R has a basis of $75k (which ever is greater the basis of the donor, $60k or amt pd, $75k)
8. R takes FMV basis of lot at time of her death = $150k
§1014

9. $60k basis when gifted to grandfather, he takes that basis

(a) $60k basis when he died & B’s basis
§1014(e)

(b) $150k basis for R.

II. OVERVIEW
A. What is Excluded by § 102?
1. The Nature of Gift
· §102 excludes gifts as well as property acquired from a decedent through bequest, devise or inheritance.

· Threshold question under §102 is whether that which is rec’d can be characterized as gift, bequest, devise or inheritance.

· The motive of the donor is critical in characterizing receipts as gifts under §102. Comm’n v. Duberstein.

· §102(a) denies exclusion for amts tx by an employer to, or for the benefit of, an employee.

· Limits gifts made by business §247(b) disallows a deduction for gifts to individuals in excess of $25.

· §102(c)(1) negates gift status for tx from employers to employees.

2. The Nature of a Bequest or Inheritance
· Threshold question: is the cash or property rec’d a bequest, devise or inheritance, or is it compensation or some other form of taxable item?

· Leyth v. Hoey (1938) determined that property rec’d by an heir from the estate of his ancestor is acquired by inheritance, and thus excludable, when it is distributed under an agreement settling a contest by the heir of the validity of the decedent’s will.

3. Statutory Limitations on the Exclusion - § 102(b)
· §102(b) provides 2 limitations on the exclusion

· The income from property excluded as a gift, bequest, devise, & inheritance is not excluded. §102b1

· §102(b)(2) denies an exclusion to gifts, whether made during life or at death, of income from property.

B. Basis of Property Received by Gift, Bequest or Inheritance
1. Gifts of Appreciated Property
· §1015(a) – receivers basis is referred to as a “substituted basis” or a “transferred basis.”

· Transferred basis rule shifts the tax burden associated w/ the appreciated value of the gift from the giver to the receiver, i.e. gift of stock bought at $200 then when given value is $400.

· Taft v. Bowers (1929) – father gave stock to daughter that had increase in value during the time the father owned them.  The daughter then sold the stock.  She was taxable on appreciation that occurred during the period her father owned the stock.

· In effect, Taft confirms that another limitation exists w/ respect to the general exclusion rule for gifts, ie, the appreciation inherent in gifts may ultimately be taxed to the donee.

2. Gifts of Property – Basis in Excess of Fair Market Value
· While permitting the use of gifts to shift income, shifting of losses should be prohibited.

3. Basis of Property Received by Bequest or Inheritance
· §1014(a)(1) steps up (or steps down) the basis of property acquired from a decedent to the FMV of the property at the time of decedent’s death.

· In the case of appreciated property, §1014 provides tax amnesty for the gain inherent in the property at the time of a person’s death.

· The devisee or heir receiving the “stepped-up basis” can sell the property for its value as of the decedent’s death & not realize any gain.

· Only appreciation occurring after the decedent’s death is subject to tax.

· §1014(a) applies to property owned by the decedent at the time of his death which is tx by the decedent’s will or pursuant to the intestate succession laws of a juris. AND property acquired through other means, e.g., joint tenancy or community property. §1014(b).

· §1014(b)(6) – makes 1014 applicable to a surviving spouse’s one half share of community property “if at least one-half of the whole of the community interest in such property was includable in determining the value of the decedent’s gross estate” for federal estate tax purposes.

C. Part-Gift, Part-Sale
· Reg. §1.1001-1(e) states that the seller-donor has gain to the extent that the amt realized exceeds the adjusted basis of the property – also no loss is recognized on such a tx.
· Reg. §1.1015-4 provides the donee’s basis will be the greater of the amt the donee pd for the property or the adjusted basis of the donor (a liability assumed by the donee will be treated as an amt pd).

· a special rule limits the donee’s basis, for purposes of computing loss, to the FMV of the property at the time of the tx to the donee.

COMM’N v. DUBERSTEIN, 363 U.S. 278 (1960)
104

F/PP:  D business relationship w/ M.  D gave M some possible customers.  M gave D a Cadillac as a gift.  M deducted the value of the car a business expense on its corporate income tax return.  D did not include the value of the car in GI for 1951, deeming it a gift.  Comm’n asserted a deficiency for the car. 
Issue:  Was the car a gift w/in the meaning of the tax code?
H/Rat:  A voluntary executed tx of property by on to another, w/o any consideration or compensation, though a common-law gift, is not necessarily a “gift” w/in the meaning of the statute.  The mere absence of a legal or moral obligation to make such a pymt does not establish it is a gift. Old Colony Trust.  A gift proceeds from a detached and disinterested generosity out of affect, respect, admiration, charity or like impulses. What controls is the intention w/ which pymt, however voluntary, has been made.  The taxing statute does not make nondeductibility by the transferor a condition on the “gift” exclusion; nor does it draw any distinction b/t transfers by corp. & individuals, as to the availability of the “gift” exclusion to the transferee.  Decisions must be based on the application of fact-finding tribunal’s experience w/ the mainsprings of human conduct to the totality of the facts of each case.  Found it was not a gift but recompense & inducement for services decided by the trier of fact & is upheld.
WOLDER v. COMM’N, 493 F.2d 608 (1974)
107

F/PP:  Tax Ct. held the FMV of the stock & cash rec’d under the client’s will constituted taxable income.
Issue:  Whether an atty contracting to & performing lifetime legal services for a client receives income when the client, pursuant to the K, bequeaths a substantial sum to the atty. in lieu of the pymt of fees during the client’s lifetime is taxable income.
Rule:  Test whether in actuality the gift is a bona fide gift or simply a method for paying compensation.
H/Rat:  The question is resolved by examining the intent of the parties, the reasons for the tx, & the parties performance in accordance w/ their intentions.  Tx was income & subject to taxation.
OLK v. UNITED STATES, 536 F.2d 876 (1976)
109

F/PP:  Trial ct held “tokes” were gifts.  Tokes are placed in a common fund & divided among the dealers.  
Issue:  Whether $, called “tokes” in the relevant trade, rec’d by the TP, a craps dealer employed by Las Vegas casinos, constituted taxable income or gifts w/in the meaning of §102(a).
H/Rat:  Tribute to the gods of fortune which it is hoped will be returned bounteously soon can only be described as an involved and intensely interested (not detached or disinterested generosity).  The regularity of the flow, the equal division of the receipts, & the daily amt rec’d indicate that a dealer acting reasonably would come to regard such receipts as a form of compensation for his services.  Tokes, like tips, are taxable.
GOODWIN v. UNITED STATES, 67 F.3d 149 (1995)
112

F/PP:  G is pastor of Church.  Members made gifts to G, at Christmas & later on 3 “special occasion” days each year beginning in 1966.  At first, furniture & works of art, then cash.  By 1987, regular procedure developed for making these gifts.  G’s did not report these gifts as taxable income.  Comm’n assessed deficiency for the years 1987-89 based upon the estimated unreported gifts.
Issue:  Are these special occasion gifts taxable? YES, compensation not gifts.
H/Rat:  From an objective perspective, the critical fact in this case is that the special occasion gifts were made by the congregation as a whole, rather than by individual Church members.  Gathered by congregation leaders in routinized & structured manner, individual member contributed anonymously, & the regularly scheduled pymts were made to G on behalf of the entire congregation.  The congregation, collectively, knew that w/o these substantial, on-going cash pymts, the Church likely could not retain the services of a popular & successful minister at the relatively low salary it was paying.  Regular, sizable pymts made by person to whom the TP provides services are customarily regarded as a form of compensation & thus taxable.
CH. 9 – DISCHARGE OF INDEBTEDNESS
163 – 180
I. PROBLEMS
1. D borrowed $5k, pd $3k, not insolvent, lender forgave balance of the loan.  What tax consequences?
(a) Local bank - $2k taxable

(b) D’s employer - $2k taxable (looks like compensation)
§108, §61(a)(12)

(c) D’s brother - $2k ≠ taxable, looks like gift.
§102
2. Kevin

(a) No discharge of indebtedness income, reduction in the debt, or settlement = reduction in debt.
(b) $9k discharge of indebtedness income
(c) No income of discharge of indebtedness b/c gift.

1) Kevin’s parent produced a note to a lender

a. K borrows $20k
b. K pays back $11k
c. Kevin’s parents gifts him $9k, then pays back $9k more
d. How much income should K realize?
i. None b/c the gift went straight to the discharge of debt
ii. He realizes no income here

e. Example 2: K borrowers $20k
i. Kevin pays $1k
ii. Lender sells loan to parents for $10k
iii. Parents forgives the $19k (amount of the debt bought)
· Parents gift $19k 
iv. Kevin & Parents pay $11k on a $20k debt
v. Kevin is benefited by $9k & must be included as income

(d) Forgiveness of a debt does not generate income if the pymt of the debt would have been deductible

1) §108(e)(2)
(e) Kevin entered into a K w/ A to purchase a bldg to house his business for $150k over 30yrs in mos. installments.  Bldg’s value decreased significantly.  K still owed $130k, bldg. FMV = $115k. A agrees to reduce balanced owed under the K to $150k.
1) 108(e)(5) – treated as reduction, not discharge of indebtedness income.
3. Bill borrowed $75k from J.  J accepted a tract of unimproved land from B for the debt.  B purchased the land for $20k & FMV = $60k when J rec’d it.  B still owes $50k to 3rd parties & $25k guarantor of son’s loan.  Personal property of $55k.
(a) How much discharge of indebtedness income must B report as a result of the settlement of the debt owed to J?

Liabilities 

Assets
$75k debt to J

$60k land (bases $20k)
$50k debt to others

$55k other property

$25k guarantor of son loan

Liability = $125k or $150k
Assets = $115k

· Merkel v. Comm’n, if its more likely than not that he will have to pay on a guarantee, than they can include the loan as a liability.
· Determine how much is included

· $75k debt to J - $60k land = $15k discharge of indebtedness

· Liability, $125k – Assets, $115k = -$10k (insolvency prior to tx)

· Transfers land to Judy

· Liabilities = $50k / Assets = $55k = Net Value of $5k (has to be included in GI).
· § 108(a)(1)(B) – GI does not include  

· § 108(a)(3) - 
· Total amount of discharge debt - $15k, limited by the amount in which the TP is insolvent ($10k).
· Insolvent before tx?  $10k – can only exclude this amount, has to include the $5k (b/c solvent after tx).
· Discharge of indebtedness, to the extent you don’t have to repay it is includable, under § 61(a)(12)

· Except §108 says that some discharge of indebtedness is excludable.
· Figure out how land tx works
· B owes $75k
· Tx land w/ a basis of $20k & FMV = $60k
· B is in essence paying $60k on his debt
· What’s his amount realized? $60k
· B has a gain of $40k (FMV $60k - $20k base)
· $15k income as a result of cancellation of debt

1) Does he have other income?
a. Difference b/t the amount realized & the bases
i. Amount realized = $60k
ii. Bases on land = $20k
iii. Income realized / gain of = $40k (FMV $60k - $20k)
(b) What basis will J take in the land she rec’d from B?
1) Under Philadelphia ?  FMV is the bases = $60k
4. Lloyd: liabilities exceeded assets, rec’d 10K for toothpaste commercial.  Lloyd still insolvent.  
(a) What are the tax consequences of L receiving 10K?
1) §61(a)(1)
2) Included in GI
(b) Does your answer change if L owed 10K to the producer of the commercial & the producer canceled the debt in lieu of paying 10K to L.
1) No, b/c wasn’t a discharge of debt, was a payment of debt
2) Creditor did not forgive the debt; L paid the debt by working.
a. Creditor pays L for working, L pays creditor for debt. 
II. OVERVIEW
· Does the forgiveness of all or part of the loan generate income?

· Bowers v. Kerbaugh-Empire Co. (1926) – ct considered whether a TP who borrowed $ repayable in German marks realized income when the TP repd the loan w/ greatly devalued marks.  Ct. found that b/c the borrowed $ was entirely lost in a business venture, repymt of the loan w/ devalued marks only reduced the TP’s loss.  The mere diminution of loss is not gain, profit or income. Compare US v. Kirby.
· TP realizes gain when a debt is discharged b/c after the discharge the TP has fewer liabilities to offset her assets.  The TP’s existing assets, which otherwise would have gone toward repaying the debt, are freed.

· §61(a)(12), providing income form discharge of indebtedness constitutes income.

· §108 exclusion from GI when discharge of indebtedness occurs in certain listed circumstances, bankruptcy or insolvency.

A. Specific Rules Governing Exclusion
1. Discharge of Indebtedness When Taxpayer Is Insolvent
· Eisner v. Macomber, the discharge of debt “did not result in the debtor acquiring something of exchangeable value in addition to what he had before.  There is a reduction or extinguishment of liabilities w/o any increase in assets.  There is an absence of such gain or profit as is required to come w/in the accepted definition of income.

· If TP insolvent both before & after the discharge of cancellation of a debt, no income resulted.

· Lakeland Grovery Co. v. Comm’n (1937) – held debtor realized income to the extent that the discharge of indebtedness made the debtor solvent.  

· Insolvency exception: No income arises from discharge of indebtedness if the debtor is insolvent both before & after the tx; & if the tx leaves the debtor w/ assets whose value exceeds remaining liabilities, income is realized only to that extent.

· §108 except as provided, there is no insolvency exception from the general rule that GI includes income from the discharge of indebtedness. Specifically provides no GI if the discharge occurs in a bankruptcy case or if the discharge occurs when the TP is insolvent.

· §108(a)(3) limits the insolvency exclusion to the amt by which the TP is insolvent.

· §108(d)(3) defines insolvent to mean the excess of liabilities over the FMV of assets.

· Determination of this excess is determined on the basis of TP’s assets & liabilities immediately before the discharge.

· Merkel v. Comm’n (1997) – to claim the benefit of the insolvency exclusion, the TP must prove w/ respect to any obligation claimed to be a liability, that, as of the insolvency calculation date, it is more probable than not that he will be called upon to pay the obligation in the amt. claimed.

· §108(a)(1)(B) demonstrates Congress intended for only those liabilities in the amt that actually offset assets to be considered in calculating insolvency for purpose of the income tax.

· §108(b) requires that certain tax attributes of the TP be reduced.

2. Disputed or Contested Debts
· If amt of debt is disputed, settlement of the amt does not constitute a discharge of indebtedness.
· Preslar v. Comm’n – contested liability rests on the premise that if the TP disputes the original amt in good faith, a subsequent settlement of that dispute is treated as the amt of debt for tax purposes.

· Zarin v. Comm’n – TP incurred a $3,435,000 gambling debt which he disputed on the basis that the debt was unenforceable under state law.  TP & casino settled dispute for $500,000.  When a debt is unenforceable, the amt of the debt is in dispute.  The settlement of the debt is treated as the amt of the debt for tax purposes.  B/c Zarin pd the $500k, there was no discharge of indebtedness income.

· Preslar criticized & Earnshaw v. Comm’n (2002) agreed holding that a TP who settled a credit card dispute w/ the issuing bank had discharge of indebtedness income emphasizing that a significant part of the debt owed by the TP was uncontested & liquidated.  Discharge of liability for any of such debt → constituted discharge of indebtedness income.

3. Purchase-Money Debt Reduction for Solvent Debtors
· §108(e)(5) – retroactive reduction in purchase price ≠ discharge of indebtedness income.
4. Acquisition of Indebtedness by Person Related to Debtor
· §108(e)(4) specifically provides that, if a person related to a debtor acquires the indebtedness, the acquisition shall be treated as an acquisition by the debtor.

5. Discharge of Deductible Debt
· §108(e)(2) provides that forgiveness of a debt does not generate income if the pymt of the debt would have been deductible.

· Rationale: if discharge of indebtedness income were to be imputed to the tenant, the tenant would be entitled a deduction for the past due rent which would completely offset the discharge of indebtedness income.

B. Discharge of Indebtedness as Gift, Compensation, Etc.
· Comm’n v. Jacobson (1949) – ct considered whether a discharge of indebtedness could be considered an excludable gift under §102(a) & its predecessors concluding the gift exclusion was not applicable where a debtor purchased his own obligations at a discount.
· Other circumstances the cancellation of indebtedness can be excludable as a gift.

· i.e. parents lends $ to a child then forgives the debt, the forgiveness of the debt would likely be considered a gift excludable under §102(a).

· Other circumstances the forgiveness may represent a form of compensation & should not be considered discharge of indebtedness w/in the meaning of §61(a)(12).
UNITED STATES v. KIRBY LUMBER CO., 284 U.S. 1 (1931)
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F/PP:  July 1923, Π issued its own bonds for which it rec’d their par value.  Later, in same year, purchased in the open market some of the same bonds at less than par.
Issue:  Whether the difference in prices (sold then bought) is a taxable gain or income of the Π for 1923.
H/Rat: If the corp. purchases & retires any of such bonds at a price less than the issuing price or face value, the excess of the issuing price or face value over the purchase price is gain or income for the taxable year.
REVENUE RULING 84-176, 1984-2 C.B. 34
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F/PP:  K for goods.  S shipped most of goods but not all.  TP, buyer, had an outstanding acct payable to S for the goods actually shipped.  Parties settled. TP agreed to pay part of the $ outstanding indebtedness and the remaining was forgiven by S in return for executing a release of the breach of K.
Issue:  Is the amt owed by a TP, that is forgiven by a seller in return for a release of a K counterclaim, income from discharge of indebtedness pursuant to §61(a)(12) & subject to exclusion under §108?
Rule:  §61(a)(12) GI includes income from discharge of indebtedness.
H/Rat:  Reg. §1.61-12(a) provides that a TP may realize income by the pymt of obligations at less than their face value.  See also Kriby.  If a cancellation of indebtedness is simply the medium of for pymt of some other form of income §108 does not apply.  In this situation, the settlement should be analyzed as if the TP actually rec’d compensation for damages arising out of the seller’s breach of K & then pd the full amt of the account payable.  The amt rec’d by the TP for breach of the K is ordinary income b/c the facts demonstrate that the TP was reimbursed for lost profits & income.  The amt not pd by the TP to the seller was the medium through which income from the damages for breach arose and this amt is to be treated as a pymt for lost profits rather than a discharge of indebtedness under §61(a)(12).
GEHL v. COMM’N, 50 F.3d 12 (1995)
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F/PP:  The TP borrowed $ from PCA.  Mortgages on 218 acre family farm were given to PCA to secure the recourse loan.  Dec. 1988, TP were insolvent & unable to make pymts on the loan, balance of $152,260.  Dec. TP conveyed 60 acres of farm land to the PCA in partial satisfaction of the debt.  TP basis in the 60 acres was $14,384 & they were credited $39,000 towards their loan, the FMV of the land.  Jan, TP convey 141 acres to PCA in partial satisfaction of the debt.  TP’s basis was $32,000 & had FMV of $77,725.  TP also pd $6,123 in cash to PCA to be applied to their loan & PCA forgave the rest of the loan $29,412.  TP were insolvent before & after the discharge of indebtedness.  Comm’n found deficiency.  Tax ct found in favor of Comm’n, TP appealed.
H/Rat:  $29,412 excluded as income of discharge of indebtedness.  The TP’s tx by deeds in lieu of foreclosure of their land to PCA in partial satisfaction of the recourse debt were properly considered sales or exchanges for purposes of §1001.  The amt realized from a sale or other disposition of property includes the amt of liabilities from which the transferor is discharged as a result of the sale or disposition.  Reg. §1.1001-2(a)(1).  Via the land tx, they were given credit toward an outstanding recourse loan to the extent of the land’s FMV.  It is clear that the tx of land employed to pay back a loan, must be treated the same as receiving $ from a sale.  The land was properly considered gains derived from dealings in property to the extent the FMV in the land exceeded the TPs’ basis in said land.
III. CLASS NOTES
· Basic premise of income from cancellation of debt
· Don’t include loans b/c you have to repay it

· If you don’t have to repay, have to include it as income

· Problem 2C

· Summing up
· Fundamental idea behind it

· Take out a loan, you don’t have to include it in income b/c we assume you will have to pay it back

· If creditor discharges the debt, you have to include the amount in which the debt was forgiven

· §108 – in certain instances, will allow you not to include the amount from discharge of indebtedness

· Deduction exception

· Insolvency exception – amount excluded to the extent that you are insolvent.

CH. 11 – FRINGE BENEFITS 
207 – 233
I. PROBLEMS
1. William - University president: salary + housing for family (house specifically bought by University to house it’s presidents
(a) § 119(a)(2) – housing has to be on the business premises.
1) Does he do business there? i.e., entertain, have students over
2) Argue that the home is actually the business premises.
3) Whether the house is provided for the convenience of the employer.  
4) Whether his duties require a moments notice.  
5) Whether he pays any rent for the house.
6) Reg. §1.119-1(b)(3) – had to live there to take the job, requirement of employment
(b) Cabin 90 mins. away
1) Includable, doesn’t seem to meet the test
2) May make him better able to do his jobs, but its not employer provided lodging under the rules.
(c) W travels extensively in his capacity of president & gets frequent flyer miles.  Are these frequent flyer miles & the trips taken on them includable.
1) No.  Announcement, frequent flyer miles not includable unless converted to cash.
2. Ken got a free week pass to a health club, then decided to join.  Any income as a result of the receipt of the free pass?
(a) No.  Giving out free pass for the benefit of the health club. 
1) Duberstein detached and disinterested generosity – NO not a gift.
2) De minimis – free sample? 
3) Gotcher – trying to lure in new customers.
3. Walter – law firm has unwritten policy that associates must stay in the evening.  Firm gives $15 to associates working at night to eat at a nearby restaurant.
(a) Are you made better off by it? YES
(b) Can W exclude?
1) §119 – employer provided food, given cash not meal
2) § 132 – not no-additional-cost service, not qualified employee discount, working condition fringe benefits, de minimis fringe benefits, not qualified transportation fringe
(c) W skips dinner & keeps the $15 for his other expenses – not included, b/c don’t want to have to keep check or de minimis fringed benefits.
(d) Cafeteria on premises which provides free super to each associate working the evenings

(e) Cafeteria on premises, free meals throughout the day to all associates.

1) Reg. 1.119-1(a)(2)(i) – meals furnished by an employer w/o charge to the employee will be regarded as furnished for the convenience of the employer if such meals are furnished for a substantial non-compensatory business reason of the employer.

2) § 119(b)(4) – all meals furnished on the business premises of an employer to such employer’s employees shall be treated as furnished for the convenience of the employer, if w/o regard to this paragraph, more than half of the employees to whom such meals are furnished on such premises are furnished such meals for the convenience of the employer.

3) §132(e)(2) – treatment of certain eating facilities – the operation by an employer of any eating facility for employees shall be treated as a de minims fringe if – such facility is located on or near the business premises of the employer, and revenue derived from such facility normally equals or exceeds the direct operating costs of such facility.
4. HotAir, Inc.

(a) No-additional-cost, free food & meal “merely incidental” costs – nothing included as income
1) § 132(b)(1) – The service must be one offered for sale to customers in the ordinary course of business & the service be offered in the line of business of the employer in which the employee is performing services.  This line of business requirement is best explained by the following excerpt from the legislative hx.
a. Reg. § 1.132-4(a)(1)(iv) provides that the performance of substantial services directly benefiting more than one line of business is treated as the performance of substantial services in all such lines of business.
2) § 132(b)(2) provides that the employer incur no substantial additional cost (including forgone revenue).
a. Reg. § 1.132-2(c) states that permitting airline employees to take personal flights at no charge & to receive reserved seats results in forgone revenue & t/f employees receiving the free flights are not eligible for the no-additional-cost exclusion.
b. § 132(b)(2) also provides that whether an employer incurs any substantial additional cost be determined w/o regard to any amount which an employee might be required to pay.
c. Reg. § 1.132-2(a)(5)(ii) – to the effect that the cost of services “merely incidental” to the primary service rendered are generally not substantial.
d. Regulations, after listing several “excess capacity services” that qualify as no-additional-cost services, specifically state that non-excess capacity services, which do not so qualify, may nonetheless be fully or partially excluded from income under the “qualified employee discount” rules discussed below. Reg. § 1.132-2(a)(2).
3) § 132(j)(1) prohibits discrimination in favor of highly compensated employees, a term which, as defined in § 414(q), can include officers & owners.
a. See Reg. § 1.132-8(a)(2) provides only the members of the highly compensated group, rather than all employees receiving benefits, will be subject to tax.
b. § 132(h) defines employee to include one’s spouse & dependent children as well as certain retired & disabled employees & the surviving spouse of a decease employee.
i. § 132(h)(3) provides a special rule treating the use of air transportation by the parent of an employee as use by the employee
ii. § 132(j)(5) which provides favorable treatment for affiliates of airlines.
(b) § 132(c) (Qualified employee discount) - Exclusion limited to 20% of the price at which the services are being offered.
1) Airline tickets - 20% of 1,000 = $200 excluded, have to include: 
a. $1,000 (cost of tickets) – $200 (amt. excluded) = $800 - $500 (amt L Pd.) = $300 for airline tickets
i. Reg. 1.132-3(e) (p. 950)
2) Hotel Room - 75% capacity – no-additional-cost service.  She’s a lawyer, provides services to both line of business, if made a reservation could be employee discount, h/e no loss revenue forgone – if not no-additional-cost service then, employee discount:
a. 20% of $1,200 = $240 excluded, have to include:
i. $1,200 (cost of hotel room) – $240 (amt. excluded) = $960 – 600 (amt L pd.) = $360 for hotel room.
b. § 132(c) limits the amount of discount which will be excludable & provides separate limitations for property & for services.
i. The exclusion for employee discounts on services is limited to 20% of the price at which the services are being offered by the employer to customers.  By contrast, the exclusion for employee discounts on property is limited to the employer’s gross profit percentage, which is the excess of the aggregate sales price for the property sold by the employer over the aggregate cost of such property to the employer, divided by the aggregate sales price.
(c) § 132(c)(1)(a) – the gross profit percentage of the price at which the property is being offered by the employer to customers.
1) Aggregate Cost – Gross profit % (suppose HA cost is $600) = 40% (1000-600 = 400/1000)
a. Linda paid $500 – include $100 excess discount
2) §132 is exclusion up to $400 bracelet free.

a. Sells it for $700 (and has to recognize $100 gain from the discounted amt)
b. Bases for $1,000 and can take a $300 loss 
(d) Is a domestic partner included in the definition of employee?
1) NO, Tax code does not include domestic spouses in the definition of spouse or employee.
a. T has to include $450 (the cost of the flight) & $250 (cost of the hotel) as income. 

2) If yes, then airline ticket excluded from income b/c in no-additional-cost benefit b/c he flew standby
a. The Hotel would be: 20% of $500 = $100 (excluded from income)
b. $500 (hotel bill) - $100 (amt. excluded) = $400 - $250 (amt. R pd.) = $150 for hotel included
3) § 132(h) defines employee to include one’s spouse & dependent children as well as certain retired & disabled employees & the surviving spouse of a decease employee.
4) § 132(h)(3) provides a special rule treating the use of air transportation by the parent of an employee as use by the employee
(e) Do not need to include it.  § 132(i) provides special rule authorizing reciprocal agreements B/t employers in the same line of business, thus enabling the employers to provide tax-free benefits to one another’s employees.  Such reciprocal agreements must be in writing & the employers may not incur any substantial additional costs (including forgone revenues) in providing such services.  § 132(j)(5) which provides favorable treatment for affiliates of airlines.

(f) § 132(a)(3) excludes these so-called “working condition fringe benefits.”
1) Reg. §1.132-5(a)(1)(v) - Cash pymts to an employee do not qualify as working condition fringes unless the employee is required to use the pymts for expenses incurred in a specific or pre-arranged qualifying activity, verify such use, & return any excess to the employer.
2) Reg. §1.132-5(b) – determines the working condition fringe portion of vehicle usage, where an employee uses an employer-provided vehicle for business & personal purposes.
3) Reg. §1.132-5(n) – consumer product testing, that is the use by employees of employer-manufactured consumer goods, such as cars, for testing & evaluation outside the employer’s office—delineate the requirements for such employee use to qualify as a working condition fringe benefit.

5. XYZ provides free parking.  The firm pays $150/month for each parking space.  To each firm member who uses public transit service, the firms pays $75/mo (the cost of a monthly transit pass).
(a) § 132(a)(5) excludes from income “qualified transportation fringe” benefits.
(b) § 132(f)(1) - A qualified transportation fringe benefits is:
1) transportation in a commuter highway vehicle in connection w/ travel b/t the employee’s residence & place of employment;
2) a transit pass;
3) qualified parking

(c) § 132(f)(3) – cash reimbursements for these items are also excludable

(d) § 132(f)(2), (6) – the exclusion is subject to specified dollar limitations which are adjusted for inflation.

II. OVERVIEW
· § 61(a)(1) provides that, among other things, GI includes “fringe benefits.”

· Regulation § 1.61-1(a) provides the form of receipt doesn’t matter & “income may be realized … in the form of services, meals, accommodations, stock or other property, as well as in cash.”

· Comm’n v. Smith, the concept of GI is intended “to include in taxable income any economic or financial benefit conferred on the employee as compensation, whatever the form or mode in which it is effected.

· FRINGE BENEFITS

· The law regarding the tax treatment of fringe benefits is to be found in a patchwork of legislative, judicial & administrative rules.
A. Meals & Lodging
· Hx of piecemeal tax treatment of fringe benefits
· 1919 ruling that meals & lodging for seamen aboard ships were excluded
· 1920 ruling that exempted “supper $ paid by an employer to an employee, who voluntarily performs extra labor for his employer after regular business hours.
· Convenience of employer doctrine: exclusions were premised on the notion that the benefits given employees were for the convenience of the employer. 
· Adopted by the Treasury & courts as providing the standard for determining whether employer-provided meals & lodging were excludable.  
· Required TPs to establish that benefits accorded them as employees were ground in business necessity.
· Employees of hospitals subject to immediate service on demand at any time during 24 hours period & are required to accept quarters & meals at the hospital to be available.
· Benaglia – the fact that the TP’s presence in the hotel was necessary justified excluding from income the meals & lodging provided him.
· 1950, the Service took the position that, if the employer characterized a benefit as compensation, the benefit would be treated as income regardless of the fact that the benefit was provided for the convenience of the employer.  
· Some courts rejected this position while others embraced it.  
· Resulted in similarly situated TPs to be treated differently depending on which standard used.
· 1954, Congress added §119 to resolve the problems.
· Reg. §1.119-1(b)(3) provides: “condition of employment means that [the employee] be required to accept the lodging in order to enable him properly to perform the duties of his employment.  Lodging will be regarded as furnished to enable the employee properly to perform the duties of his employment when, for example, the lodging is furnished because the employee could not perform the services required of him unless he is furnished such lodging.”
· Is the Exclusion Justifiable?
· Fact remains the personal needs of the employee are satisfied.
· Dissent in Benaglia, perhaps the value of the benefit to the employee should be treated as income.
· Van Rosen v. Comm’n reasoned “[t]hough there was an element of gain to the employee, in that he received subsistence & quarters which otherwise he would have had to supply for himself, he had nothing he could take, appropriate, use & expend according to his own dictates, but rather, the ends of the employer’s business dominated & controlled, just as in the furnishing of a place to work & in the supplying of the tools & machinery with which to work.  The fact that certain personal wants & needs of the employee were satisfied was plainly secondary & incidental to the employment.”
· Ruling 59-409, which would have triggered additional income to an employee for the value of benefits provided to members of his family.  This ruling was withdrawn the following year & Congress in 1978, amended § 119 to exclude meals & lodging provided to an employee’s spouse & dependents.
· Caratan v. Comm’n, the Service contended that owner-employees of a farming corporation could not exclude the value of the living accommodations provided them b/c they had failed to establish that they were required to accept the lodging as a condition of their employment.
· Tax Court agreed, noting that, since there was available housing in a residential area 10 mins. from the farm, it was not necessary to the performance of their duties that the TPs live in the housing provided by their corporation.
· 9th Circuit Ct, in reversing, relied on Reg. § 1.119-1(b).  Pursuant to the regulation, it was enough for TPs to establish that he was required to be available for duty at all times.  “It is not necessary to show that the duties would be impossible to perform w/o such lodging being available.”  The availability of nearby housing was therefore irrelevant.
· Comm’n v. Kowalski, the Sup. Ct. considered whether cash pymts made to state police troopers as meals allowances were excludable under § 119.  The Ct. concluded that case pymts were not excludable under the § which, according to the Ct., excluded only meals in kind.
· Occasional super $ is excludable as a de minimis fringe benefit under § 132(a)(4).
B. Fringe Benefits & Section 132
· A non-exhaustive list of so-called “statutory fringe benefits” would include 
· employee group term life insurance under $50,000 (§ 79); 

· employer-provided accident & health benefits (§§ 105, 106(a)); and
· dependent car assistance programs (§ 129).

· Qualified retirement plans (§ 401 et. seq.) constitute a particularly significant fringe benefit for many employees.

· Host of non-statutory employer-provided fringe benefits existed (ignored by the Service or treated as nontaxable.

· 1921, Service rule that “personal transportation passes issued by a railroad company to its employees & their families … are considered gifts & the value does not constitute taxable income to the employees.”
· 1984, Congress enacted the first comprehensive treatment of fringe benefit. § 132.

· § 132 recognizes 7 categories of excludable benefits:

· No-additional-cost service;

· Qualified employee discount;

· Working condition fringe;

· De minimis fringe;

· Qualified transportation fringe; 

· Qualified moving expense reimbursement; and

· Qualified retirement planning services.

1. No-Additional-Cost Service
· Congress recognized that companies engaged in the airline, railroad, or hotel business often have excess capacity (e.g., extra seats on a scheduled airline flight) which will remain unused for lack of paying customers).  
· B/c no cost incurred by the employer in allowing an employee to occupy an empty seat, Congress opted to exclude from income the entire value of such services, subject to a number of restrictions.

· 4 Requirements

· 1.  §132(b)(1) - The service must be one offered for sale to customers in the ordinary course of business. 

· I.e., an employee of a corporation has personal business in EC & the company allows the employee to occupy an otherwise empty seat on the corporate jet which is being flown to EC for business reasons, this benefit fails the “for sale to customers” standard
· 2.  § 132(b)(1) – the service be offered in the line of business of the employer in which the employee is performing services.  This line of business requirement is best explained by the following excerpt from the legislative hx.
· An employer which provides airline services & hotel services to the general public is considered to consist of 2 separate lines of business.  An employee of the airline business may not exclude the value of free hotel rooms provided by the hotel business of the employer & vice versa.  If they could do this, it would disadvantage small business ability to compete.
· What about an accountant that provides services to both lines of business?
· Reg. § 1.132-4(a)(1)(iv) provides that the performance of substantial services directly benefiting more than one line of business is treated as the performance of substantial services in all such lines of business.
· 3.  § 132(b)(2) provides that the employer incur no substantial additional cost (including forgone revenue).
· Reg. § 1.132-2(a)(5) provides “for purposes of determining whether any revenue is forgone, it is assumed that the employee would not have purchased the service unless it were available to the employee at the actual price charged to the employee.
· Reg. § 1.132-2(c) states that permitting airline employees to take personal flights at no charge & to receive reserved seats results in forgone revenue & t/f employees receiving the free flights are not eligible for the no-additional-cost exclusion.
· § 132(b)(2) also provides that whether an employer incurs any substantial additional cost be determined w/o regard to any amount which an employee might be required to pay.
· Thus, employee payment ≠ serve to transform an employer-provided service into a “no-additional-cost” service, although such pymt may obviously be quite relevant in measuring the income, if any, the employee receives from the employer’s provision of the service.
· Finally, the statue refers to “substantial” additional costs.

· I.e., are the housekeeping costs associated w/ maintenance of hot rooms “substantial” additional costs to the owner of a hotel chain who permits employees to use rooms which otherwise would remain vacant?

· Reg. § 1.132-2(a)(5)(ii) – to the effect that the cost of services “merely incidental” to the primary service rendered are generally not substantial.

· Regulations, after listing several “excess capacity services” that qualify as no-additional-cost services, specifically state that non-excess capacity services, which do not so qualify, may nonetheless be fully or partially excluded from income under the “qualified employee discount” rules discussed below. Reg. § 1.132-2(a)(2).
· 4.  § 132(j)(1) prohibits discrimination in favor of highly compensated employees, a term which, as defined in § 414(q), can include officers & owners.
· See Reg. § 1.132-8(a)(2) provides only the members of the highly compensated group, rather than all employees receiving benefits, will be subject to tax.

· § 132(i) provides special rule authorizing reciprocal agreements b/t employers in the same line of business, thus enabling the employers to provide tax-free benefits to one another’s employees.  Such reciprocal agreements must be in writing & the employers may not incur any substantial additional costs (including forgone revenues) in providing such services.

· § 132(h) defines employee to include one’s spouse & dependent children as well as certain retired & disabled employees & the surviving spouse of a decease employee.

· § 132(h)(3) provides a special rule treating the use of air transportation by the parent of an employee as use by the employee

· § 132(j)(5) which provides favorable treatment for affiliates of airlines.

· Charley v. Comm’n, the TP argued § 132(a)(1) excluded from income amounts he received for frequent flyer miles which he converted to cash.  The court noted that the TP’s company did not offer frequent flyer miles for sale to customers in the ordinary course of its business.  The court concluded that either the travel credit arrangement represented additional compensation to the TP from his company or the TP had simply sold his frequent flyer miles in which he had a zero basis.  Under either analysis, the amount credit to his personal travel fund constitutes GI.
· Service announced that the IRA will not assert that any TP has understated his federal tax liability by reason of the receipt of personal use of frequent flyer miles.  This relief does not apply to benefits that are converted to cash, or to compensation paid in the form of such benefits, or to benefits used for tax avoidance purposes.

2. Qualified Employee Discount
· Exclusion for qualified employee discounts reflects recognition of long-standing practice of businesses to provide discounts to their employees on the same goods & services they sell to the general public.
· Args in favor:
· Stimulates a company’s sales to a natural group of customers (increase overall sales & profits)
· Stimulation of sales to the general public (employee educated about the merchandise the employer sells → employees make more effective sales, moral is higher, more loyal advocates, effective means of advertising the employers goods).

· § 132(c) limits the amount of discount which will be excludable & provides separate limitations for property & for services.

· The exclusion for employee discounts on services is limited to 20% of the price at which the services are being offered by the employer to customers.  By contrast, the exclusion for employee discounts on property is limited to the employer’s gross profit percentage, which is the excess of the aggregate sales price for the property sold by the employer over the aggregate cost of such property to the employer, divided by the aggregate sales price.

· § 132(c)(4) defines “qualified property or services.”  

· The definition contains the same “for sale to customers” and “line of business” reqs. of §132(b).

· The real property & personal property held for investment do not qualify for the § 132(c) exclusion.

· I.e., the exclusion would not apply to employee purchases of stocks or bonds, gold coins or residential & commercial real estate.  In imposing this limitation, Congress was concerned that such property could typically be sold by employees “at close to the same price at which the employer sells the property to its non-employee customers.”
· § 132(c) the scope of the term of employee is the same as that in § 132(b), and the anti-discrimination rules applicable to the no-additional-cost service exclusion are also applicable to the qualified employee discount exclusion.

· Note: the reciprocal agreement rules of § 132(i) are not applicable to qualified employee discounts.

3. Working Condition Fringe Benefits
· Employers provide employee w/ all of the tools, office space, & supplies an employee needs.
· Such property & services are so closely connected to job performance that were the employee, rather than the employer, to pay for them, the employee would be entitled to deduct their cost as business expense → when they are provided by the employer, they ≠ considered compensation to the employee.

· § 132(a)(3) excludes these so-called “working condition fringe benefits.”

· Reg. §1.132-5(a)(1)(v) - Cash pymts to an employee do not qualify as working condition fringes unless the employee is required to use the pymts for expenses incurred in a specific or pre-arranged qualifying activity, verify such use, & return any excess to the employer.

· Reg. §1.132-5(b) – provided for determining the working condition fringe portion of vehicle usage, where an employee uses an employer-provided vehicle for both business & personal purposes.

· Reg. §1.132-5(n) – consumer product testing, that is the use by employees of employer-manufactured consumer goods, such as cars, for testing & evaluation outside the employer’s office — delineate the requirements for such employee use to qualify as a working condition fringe benefit.

· Rev. Rul. 92-69, 1992-2 C.B. 51, the Service concluded employer-provided outplacement services were excludable by employees as working condition fringe benefits.

· If an employer derives a substantial business benefit from the provision of such outplacement services that is distinct from the benefit it would derive from the mere pymt of additional compensation, ie, promoting a positive corporate image, maintaining employee morale, & avoiding wrongful termination suits, the service may generally be treated as a working condition fringe.

· Townsend Industries v. United States, 342 F.3d 890 (8th Cir. 2003), the court held the per-employee cost of the TP’s annual fishing trip constituted a working condition fringe benefit excludable from employee income & deductible to the employer as a business expense.

· Following annual 2-day mtg., TP sponsored a 4-day, expense-paid fishing trip to a resort in Canada.

· All the trips were voluntarily, “nearly all employees felt an obligation to attend.”  Testimony regarding the business discussions that took place among those attending.

· Ct found “Townsend had a realistic expectation to gain concrete future benefits from the trip based on its knowledge of its own small company, its knowledge of the utility of interpersonal interactions that probably would not occur but for the trip, & its knowledge of its own past experience.”

4. De Minimis Fringe Benefits
· Reflecting a congressional desire for administrative convenience, § 132(a)(4) excludes de minimis fringe benefits, defined in § 132(e).
· Note the emphasis place on “frequency” as a factor for determining whether a benefit is de minimis.
· Note also that, unlike the no-additional-cost service, qualified employee discount, & working condition fringe benefit rule, the de minimis exception does not necessitate an employer-employee relationship b/t the provider & recipient.
· → benefits received by a director of a corporation may constitute excludable de minimis fringes.
· Reg. §1.132-6(d)(2) - special rules for excluding meals & occasional meal $ as de minimis fringes.
· Reg. § 1.132-6(e) lists a variety of common benefits that do or do not qualify as de minimis.
· Reg. § 1.132-6(c) de minimis fringe benefit status is explicitly denied to any cash or cash equivalent benefits, other than those allowed by the special rules.
5. Qualified Transportation Fringe
· § 132(a)(5) excludes from income “qualified transportation fringe” benefits.
· § 132(f)(1) - A qualified transportation fringe benefits is:

· (1) transportation in a commuter highway vehicle in connection w/ travel b/t the employee’s residence & place of employment;

· (2) a transit pass;

· (3) qualified parking.

· § 132(f)(3) – cash reimbursements for these items are also excludable.

· § 132(f)(2), (6) – the exclusion is subject to specified dollar limitations adjusted for inflation.

6. On-Premises Gyms & Other Athletic Facilities
· § 132(j)(4) – Congressional concern for employee health which for on-premises athletic facilities provided by the employer.
· § 132(j)(4)(B)(iii) - Exclusion applicable only if the use of such facilities is limited to employees, their spouses & their dependent children.

C. Valuation
· Fringe benefits not excluded from income under § 132 or another § of the Code, are, subject to tax pursuant to § 61(a)(1).
· Reg. § 1.61-21(b)(1) - The measure of income is the fair market value of the fringe benefit, less any excludable portion of the fringe benefit & any amount paid by the recipient.
· Special, & extensive, valuation rules are provided, h/e, w/ respect to employer-provided vehicles, chauffeur services, commercial & non-commercial air travel, & eating facilities.  
· Reg. § 1.61-21(a)(4) - The regulations explicitly tax the value of fringe benefit to the employee, even though the benefit may actually be received by someone else.
BENAGLIA v. COMM’N, 36 B.T.A. 838 (1937)
223

F/PP:  Pet., husband & wife, residing in Honolulu, Hawaii.  The pet. has since 1926 & including the tax years in question, been employed as the manager in full charge of the several hotels in Honolulu owned & operated by Hawaiian Hotels.  Pet. was constantly on duty & for the proper performance of his duties & entirely for the convenience of his employer, he & his wife occupied a suite of rooms in the hotel & rec’d their meals from the hotel.  Salary never included meals & lodging & employer & employee regarded them as compensation.  Comm’n added $7,845 each year to the pet. GI as “compensation rec’d from Hawaiian Hotels” holding this is the “fair market value of rooms & meals furnished by the employer” and that the rooms & meals were not in fact supplied “merely as a convenience to the hotels.”
Issue:  (1) Whether the meals & lodging have to be included in GI? (2) How much has to be included?
H/Rat:  There remains no room for doubt that the pet’s residence at the hotel was not by way of compensation for her services, not for his personal convenience, comfort of pleasure, but solely b/c he could not otherwise perform his services required of him.  His duty was continuous & required his presence at a moment’s call.  Under such circumstances, the value of the meals & lodging is not income to the employee even though it may relive him of an expense which he would otherwise bear.
Dissent:  The arrangement as to living quarters & meals was of mutual benefit, & to the extent it benefited pet. it was compensation in addition to his cash salary, & taxable to him as income.

· Could include the FMV ($7,845) or how much he benefited ($3,600).
UNITED STATES v. GOTCHER, 401 F.2d 118 (1968)
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F/PP: G’s took a 12 day expense-paid trip to Germany to tour the Volkswagen facilities there.  Upon returning G bought 25% interest in Economy Motors.  Today he is Pres. of EM & owns 50% of the dealership.  They did no include the trip as GI.  Comm’n determined they realized income, had a tax deficiency, G’s paid, then filed suit for a refund.  The district court held that the cost of the trip was no income, or in the alternative, was income & deductible as an ordinary & necessary business expense.  

Issue:  (1) Whether the all expense paid trip to Germany has to be included in GI & how much includable? 
H/Rat:  Affirm district court’s determination that the cost of the trip was not income to Mr. G ($686.15), but Mrs. G’s expense ($686.15) constituted income & were not deductible.  2 distinct requirements for economic gain to the TP: There must be an economic gain, & this gain must primarily benefit the TP personally.  In some cases, as in the case of an expense-pd trip, there is no direct economic gain, but there is an indirect economic gain inasmuch as a benefit had been rec’d w/o a corresponding diminution in wealth.  The activities in Germany support the conclusion that the trip was oriented to business.  The dominant purpose of the trip is the critical inquiry & some pleasurable features will not negate the finding of an overall business purpose.
STATEMENT BY DONALD C. LUBCIK, ASSISTANT
· Inequity & Economic Inefficiency Cause By Exempting Fringe Benefits from Tax
· Fairness requires that TPs w/ equal income be treated equally for income tax purposes & when fringes are exempted from tax, TPs w/ equal incomes pay unequal taxes.

STAFF OF THE JOINT COMMITTEE ON INTERNAL REVENUE TAXATION, EXAMINATION OF PRESIDENT NIXON’S TAX RETURNS FOR 1969-72 (1974)
F/PP:  Friends & family of Pres. have traveled in the aircraft w/o Pres.  Some flights in connection w/ the performance of official duties.
Issue:  (1) Whether the free use of gov’t transportation by the Pres’s family created income subject to federal tax. (2) if yes, then who should be taxed?
H/Rat: Authorities recognize it is not necessary that the individual TP himself receive the direct benefit of the use of the facility or the pymt of the expenses by the employer.  Pres. has realized taxable income where members of his family or his friends had free use of Gov’t transportation for personal excursions or where it has not been established that they were on Gov’t business.  FMV of the property or services taken in pymt must be included in income & cost of 1st class commercial flights will be used.
III. CLASS NOTES
· 2 Big Analytical Issues:

· Inclusion

· Factor payment

· Accretions – is the TP better off?

· General rule that fringe benefits are include, unless there is a specific exclusion (§119)

· Value

· Resolution – Code will: 

· Include FMV; OR

· 1.61-2(d) 

· Totally exclude
CH. 30 – ANNUAL ACCOUNTING
717 – 735

I. PROBLEMS
1. Ellen - §1341
(a) YR1: Taxable income $100K (including $5k bonus) taxed at 30% - 30,000 tax consequence
1) In not included, $96k x 0.3 = 28,800 - $30k - $1,200 tax added b/c included 
(b) YR2: ABC improperly calculated E’s bonus, should have been $1k, E returned excess $4k, taxable income $60k, taxed at 20% =12,000 -  deduction saves $800 in taxes.

1) $64,000 x .2 = 12,800 – deduction saves $800

(c) the tax cost of the original inclusion is worth more than the deduction 

(d) § 1341(a)(5) provides instead (when it is more valuable than a deduction) is a tax decrease, in effect a tax credit, against the current years liability in an amt equal to the added tax occasioned by the prior year’s inclusion income.

(e) E has a tax credit of $1.2k in YR2

2. Ellen - §1341 would not apply b/c $2k not greater than $3k.
(a) Returns half in year 2 and the other half in year 3.

1) YR2 – would only be able to have ½ tax deduction - $400
2) YR3 – would only be able to have ½ tax deduction - $400 
(b) § 1341(a)(3) the amount of such deduction exceeds $3k.

(c) Accrual method instead of cash method?

1) Still get deduction under Lewis holding, would take full deduction
3. YR 1: bonus $50k / YR 3: IRS determines E’s YR1 compensation exceeded “reasonable” compensation by $50k, & denies ABC a YR1 deduction for the $50k bonus – corp. cannot deduct b/c exceeded reasonable compensation.
(a) ABC & E enter into an agreement that E return any compensation denied by IRS, & E repays in YR3

1) E still had a right to it no change in consequence

(b) What if the agreement was entered into during YR2?

(c) Prior to the payment of YR1 bonus?

4. YR1: 20% tax bracket, T reported GI of $30k & itemized deductions of $14k (included deduction under § 170 of $10k for real estate given to charity).  Standard deduction is $5k.

(a) Real estate reverts to T in YR4, still $10k.  How much GI must T report.

(b) Must she report any income in year 4?  Yes.  §111 applies – tax benefit rule.

1) Apply tax benefit when we allow someone to have a deduction one year & a fundamentally inconsistent event happens (property reverts back to her).

2) How much?

a. §111 – $9k, how much a benefit did she get in YR1?

b. GI = $30k, deductions $14k = taxable income + exceptions = $16k

c. What were her taxable income would have been had she not given the property away

i. GI=$30k, standard deduction (itemized was $4k so she’ll take standard)= $5k, Taxable income + exemptions = $25k

d. $25k - $16k = $9k, Terri’s charitable contribution reduced her taxable income by $9k, so that is all she must include in YR4.

(c) Assume then in 30% tax bracket.

(d) Suppose the value in YR4 was $5k or $15k.
5. George – last YR deducted $1k in cultivation expenses attributable to plants he gave away to a local garden club when he went out of business last year.  Also deductible $250 for stamps & $100 for stationery that remained on hand when he went out of business.  Took the stamps home & discarded the stationery.  What tax results this year?
(a) $1k (cultivating expenses), $250k & $100 (for stationery) = $1.1k in business expenses.

(b) Took deductions based on using them for his business

(c) Under Hillsboro - the TP has to undue the deduction in a later year if there is anything fundamentally inconsistent w/ the deduction in the earlier year.  Still allowed to take the deduction?
1) The stamps – YR1 took deduction, should undue the deduction b/c using for personal use in YR2

2) The stationery – YR1 took deduction, ≠ have to undue the deduction b/c not using for personal use & the cost of doing business.
3) The plants – YR1 took deduction, gave the plants away, bought them w/ the intention of selling, but gave them away instead when he went out of business ≠ need to undue the deduction.
6. ABC Corporation - §172, carry net loss back 2 years & forward 20 years.
(a) YR1: taxable income of $10k.
(b) YR2: taxable income of $10k.

(c) YR3: taxable income of $5k – carry the $60 back – net loss of $55 ($0 taxable income)
(d) YR4: taxable income of $20k – carry the $55 back – net loss of $35 ($0 taxable income)
(e) YR5: GI income of $40k & its allowable expenses of $100k (net loss of $60k).
(f) YR6: taxable income of $5k – carry $35 net loss forward (net loss of $30k) ($0 taxable income).
(g) YR7: taxable income of $30k, $50k allowable expenses.  

1) Carry net loss of $30k forward (net loss of $50k) ($0 taxable income).
(h) YR8: taxable income $10k – carry $50k forward (net loss of $40k) ($0 taxable income).
(i) YR9: taxable income $10k – carry $40k forward (net loss of $30k) ($0 taxable income).
(j) YR10: taxable income $10k – carry $30k forward (net loss of $20k) ($0 taxable income).
(k) YR11: taxable income $10k – carry $20k forward (net loss of $10k) ($0 taxable income).
(l) YR12: taxable income $10k – carry $10k forward (net loss of $0k) ($0 taxable income).
(m) YR13: taxable income $10k – no net loss to carry forward from this point on.

(n) – YR20: taxable income is $10k/yr.

II. OVERVIEW
· § 441 general rule that TPs are to make an annual accounting of their taxable income.

A. Restoring Amounts Received Under Claim of Right
· amounts rec’d under a claim of right, w/o restriction as to disposition, constitute income.

· How should the restoration under a claim of right be taken into account

· United States v. Lewis – TP rec’d an improperly computed bonus in 1944 which he reported as income that year, & which he repaid to his employer in 1946.  The gov’t position was that the repayment should be taken as a deduction in 1946 rather than permit a recomputation of the 1944 tax.  

· The tax increase that results from including in income an amount rec’d under a claim of right will not always be the same as the tax savings resulting from deducting its repymt in a later year.

· § 1341 – the TP who meets the requirements of § 1341(a)(1)-(3) is directed to compute tax liability under the approach that produces the more favorable tax result.

· § 1341(a)(5) provides (when it is more valuable than a deduction) is a tax decrease, in effect a tax credit, against the current year’s tax liability in an amount equal to the added tax occasioned by the prior year’s inclusion in income.

· This section serves the function of an amended return w/o in fact authorizing one.

· Requirements of § 1341

· § 1341(a)(3) – minor amounts are barred from treatment by $3k threshold requirement.

· § 1341(a)(1) – it is necessary that the restored item have been included in income for a prior year b/c it “appeared” the TP had an unrestricted right to the income.

· There is no “appearance” of such a right w/ respect to embezzled funds, & repayment is thus outside the §.

· “appeared” refers to a “semblance of an unrestricted right in the year rec’d as distinguished from an unchallengeable right (which is more than an ‘apparent’ right) & from absolutely no right at all (which is lees than an ‘apparent’ right).

· § 1341(a) does not apply to the repayment of funds rec’d as the result of the TP’s “mere error,” or to the repayment, “due to a subsequent event,” of funds rec’d under “absolute right.”

· Dominion Resource v. United States
· § 1341(a)(2) requires the TP to establish that he did not have an unrestricted right to the amount rec’d in the prior year.  Thus voluntary repayments do not come w/in § 1341.

· Pike v. Comm’n – atty. sold stock options.  His right to retain the profits was disputed, & he paid the profits to the company, not b/c he admitted liability or was compelled to do so, but b/c he feared controversy over the matter would endanger his professional career.  Tax Ct. held TP failed to establish that he was not entitled to retain the profits, as required by§ 1341(a)(2); but the court further held the pymt was allowable as a §162 deduction.
· Barrett v. Comm’n – the Tax Court held that the TP, a stockbroker, was entitled to a credit under § 1341(a)(5) for amts. paid in 1984 to settle civil suits arising out of his purchase & sale of certain stock options in 1981.  The 1981 sale generated a short-term capital gain of $187k, which the TP reported, but had also led to civil suits & proceedings by SEC to revoke TP’s brokerage license.  Settled the suit by repaying part of the profits from the sale; the SEC proceedings were dropped.  In applying §1341(a)(5) the court rejected the Comm’n’s argument that the repymt was voluntary & held that the good faith, arm’s length settlement of the dispute had the same effect as a judgment in establishing the fact & amt. of TP’s legal obligation for repymt. & establishing that he did not have an “unrestricted right” to the amt. when he rec’d it.
· Parks v. United States – Barrett rejected by this court - sold business & report profit as income.  Settled fraud-related litigation arising out of the sale, made repymt, & sought to apply §1341 to the repymt.  District ct. held the settlement did not eliminate the gov’t opportunity to demonstrate, if such were the case, that the previously-reported income had been obtained by fraud, & that § 1341 would t/f be inapplicable to the repymt on the grounds the TP had not “appeared to have an unrestricted right” to the income, as required by § 1341(a)(1).
· Wang v. Comm’n – intern for brokerage house sold insider information.  SEC initiated civil & criminal proceedings against TP who settled the civil action by pymt of $125k to a restitution fund.  Court reject the TP’s effort to apply § 1341 to the pymt, on the grounds the statute did not apply where there was no claim of right to the illegal funds.  Barrett was distinguished on the basis that its focus had been on whether the repymt was voluntary, not on whether the income had been rec’d under claim of right or the appearance of an unrestricted right to income.
B. The Tax Benefit Rule
· Judicially-developed - 2 aspects to the rule when a TP recovers a previously deducted amount:

· “Inclusionary aspect” – provides that recovery constitutes GI: the deduction gave rise to a tax benefit that, in light of later events, turned out to be unwarranted, & the TP in effect gives back the tax benefit by including the recovered amount in income.

· “Exclusionary aspect” – provides to the extend a previously deducted amount did not produce a tax savings, its recover will not constitute income. §111(a)

C. Net Operating Losses
· § 172 provides that a loss in 1 yr may be used to offset income in another yr so the loss is not wasted.

· § 172(c) defines net operating loss as the excess of deductions allowed over GI.
BURNET v. SANFORD & BROOKS CO., 282 U.S. 359 (1931)
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F/PP:  1913-1915 company contracted for dredging the Delaware River by US.  Resp. added to GI for each year from 1913-1916 for payments made under the K & deducted its expenses pd. in performing the K.  Total expenses exceeded the pymts rec’d by $176k & tax returns for 1913, 1915, & 1916 showed net losses.  1914 showed net income.  In 1915 work under K was abandoned, & in 1916 a suit was brought to recover for breach of warranty of the character of the material to be dredged.  Judgment for the claimant was affirmed in 1920.  Pet. rec’d $ which included the $176k by which its expenses under the K had exceeded receipts & accrued interest.  Resp. failed to include these amts in its tax returns for 1920, Comm’n made the deficiency based on the addition of both item to GI for that year.  The Ct. of Apps. held that only the item of interest was properly included that the $176k was return of losses suffered by resp. in earlier years & hence was wrongly assessed as income.
Issue:  Whether the gain or profit which is the subject of the tax may be ascertained on the basis of fixed accounting periods, or whether, it can only be net profit ascertained on the basis of particular txs of the TP when they are brought to a conclusion.
H/Rat:  Recovery made by resp. in 1920 was GI for that year.  The $ was derived from a K entered into in the course of business operations for profit.  Such receipt’s form the conduct of business are to be included in the TP’s return as part of GI, regardless of whether the particular tx results in net profts, sufficiently appears in § 213(a) & from the character of deductions allowed.  6th Amend adopted to enable gov’t to tax.  It is the essence of any system of taxation that it should produce revenue ascertainable, & payable to the gov’t, at regular intervals.  Only by such a system is it practicable to produce a regular flow of income & apply methods of accounting.

ALICE PHELAN SULLIVAN CORP. v. US, 381 F.2d 399 (1967)
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F/PP:  The gov’t filed a motion for summary judgment in an action by Π corp. to recover an alleged overpayment in its income tax during a year that 2 parcels of realty were returned to Π after they had been donated and claimed as a charitable contribution deduction.  The Comm’n disagreed w/ the corp’s characterization of the recovery as a non-taxable return of capital, viewing the tx instead as giving rise to taxable income → adjusting the corp’s income by the total of the charitable contribution deductions previously claimed and allowed.  The gov’t filed a motion for SJ & the court granted the motion.
Issue:  Whether the gain attributable to the recover was to be taxed at the rate applicable at the time the deduction was first claimed or whether the proper rate was that in effect at the time of recovery.
H/Rat:  Perry v. US (1958) dissenting, it was recognized that a return to the donor of a prior charitable contribution gave rise to income to the extent of the deduction previously allowed.  The principle is well ingrained in our tax law that the return or recovery of property that was once the subject of an income tax deduction must be treated as income in the year of its recovery.  Limitation on the principle: tax-benefit rule which permits the exclusion of the recovered item from income as long as its initial use as a deduction did not provide a tax saving.  B/C the corp. obtained a full tax benefit from its earlier deductions, those deductions were properly classified as income upon recoupment and must have been taxed as such.  
HILLSBORO NATIONAL BANK v. COMM’N, 460 U.S. 370 (1983)
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F/PP:  2 cases consolidated where petitioners appealed the decisions of the US Ct. of App. for the 7th Cir. RE the applicability of the tax benefit rule to the repymt to shareholders of taxes for which they were liable but that were originally paid by the corps & to the distribution of expensed assets in a corporate liquidation.

Issue:  What is the applicability of the tax benefit rule to 2 corporate tax situations: (1) the repayment to the shareholders of taxes for which they were liable but that were originally paid by the corporation; and (2) the distribution of expensed assets in a corporate liquidation.
H/Rat:  The Ct. held that the tax benefit rule required the recognition of income in the case concerning the liquidation but not in the case concerning the tax refund.  (2) In the liquidation case, the Ct. reversed the decision of the lower Ct. and held that the liquidating corp. must include in income the amount of the unwarranted deduction b/c 26 U.S.C.S. § 336 did not prevent the application of the tax benefit rule.  The Ct. remanded for a determination of the proper increase in taxable income.  (1) In the case concerning the tax refund, the Ct. simply reversed b/c a redetermination was sought in the Tax Ct. The Ct. reversed the decision of the lower Ct. and held that the deductible dividend was permitted when the money, though initially paid into the state treasury, ultimately reached the shareholder.

CH 12 – BUSINESS & PROFIT SEEKING EXPENSES
241 - 276

I. PROBLEMS
1. Casey 

(a) Deduct salary & bonus pd to B?

1) §162(a)(1)

2) Factors for reasonable compensation (p. 254)

3) Bonus - § §162(h) 

(b) (a) change, if C’s business were incorp. & C is sole shareholder of the corp.

2. Finn

(a) $25k deductible?  Conway Twitty – carrying on trade business 
(b) $20k deductible?  Yes, could be part of his image.
3. Sally & Sam - Each incur airfare expenses of $500, hotel charges of $600, & resume writing sample preparation $100.  Sally receives & accepts a job offer.

(a) Sally – clerking in a judicial clerkship, so she would be carrying on a business trade (currently carrying on the trade or business she is currently seeking a job).

1) Purpose to seek employment or personal?  Employment – are the expenses related to seeking employment in the trade / business they are already in? yes 

2) Definitely resume expenses, what about hotel & flight.
a. Sightseeing doesn’t matter b/c was primarily looking for a job.

(b) NY Law firm pays Sally’s transportation & hotel cost.  

1) Rev. Ruling 75-120 – w/o indicating whether the interviewee was engaged in a trade or business, held the reimbursement rec’d by an interviewee was not GI.

(c) Sam debatable.

4. Mark’s tv clothes deductible? 
(a) No, objective test, if the clothes can be worn for general use than can’t deduct the cost of the clothes (pg. 256) – Rev. Ruling 70-474.
5. Phil - §195
(a) When Phil is spending $19k in expenses is he already carrying on a trade / business – if you are starting something up, are you carrying on a trade or business?  NO 

(b) But if had already been carrying on a trade or business (start up expenses, unless you could deduct those expenses if the business was already his was in operation).
(c) §195 – allowed to deduct up to $5k of these expenses, & phases out once the total start up cost reaches $50k.

6. Vic 

(a) Wall Street journal deductible under §212 (he has a portfolio of stocks & bonds helps him keep up on the market).

(b) $25 for the copy of the guide to tax free bonds, don’t get to deduct expenses that is not included in GI / tax free income 

(c) $500 newsletter – like the Wall Street journal & deductible under §212
(d) Safe deposit box – holds stock certificates, bonds & other important papers - §212

(e) $400 to prepare tax return - §212(3) in connection to the determination of tax.

(f) $250 – yes §212 (lawyer is giving tax advice).
II. OVERVIEW
· Study of deductions

· Net income, can subtract the costs of earning GI
· Legislative grace, inclined toward exclusion (not allowed to take the deduction) unless can find something in the statute that specifically allows you to take the deduction.

· § 162 business deduction 

· § 212 profit seeking deduction

· “net income” rather than GI should be subject to tax; & expenses necessary to the earning of items of GI ought to be allowed as deductions

· § 262(a) – personal expenses (expenses not w/in the business or profit-seeking classification) generally are not deductible in determining the net income subject to tax.

· Some expenditures are regarded as “capital expenditures” 

· b/c they were made to obtain an asset lasting for some substantial or indefinite pd. of time.

· Generally, not deducted in full at the time of the expenditure (increments over some period of time)

· Draw lines b/t business / profit seeking expenses & personal expenses.

A. Business Deductions - § 162
· IRS taxes gain, profit, or net income – not gross receipts.

· Reg. § 1.61-3(a) interprets § 61(a)(2) language as “GI derived from business” to mean “the total sales, less the cost of goods sold.”

· § 162 establishes requirements for the deduction of costs associated w/ business:

· The cost must be an “expense”

· The expense must be “ordinary”

· It must be “necessary”

· It must be “paid or incurred during the taxable year”

· It must be paid or incurred in “carrying on” a “trade or business.”

1. The Expense Must Be “Ordinary”
a. Is the Expense “Ordinary”
· Welch v. Helvering – ordinary requires that a cost be customary or expected in the life of the business.

· What is customary or expected in business?

· Ordinary is distinguished from capital expenditures such as reputation (goodwill) or learning.

JENKINS v. COMM’N (1983)
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F/PP:  Court allowed country songwriter & singer (stage name Conway Twitty, to deduct as a business expense amts. he repaid to investors in his defunct fast food venture, Twitty Burger.  
Issue:  Whether 1 person (Twitty) may deduct the expenses of another person (Twitty Burger).
Pet Arg:  Pet. argued he had no liability & made pymts gratuitously out of a sense of moral obligation.  Expenditures are deductible under § 162 b/c the pymts were made primarily w/ a business motive (to protect his singer/songwriter reputation) & there is sufficient connection b/t the pymts & TP’s trade or business.
H/Rat:  In order to determine whether the disallowed expenditures are deductible by petitioner under § 162 we must (1) ascertain the purpose or motive of the TP in making the pymts and (2) determine whether there is a sufficient connection b/t the expenditures & the TP’s trade or business.  Moral obligation does not preclude deductibility as long as it is not the satisfaction of the moral obligation was not the primary motivation for the expenditures.  Ct. found the primary motive for the deduction was protecting his personal business reputation → Ct. concluded their was a proximate relationship b/t the pymts made to the holder’s debentures & petitioners trade or business as a country music singer so as to render those pymts. an ordinary & necessary expense of that business.
· Deputy v. Dupong (1940) – ordinary has the connotation of normal, usual or customary.  An expense may be ordinary though it happens but once in the TP’s lifetime, but the tx which gives rise to it must be of common or frequent occurrence in the type of business involved.
· Goedel v. Comm’n (1939) – Tax Bd concluded that premiums paid by a securities firm on a life insurance policy covering Pres. Roosevelt were not deductible.  
· Court doubted that other business accustomed to buying insurance in connection w/ their business would use funds to purchase an insurance policy of the nature acquired by the firm.
· Is the fact that an expenditure is unprecedented enough to find it not ordinary & not deductible?
· Gillian v. Comm’n (1986) – the TP, an artist w/ a hx of mental & emotional problems, created a major disturbance on an airline while flying to Memphis to lecture & teach.  Indicted under federal criminal statutes & sued by a passenger who he injured.  
· He sought to deduct as business expense: 
· (1) the legal fees incurred in defending the criminal action and 
· (2) the settlement paid to the injured passenger.  
· Tax Court disallowed the deductions reasoning that the artists & teachers while traveling on business do not generally engage in conduct like the TP’s; 
· The costs incurred were not part of the TP’s transportation costs and 

· His actions did not further his trade or business.

· → his costs were not “ordinary” w/in the meaning of § 162.
· Dancer v. Comm’n (1980) – the Ct. allowed a deduction for the costs a TP incurred in settling a negligence action arising from an car accident which occurred while he was traveling on business.  The court noted: the expenditure in the instant case did not further petitioner’s business in any economic sense; nor is it the type of expenditure that many businesses are called upon to pay.  Neither factor lessens the direct relationship b/t the expenditure & the business.  Car travel by the petitioner was an integral part of his business.  Costs incurred as a result of such an incident are just as much a part of overall business expenses as the cost of fuel.
b. Is the Expense “Necessary”
· Welch, court interpreted “necessary” to mean “appropriate & helpful” & indicated it would be slow to “override” the judgment of a business person RE the necessity of any costs incurred.

· Palo Alto Town & Country Village, Inc. v. Comm’n (9th Cir. 1977) – reversed a Tax Ct decision holding costs incurred in maintaining an airplane on a standby basis were not ordinary & necessary.  The Ct found evidence the TPs offered RE the need for a plane on standby to be inconsistent w/ TP’s actually conducted business & TPs did not use the airplane w/ sufficient frequency to justify the expense of maintaining it on a permanent standby as ordinary & necessary for the conduct of their business.  9th Cir. noted the immediate availability of the plane, arising from its standby basis, led to a saving of almost $1M in interest on a loan, or that not having the plane on standby would result in delays in getting Palo Alto personnel back home from their business trips, or that chartering a plan & keeping it on standby would be much more expensive than TPs’ arrangement → the facts indicate having a plane on standby was appropriate & helpful to the business, & it was a response one would normally expect a business in TP circumstance to make.  The expense was thus both necessary & ordinary.
· The determination of whether an expense is necessary is a factual determination.

· Henry v. Comm’n (1961) – the TP, a tax lawyer & accountant, purchased a yacht on which he flew a red, white & blue pennant w/ the numerals 1040 on it.  TP claimed the use of yacht served to promote his business by providing the TP contacts in the yachting circles, thereby potentially increasing his client base.  Ct rejected claim, under the circumstances; he was entitled to deduct the costs of insuring & maintaining the yacht.  The court specifically concluded the TP had not established the yacht was “necessary” for TP’s trade or business.  The TP is ordinarily the best judge on the matter & we would hesitate to substitute our own discretion for his w/ regard to whether an expenditure is ‘appropriate & helpful’ in the purposes of his business.  The expenditures may well have been made to further ends which are primarily personal, this ordinary constraint does not prevail; petitioner must show affirmatively that his expenses were ‘necessary’ to the conduct of his professions.  The claimed expenses, when considered in relation to the fees which petitioner attributes to yachting, are inordinate & do not indicate the requisite proximate relationship b/t his sporting activities & his business.  Evidence does not show how any specific fee resulted from his operating a yacht.

· Dobbe v. Comm’n (9th Cir. 2000) – tax court rejected a corporation’s attempt to deduct the cost of landscaping around the personal residence of its sole shareholders.  The corp. engaged in the business of importing & growing flower bulbs, which it sold to cut flower procedures.  H/e, found the corp. did not lease the Dobbe’s residence located on the farm.  When a corp. makes an expenditure that primarily benefits the corp. shareholders & only tangentially benefits the corp. business, the amount of the expenditure may be taxed to the shareholder as a constructive dividend & is not deductible under § 162.
· Reasonable salaries. 

· Salaries & other compensation are among the most common expenses incurred by any business.  

· §162(a)(1) provides only reasonable salaries may be deducted.

· The element of reasonableness is inherent in the phrase “ordinary & necessary.”

· Where parties are related, shifting income from one party to the other may be advantageous.

· Corp. separate taxable entity, profits generated by the corp. are taxed to it & profits distributed as dividends by the corp. are taxed to the shareholders.
· Double tax can be eliminated if the corp. can successfully characterize its distributions to shareholders or their family members as deductible salaries or compensation; hence, the temptation to disguise dividends as deductible wages.

· Elliots, Inc. v. Comm’n (9th Cir. 1983) – the reasonableness of compensation paid to a share-holder-employee, particularly a sole shareholder, should be evaluated from the perspective of a hypothetical independent investor: whether an inactive, independent investor would be willing to compensate the employee as he was compensated.

· Courts have uses combination of factors as relevant to the determination of reasonableness:

· (a) the position held by the employee;

· (b) hours worked & duties performed;

· (c) the general importance of the employee to the success of the company;

· (d) a comparison of past duties & salary w/ current responsibilities & compensation;

· (e) a comparison of the employee’s 

· (f) the size of the co., the complexities of the co.’s business & the general economic conditions;

· (g) the existence of a potentially exploitable relationship b/t the taxpaying co. & its employees;& 

· (h) existence of a bonus system that distributes all or nearly all of the pre-tax earnings of the co.
· No single factor is determinative; rather, the employment situation must be viewed as a whole.

· Indirect market test – if the rate of return is extremely high, it will be difficult to prove that the manager is being overpaid.

· Menards Inc. v. Comm’n (2004) – IRS argued that the compensation paid by the TP to its CEO was not reasonable & t/f disallowed part of the deduction claimed by the company under §162.  The TP, one of the nation’s top retail home improvement chains, paid its prez & CEO $20.6M for the year & bonus equal to 5% of the TP’s net income before taxes.  Tax Ct. concluded that under the independent investor test, the compensation paid the CEO would be presumed to be reasonable in view of the rate of return on investment generated by the TP, but rebutted when considering how similarly situated business paid CEO salaries.
2. “Carrying On a Trade or Business”
a. What Constitutes a “Trade or a Business?”
· To be engaged in a trade or business, the TP must be involved in the activity w/ continuity & regularity & the TP’s primary purpose for engaging in the activity must be for income or profit.
· Reg. §1.183-2(a) lists the following factors for determining whether an activity is engaged in for profit:
· The manner in which the TP carries on the trade or business;
· The expertise of the TP or his or her advisers;
· The time & effort expended by the TP in carrying on the activity;
· The expectation that assets used in the activity may appreciate in value;
· The success of the TP in carrying on other similar or dissimilar activities; 
· The TP’s hx of income or losses w/ respect to the activity;
· The amt of occasional profits, if any, which are earned; 
· The financial status of the TP;
· Elements of personal pleasure or recreation.
· No single factor is determinative. Reg §1.183-2(b)

b. The “Carrying On”  Requirement
· Development of new business involves 2 stages before the trade or business becomes operational:

· In the investigatory stage, a person may review various kinds of business before deciding to acquire or to enter into a specific business.

· Frank v. Comm’n (1953) – TP who sought to purchase & operate a newspaper or radio station.  TP ultimately purchased a newspaper, but made numerous trips to cities to investigate possible purchases incurring travel & legal expenses.  These expenses ≠ deductible under §162 b/c not related to the conduct of the business that they were engaged in but were preparatory to locating a business venture of their own.  The expense of investigating & looking for a new business & trips prapartory to entering a business are not deductible as ordinary & necessary business expense incurred in carrying on a trade or business.

· Legislative hx of §195, address so called start up expenses:

· Business investigatory expenses generally are nondeductible regardless of whether they are incurred by an existing business in relation to another business or by a TP who is not in any business (can deduct expense incurred from investigations into acquiring a specific business).

· Second stage occurs after the TP has decided to acquire or establish a specific business & commences preparations for its operation.

· Richmond Television Corp. v. U.S. (1965) – TP sought to deduct certain personnel training expenses incurred prior to receiving the FCC license necessary to operate.  Ct. held even though TP has made a firm decision to enter into business & over a considerable pd or time speng $ in preparation for entering that business, he still has not engaged in carrying on any trade or business w/in the intendment of §162(a) until such time as the business has begun to function as a going concern & performed those activities for which it was organized.

· Start-up costs provide benefits long beyond the current tax year & t/f, should not be currently deductible.  

· Such expenses are analogous to the costs incurred in acquiring an existing business, or bldgs. & equipment for an existing business.

· Also prevents TP from deducting personal expenses.

c. § 195 & the Authorization of Certain Pre-Operational or Start-Up Costs
· §195 permitted TP to elect to amortize business start-up expenditures over a pd of not less than 60 mos.
· 2004 amended §195 to allow a TP to deduct up to $5k of start-up expenditures in the taxable yr in which the active trade or business begins. 

· The $5k amt is reduced but not below 0 by the amt to start-up expenditures exceed $50k.

· The remainder of start-up expenditures are amortized over a 180-mo pd beginning w/ the month in which the active trade or business begins.

· Note: to claim a current deduction for or to amortize start-up expenditures under §195, one must actually engage in the trade or business.

· Expenditures eligible for amortization must satisfy 2 reqs:

· The expenditure must be pd or incurred in connection w/ creating, or investigating the creation or acquisition of, a trade or business entered into by the TP.

· The expenditure involved must be one which would be allowable as a deduction for the taxable yr in which it is paid or incurred if it were paid or incurred in connection w/ the expansion of a trade or business in the same filed as that entered into by the TP.
d. Application of the “Carrying On” Requirement to Employees
· The cts & service agree that a TP may be in the trade or business of being an employee & an employee can have more than 1 trade or business.

· Deductible employee business expenses (i.e. resume costs, postage) are generally BTLD & subject to the 2% floor imposed by §67.

· The scope of the employee’s current trade or business is obviously critical in evaluating the deductibility of costs incurred in seeking new employment.

· Primuth v. Comm’n – TP was the secretary-treasure for a small corp.  Paid a fee to an employment agency to assist him in find a new job w/ increase responsibilities & w/ a larger corp.  Ct found the TP was carrying on the trade or business of being a corporate executive & concluded the employment agency expense was deductible.

· Cremona v. Comm’n (1972) – TP was held to be in the trade or business of being an administrator, & job counseling fees he incurred to improve his job opportunities in that business were deductible even though TP did not succeed in obtaining new employment.  Ct rejected the Comm’n argument that employment-seeking costs were only deductible if new employment was actually secured.

· Rockefeller v. Comm’n (1985) – counsel for Rockefeller’s estate sought to establish that NR, in seeking the VP of the US following the resignation of Pres. Nixon was merely continuing to engage in the same trade or business in which he had been involved in for years.  Despite the estate’s arguments to the contrary, the 2d Cir. Found that R’s tasks & activities as VP were not the same as those associated w/ the other positions he had held.  The costs he incurred in seeking the VP → ≠ deductible.
· Furner v. Comm’n (1968) – a teacher who took a leave from teaching for a year to obtain a master’s degree in her field was held to be “carrying on” her trade or business for the year, thus allowing her educational expenses to be deducted.

· To take advantage of the hiatus principle, a TP must establish that during the hiatus he intended to resume the same trade or business.

B. § 212 Deductions
· Allows for a deduction for the ordinary & necessary expenses of producing or collecting income, maintaining property held for the production of income, or determining, collecting or refunding any tax.

· No deduction allowable for expenditures allocable to tax-exempt income. Reg. §1.212-1(e)

· Frank v. Comm’n – bought newspaper business – cannot deduct expenses under §212 – neither are the travel & legal expenses incurred by the pets. In their attempt to find a business deductible under §212, which allows the deduction of expenses incurred in the production or collection of income or in the management, conservation, or maintenance or property held for the production of income.
WELCH v. HELVERING (1933)
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F/PP:  W was an exec. w/ a bankrupt co. when he became a commission agent in the same line of business as his former co., he voluntarily pd some of the co.’s unpd debts to establish good relations w/ customers.
Issue:  May W deduct debt pymts as ordinary business expenses?
H/Rat:  These pymts ≠ deductible b/c they are not ordinary expenses.  An ordinary expense is on that is common & accepted w/in an industry, even if uncommon for a particular TP.  It is extremely rare in business for an individual to undertake the pymt of an unenforceable debt, & → the pymt was not ordinary & → ≠ deductible.
HIGGINS v. COMM’N (1941)
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F/PP: H has extensive investments in real estate, bonds & stocks, devoted considerable time to managing them & hired others to assist him in offices rented for that purpose.  The method for handling his affairs under examination had been employed by pet. for 30+ yrs.  For 1932 & 1933, he claimed salaries & expenses incident to looking after his properties as deductible under §23(a).  Comm’n refused deductions.  Tax Board held that these activities ≠ carrying on a business.
H/Rat:  To determine whether the activities of a TP are “carrying on a business” requires an examination of the facts in each case.  Pet. merely kept records & collected interest & dividends from his securities, through managerial attention for his investments.  No matter how lg the estate or how continuous/extended the work required may be, such facts are not sufficient as a matter of law to permit the cts to reverse the decision. 
COMM’N v. GROETZINGER (1987)
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F/PP:  1978 resp. devoted 60-80 hrs /wk wagering on dog races.  No other employment & tried to make a living doing such.  Gross winnings of $70k on bets of $72k for a net gambling loss of $2k.  Reported his loss on 1978 tax return, he didn’t utilize it in computing his AGI or claim it as a deduction.  Tax Ct held he was in the trade or business of gambling.
H/Rat:  (1) the statutory words of “trade or business” is broad & comprehensive & (2) that, h/e, expenses incident to caring for one’s own investments, even though that endeavor is full-time, are not deductible as pd or incurred in carrying on a trade or business; (3) that the opposite conclusion may follow for an active trader.  *** to be engaged in a trade or business, the TP must be involved in the activity w/ continuity & regularity & that the TP’s primary purpose for engaging in the activity must be for income or profit.  If one’s gambling activity is pursued full time, in good faith, & w/ regularity, to the production of income for a livelihood, & is not a mere hobby, it is a trade or business w/in the meaning of the statutes w/ which we are here concerned.
REV. RULING 75-120
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· Whether amts pd in seeking new employment are deductible under §162 or §212.
· Expenses incurred in seeking new employment in the SAME trade or business are deduction under §162 if directly connected w/ such trade or business as determined by the facts & circumstances.
· ≠ deductible if an individual is seeking employment in a NEW trade or business.
· ≠ deductible under §212 which applies only to expenses incurred w/ respect to an existing profit-seeking endeavor not qualifying as a trade or business.
· Travel expenses are deductible if the primary purpose for the trip is to seek new employment.
PEVSNER v. COMM’N (1980)
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F/PP:  TP manager of women’s clothing store, YSL.  Has to wear the clothes as part of her job.  TP does not wear them at home, & only for work.  Clothes can be worn at other times than for just work.
Issue:  Whether the TP can deduct as ordinary & necessary business expense the cost of purchasing & maintaining YSL clothes & accessories worn by the TP in her employment?
Rule:  The cost of clothing is deductible as a business expense only if: (1) the clothing is of a type specifically required as a condition of employment, (2) it is not adaptable to general usage as ordinary clothing; and (3) it is not so worn. Donnely v. Comm’n (1959).
H/Rat:  TP meets requirement (1) and (3).  H/e, ≠ (2).  Ct. uses an objective test where no reference is made to the individual TP’s lifestyle or personal taste – instead adaptability for personal or general use depends upon what is generally accepted for ordinary street wear → clothes can be adapted → clothes ≠ deductible.
III. CLASS NOTES
· Net income tax (profits – the cost to make the money)

· Is it a capital expenditure or a repair of reputation?  
CH 13 – CAPITAL EXPENDITURES
277 – 308
I. PROBLEMS
1. Janet made expenditures this year for a restaurant she owned.  Expense or capital expenditure?
(a) $10,000 to repaint the exterior of the restaurant.  Reg. § 162-4, repairs or maintenance, which do not materially add to value or appreciably prolong useful life, are deductible; replacements or improvements, on the contrary, are not & must be capitalized.  Deductible as maintenance.
(b) $12,000 to fix damage to the new roof caused by a tree falling.  Deductible Reg. § 162-4, repair.
(c) $30,000 for completely rewiring & replumbing the restaurant & remodeling the interior.  Assume work was done immediately after Janet’s purchase of the restaurant.  
1) A - $10k would capitalize
2) B - $12k would deductible as repair expense

3) Rev. Ruling 2001-4: doing a complete refurbishment, than expenses that otherwise would have be deductible would have to be capitalized.

(d) $3k for advertising consultant § Reg. 162-4(a)(1) – Nabisco v. Comm’n (293) - deductible
1) $7k for newspaper, radio & television - deductible
2) $4k for a new sign outside the restaurant – capitalized b/c improvement
3) $1k to remove & discard the old sign that the new replaced – deductible Rev. 2000-7 (285)
(e) $5k for a new over for the restaurant - capitalized
1) installation – part of the oven and getting it rolling – capitalized
2) 1 yr maintenance – deductible Reg. § 1.263(a)-(4)(f)
(f) $3k annual premium for fire, theft & liability ins. pd. at the end of the year 1 & covered the 12 month period from Feb. 1 of next year 2 to Jan. 31 of the year 3.
1) 1046 of statute – does not extend beyond the 

a. Earlier of 

i. 12 months after 1st date on which TP realizes the right (Feb. 1st of year 3)

ii. End of the taxable year, following the year of payment (Dec. 31 year 2)
b. Dec. 31 is earlier, the insurance lasts till Feb. 1st of year 3 → capital expenditure.

2) Don’t want people buying policies in 2008 for 2020.

3) Can’t take a deduction (capitalized) for a payment in year 1 for a policy lasting year 2 thru 3.

4) But can take a deduction if make payment in year 2 for a policy lasting year 2 thru 3.

(g) $2k for years’ wroth of cleaning supplies for the restaurant.  Reg. § 1.162-3 cost of materials, TP carries incidentals on hand - deductible
(h) $6k in legal fees in successfully defending a lawsuit brought by a former chef of the restaurant who had worked there 4 yrs., & who claimed he had an agreement for ¼ ownership interest in the restaurant, plus ¼ of restaurant profits in the past 4 years.
1) Defending title (ownership) – 1.263(a)-2(c) (1035 statute book) – capitalized
2) Lawsuit for profits - Southland Royalty Co. v. U.S. (285) – deductible 
(i) $3.5k in lease pymts on a fire sprinkler system from Co.  The system specifically designed for the restaurant.  3 yr. lease required Janet to make lease pymts of $3.5k/yr.  at the end of the least option K to buy system for $100.
(j) $10k for 5-year lease of adjacent land to be used for customer parking.
1) $1k bonus to her assistant

2. Janet

(a) Start up costs / investigation 
(b) If already in the line business of running a health club, if opening 2nd 

12 month rule

II. OVERVIEW
· When you buy an asset, you can recover the asset’s cost in a few ways:

· Immediate Deduction: costs of assets that are used up in one year can be deducted immediately (business expense).

· During Life of Asset: you can recover the cost of the asset as it is used up. 

· Depreciation: tangible assets

· Amortization: intangible assets

· Annuities

· Upon Disposition: can only recover the cost of the asset when you sell it (it isn’t capitalized because it doesn’t wear out). 

· Stock

· Land
A. Deductible Expense or Capital Expenditure (CE)?
· Most important exception found in §263 which denies deductions for CEs.

· Disallowance applies to expenditures that “add to value, or substantially prolong the useful life” of property, OR “adapt property to a new & different use.”

· ≠ incidental repairs & maintenance

· CE provides a benefit that persists, contributes to generating income over a pd of yrs, its value is not consumed or dissipated w/in the current yr.

· CODE:

· § 161: warns that § 162 deductions are subject to exceptions

· § 263: denies deductions for capital expenditures

· A deduction is denied for the cost of new buildings or for permanent improvements or betterments increasing the value of the property, and for restoration costs for which an allowance is made. 

· TREASURY REGULATIONS:

· Reg. § 1.263(b): disallowance of deductions applies to expenditures that add to value or substantially prolong the useful life of property but not to incidental repairs and maintenance.

· The matching of current expenditures with future benefits is at the heart of the capitalization requirement. It is the concern with matching income and related expenses that underlies the capitalization requirement.

· WOOTEN: 

· MATCHING – Match expense to the income it produces

· ACCURACY – You get to deduct something when you use something up. You want to make sure you represent income accurately. Hence, it is not accurate to deduct something in full when you use it up over time. 

· WHY DO WE CARE?

· TIMING: If I deduct the expense earlier, I reduce my taxes in that year, and can put my money in the bank and make interest on it. If I deduct in later years and capitalize my expense, I will not reduce my taxes as much, I will have less money and I will end up getting less interest on my money I put in the bank. Therefore, the government makes money when I capitalize and I make money when I deduct all at once!

· Hence, taxpayers like to take the deductions as early as possible.

· EXAMPLE: 

· Oven → lasts several years – must capitalize

· Ingredients → used up right away – can deduct

· KEY QUESTION: HOW LONG IS WHAT I’M BUYING GOING TO LAST?
B. Defining Capital Expenditure – INDOPCO
· INDOPCO v. Comm’n (1992) – “the decisive distinctions b/t current expenses & CEs are those of degree & not of kind”

NO DEDUCTION ALLOWED

Duration and Significance Test: Where expenditures generate FUTURE BENEFITS that are SIGNIFICANT, they must be capitalized. 

· Deductions are specifically enumerated & thus subject to disallowance in favor of capitalization

· Nondeductible capital expenditures are not exhaustively enumerated in the code & §263 serves as a general means of distinguishing CEs from current expenses.
· Thus deductions strictly construed & allowed only as there is a clear provision therefore.

· Held consulting & legal fees incurred by a co. in deciding whether the accept another co.’s friendly takeover bid provided a long term benefit & → had to be capitalized.

· Lincoln Savings & Loan Ass’n (1971) – established separate & distinct test for determining whether expenditures had to be capitalized.  Had to capitalize “additional premium” b/c it created a “separate & distinct asset.”

· Ct found Lincoln Savings to mean that a TP’s expenditure that serves to create a separate & distinct asset should be capitalized under §263 – it ≠ follow that only expenditures which create or enhance a separate & distinct asset are to be capitalized.

· Focused on whether the expenditures at issue generated future benefits & whether those benefits were significant.

· Staley Manufacturing Co. v. Comm’n (1997), p268

DEDUCTION ALLOWED

Expenses incurred in defending business from hostile takeovers are deductible.

· US Freightways Corp. v. Comm’n (2001) – long-haul freight trucking co. required to purchase large number of permits & licenses yearly.  
DEDUCTION ALLOWED

Expenses that are fixed one-year, ordinary, necessary and recurring business expenses will be treated as deductible expenses (even if they cover two tax years).
· One yr items where the benefit will never extend beyond that term, that are ordinary, necessary & recurring expenses for the business in question = deductible expenses under §162(a).

C. Selected Categories of Capital Expenditures
1. Cost of Acquisition & Costs Incurred in Perfecting & Defending Title
· When TP purchases tangible prop. (i.e. bldgs, machine, vehicle) or intangible prop. (copyright, patent, interest in a corp. or partnership) asset creates a continuing, long term benefit & must be capitalized.

· TP takes basis as = to cost.

· Purchasing Title

· Acquisition costs constitute capital expenditures because the asset produces a long term benefit (e.g. purchasing title to a building, machine, vehicle, copyright, patent, etc.).  

· Defending Title

· Costs incurred in defending title of property are capitalized (e.g. legal fees incurred in resisting efforts to cancel trademark or in a trademark infringement action).  This includes costs incurred in perfecting a recently-acquired title and costs incurred in the defense of a pre-existing title.

· Yet, when the dispute relates to income from the title, it has been held deductible (e.g. recovering royalties).

· Disposing Assets

· Disposition costs are to be treated as capital expenditures except that costs are deductible when the asset is merely retired and discarded (e.g. removing telephone polls in order to install new ones -- deductible expense).

· Comm’n v. Idaho Power Co., US Supreme Court (1974), p280

· Costs that ordinarily may be currently deductible (wages, rent) may take on a different status when they are part of an acquisition cost of constructed property. For example, if you hire a carpenter to build a tree house that you plan to rent out, his wage is a capital expenditure to you.

· Company/taxpayer can deduct for their own equipment.  But you only get deduction for using things up.  Here, you are turning equipment into the facilities.  They now have a new plant from using the equipment up! You must capitalize if you create something that lasts (not just if you buy something that lasts).

· Normal and routine costs are NOT capitalized. 

· An expenditure must be capitalized to the extent that it (1) creates/enhances separate/distinct asset (2) produces significant future benefit (3) is related to acquisition of capital asset. 

· REVENUE RULING 99-23, p291

· Expenditures incurred in the course of a general search for, or investigation of, an active trade or business in order to determine whether to enter a new business and which new business to enter (other than costs incurred to acquire capital assets that are used in the search or investigation) qualify as investigatory costs that are eligible for amortization as start-up expenditures under § 195. 

· However, expenditures incurred in the attempt to acquire a specific business do not qualify as start-up expenditures because they are acquisition costs under § 263 and hence are capitalized.

· Facts: corporation U hired an investment banker to evaluate the possibility of acquiring a trade or business unrelated to U's existing business. 

· Holding: (1) conducting research and evaluating publicly available financial info = investigatory costs, because they are used in deciding whether to enter a business. BUT (2) costs related to appraisals of V’s assets and review of V’s books = acquisition costs/capital expenditures because they are incurred once the decision to acquire a specific business was made.

· Note: A taxpayer incurring costs to investigate the expansion of an existing business generally can deduct those costs under § 162.
2. Repair or Improvement
· Reg. §§ 1.162-4, 1.263(a)-1(b): Repairs that don’t materially add to value or appreciably prolong useful life are deductible. 

· Midland Empire Packing Company v. Comm’r (1950), p285

· When an unexpected damage to a building occurs, a repair that restores the building to its state before the damage is deductible, as long as it does not add value or appreciably prolong the life of the property. 

· When the repairs merely serve to keep the property in an operating condition over its probable useful life for the purpose for which it was used, it is currently deductible.

· Facts: Oil of nearby refinery starts leaking into basement of Midland.  The refinery was built after Midland’s business began.  Midland oil proofs the basement and then deducts the costs.  Comm’r argues it is a capital expense. 

· Holding: expenditures for lining basement walls and floor were repairs and thus deductible as ordinary and necessary business expenses. 

· REPAIR

· Midland was running business and unexpected event prevented running business

· Took action to bring itself back to position before event

· If they had put concrete lining in basement before starting business

· improvement, CAPITALIZE

· If they had known about the possibility of oil leaking when built and began business

· improvement under Mt. Morris
· should have fixed this in the first place
· not a repair

· not an “unexpected event”

· CAPITALIZE 

· Mt. Morris Drive-In Theatre Co. v. Comm’r (1955), p288

· When there is (1) no sudden catastrophic loss caused by a physical fault undetected by the taxpayer and (2) there is no unforeseeable external factor  changes made in response to the foreseeable damage are improvements and not repairs. Hence, they must be capitalized. 

· Facts: TP buys property for outdoor theatre knowing a drainage system would have to be installed.  After lawsuit, he constructs drainage system but asserts the costs associated are fully deductible.

· Holding: It is a capital expenditure b/c (1) there was no “unforeseen” circumstance which occurred here; (2) it was obvious when the taxpayer bought the land that a drainage system would have to be constructed; (3) this was not restoration of asset; rather it was acquisition and construction of an asset (new drainage system) that is not entitled to deduction.

· Revenue Ruling 2001-4, p294

· AIRCRAFT MAINTENANCE COSTS

· If the replacements are a relatively minor portion of the physical structure of the asset, such that the asset as a whole has not gained materially in value or useful life, the costs may be deducted. 

· But, if a major component or a substantial structural part of the asset is replaced and, as a result, the asset as a whole has increased in value, life, expectancy or use, then the cost of the replacement must be capitalized. 

· Where an expenditure is made as part of a general plan of rehabilitation, modernization, and improvement of the property, the expenditure must be capitalized. 

· One Year Rule of Thumb: costs of repairs should be capitalized if they bring about acquisition of asset having period of useful life in excess of one year.  This is a mere guidepost and not an absolute rule (Wehrli).

· General Plan of Rehabilitation Rule: expenditure that is part of a “general plan” of rehabilitation, modernization, and improvement of the property, must be capitalized, even though, standing alone, the item may appropriately be classified as one of repair.  Whether such a plan exists is a question of fact determined by looking at purpose, nature, extent, and value of work done (Wehrli).

· Environmental Cleanup: Section 198 provides that costs incurred to control hazardous substances (environmental cleanup costs) may be deducted.

· Employee Training: will generally be deductible business expenses, but it must be capitalized in unusual circumstances where training provides benefits significantly beyond those traditionally associated with training in the ordinary course of business.
3. Intangible Assets
· Capitalization of amts pd to acquire or create an intangible, to “facilitate” the acquisition or creation of an intangible, or to create or enhance a separate & distinct asset.

· Ownership interests in partnerships, corporations or other entities, debt instruments, options to provide or acquire property, leases, patents or copyrights, etc…

· Cost of creating intangibles must be capitalized.

4. Expansion Costs
· Costs associated with establishing a franchise were held to be deductible.  

· Revenue Ruling 99-23: a taxpayer incurring costs to investigate the expansion of an existing business generally could deduct those costs under § 162. 

· Briarcliff: the mere ability to sell in new markets and to new customers, without more, does not result in significant future benefits and costs associated with it do not have to be capitalized.

· Down-Sizing:  Severance payments are deductible because these payments principally relate to previously rendered services of those employees (Rev. Ruling 94-77).
5. Advertising Expenses
· Advertising expenses may often provide benefits that continue well beyond the current taxable year, but they generally are deductible.  Only in unusual circumstances must the cost of advertising be capitalized.

· For purposes of obtaining a deduction, no distinction should be made between developing and executing advertisement campaigns.  (RJR Nabisco).

· If the advertising takes the form of a physical asset, the cost must generally be capitalized and recovered over the life of the asset.
D. Purchase or Lease
· §162(a)(3): specifically authorizes the deduction of rental payments with respect to property used in a trade or business but only if the taxpayer does not take title and has no equity in the property. 

· There may be an issue, h/e, as to whether acquisition costs are being disguised in terms of “rental” costs.

CH 14 – DEPRECIATION
309 – 350
I. PROBLEMS
1. Luxury Hotel

(a) Tract of land – non-depreciable, land does not fall in value. Reg. § 1.167-(a)(1)-2
1) Filling up a hole on the land – may be seen as an improvement on the land & can depreciate the value of the cost of the whole

(b) Fences & concrete sidewalks on the grounds of the hotel.
1) Land improvement Rev. Ruling 86-56 (CB 343)

(c) Landscaping, including shrubbery & trees
1) Land improvement Rev. Ruling 86-56 (CB 343)

(d) Valuable antique furnishing & carpets, décor of the public spaces through out the hotel
1) § 167 – depreciable b/c wear & tear in public places & it’s a part of the business

(e) Landscape paintings for each of the guest rooms.
1) Rev. Ruling 68-232 – subject to wear & tear it should be depreciable
2. Liz

(a) $200K
1) Year 1 = $40k = $160

2) Year 2 = $64 = $96
3) Year 3 = $96 basis
4) Year 7 - $0

(b) Equipment in year 3 if she sells it on December 31 of that year?
1) Get ½ year convention – 19.2% of $200, $38.4k, $19.2k

2) Adjusted basis  - $96k - $19.2k = 76.8k

(c) Mid-quarter convention
(d) Under §179 she gets to expense $150,000 of the $200k, & under §168 she gets to take depreciation of the remaining $75k.
3. Erik – excluded from § 197
(a) 1 component the rent - $2k/mo deductible under § 162(a) as business expense

(b) $10k, bonus for leasing the property

4. Pete purchase & placed in service an apartment bldg. for $1.5M, $500k allocated to the land & $1M to the bldg itself.  Paid $500k down on the property and paying balance over 20 years.
(a) § 179(d)(1) – property can be expensed if (a) & (b) are met.  Tangible property - §1245 property
(b) Year of purchase – residential rental property, table 6, $1M x 2.879% = $28,790
1) Following year – $1M x 3.636% = $36,360
CLASS NOTES
· To find the right table

· Recovery period

· Appropriate method of depreciation

· Applicable convention

· Residential rental property uses straight line method – 

· §168(b) 27.5 years

· §168(d) (applicable convention) mid month convention
II. OVERVIEW
· The decrease in property’s value should be a deductible cost of producing income.

· Depreciation represents (1) the year’s reduction of the underlying asset through wear and tear and (2) a return to the taxpayer of his investment in the income-producing property over the years in which depreciation is allowed.
A. Depreciation
1. Depreciable Property
· § 167: Defines the depreciation deduction as a reasonable allowance for the exhaustion, wear and tear, and obsolescence (1) of property used in the trade or business or (2) of property held for the production of income.

· One may not claim a depreciation deduction for a personal residence as it is not used for a trade or business. 

· Land, stock, and other assets that do not decline in value predictably are not depreciable.

· Revenue Ruling 89-25 (1989)

· Property used just for demonstration purposes may be depreciated, but property held primarily for the sale to customers (“inventories or stock in trade”) may not be depreciated. See Reg. § 1.167(a)-2.

· Facts: The taxpayer temporarily used new houses for models to show customers. They generated no income and were eventually intended to be sold. He wanted to depreciate the wear and tear of those houses. The court said no.

2. Recovery Period – The Useful Life Concept
· length of useful life

· requires asset-by-asset determination

· Correlation exists between the useful life of an asset and the size of annual depreciation deduction

· Treasury provides guidelines for useful lives of specific assets and classes of assets

· §168 Accelerated Cost Recovery System

· “nonresidential real property” 

· 39 years

· §168(c) 

· “residential rental property”
· 27.5 years

· §168(c)

· “other property”

· “class life” of assets

· §168(e) Describes classes

· 3 yr: race horse more than 2 yrs old

· 5 yr: automobile, light general purpose truck, computer based phone switch, computers, copying equipment, §1245 property used for research and experimentation

· 7 yr: “catchall class” for any property without an assigned class

· office furniture, fixtures, equipment

· also 10 yr and 15yr classes

· ISSUE: Must a taxpayer still establish that an asset has a determinable useful life in order for the asset to be depreciable?
· disagreement btw Service and courts

· Selig v. Commissioner

· whether a depreciation deduction allowable for cars held in “pristine condition” and exhibited for a fee in taxpayer’s trade or business? Yes

· failure to show useful lives of cars is irrelevant

· life as show cars shorter than ordinary useful life, thus suffered obsolescence

· “were NOT museum pieces of indeterminable useful life”
3. Depreciation Methods
· Straight line depreciation

· Cost of asset /  number of years in recovery period = depreciation allowance for year

· Example:

· Apt. bldg $275,000

· residential rental property: 27.5 yrs useful life

· assume salvage value of $0

· Entitled to deduct 100%/27.5 or 3.6% of $275,000 or $10,000 per year

· after 27.5 yrs will have deducted entire cost of building

· 3.6% is the straight line rate of depreciation

· Regulation §1.167(b)-1 

· Under straight line method
· cost of property (or other basis) LESS estimated salvage value is deductible in equal amounts over the period of estimated useful life of the property

· §168(b)(4) allows salvage value to be treated as zero
· Accelerated Depreciation

· Declining balance method

· permits larger depreciation deductions in early years

· “front loaded” deductions

· greater fixed rate of depreciation is applied

· But to the cost less the depreciation deductions claimed for prior years.  Reg, § .167(b)-2(a)

· Most common methods

· double declining balance or 200% 

· 150% declining balance

· Double Declining Balance

· Ex: Purchase $30,000 machine for business

· useful life 5 yrs

· Straight line rate 100% / 5 = 20% rate of depreciation

· double depreciation allows twice the rate
· 40% 

· §168 (b)(1)

· Double declining balance used for 3, 5, 7-year property

· but TP shall shift to straight line in the year that method would produce the larger deduction

· §§168(g)(2) and (g)(7) allow TP to elect to use straight line method and deduct over a longer time

· seldom done

· § 168(b)(3) 

· Straight line method for residential rental property and nonresidential real property

· alternative under §168(g)(2) may be elected to length period of time over which deductions are claimed
4. Conventions
· Recovery period during which depreciation may be claimed begins when property is placed in service

· Reg. § 1.46-3(d)(1)(ii) Placed in Service

· “placed in a condition or state of readiness and availability for the specifically designed function”

· Real property 

· placed in service during any month deemed placed in service mid-point of such month

· taxpayer pro-rate annual rate of depreciation deduction over the number of months property was in service 

· NOTE: No depreciation deduction allowed for property put into service and sold within the same taxable year. § 1.168(d)-1(b)(3)(ii)

· Half-Year Convention

· all other classes of property 

· Any property placed into service (or disposed of ) during tax year is deemed placed in service (or disposed of) on the mid-point of the tax year §§168(d)(1) and (4)(A)

· NOTE: If property placed in service during the last 3 months of the year that have an aggregate basis greater than 40% of the aggregate base of all properties placed in service that year

· mid-quarter convention applies

· Revenue Procedure 87-57

· tables incorporating conventions

B. Computing the Depreciation Deduction
· § 168(a) Depreciation for tangible property

· Depreciation determined using

· applicable depreciation method

· applicable recovery period

· applicable convention

· Begin with basis

· generally cost

· Ex.  $100,000 SUV Hummer purchased in 2004 for business use 

· basis for first year is cost $100k

· Recovery period: 

· §168(e)(3): automobiles and light trucks 5 year property

· §168(c)(1): recovery period for 5-year property is 5 years

· 5 yr recovery period

· Depreciation method:

· §168(b)(1): 200% declining balance rule used for 5yr property

· 200%

· Convention:

· generally applicable convention for 5-yr property is 

· half-year convention

· Locate table in Rev. Procedure 87-57

· depreciation rate: 20% first year

· Year 1: basis  X depreciation rate = depreciation deduction

· $100k X 20% = $20,000

· Year 2: $100,000(32%) = $32,000

· use table to get rate

· Entire depreciation deduction will be claimed over 6 years.

· NOTE: Table is not a purist application of double declining balance principle, but makes the process simpler for TPs

C. Amortization of Intangibles - § 197
· It allows taxpayers to amortize certain intangibles ratably over a 15 year period. 

· It allows for the amortization of goodwill and going concern value.

D. Relationship B/t Basis & Depreciation
· Basis must be adjusted to reflect the depreciation amount!

· § 1016(a)(2): provides for the adjustment of basis for the amount allowable for depreciation. 

· M buys a violin for 100K. She depreciates all of it over the 7 year catchall period. Her basis is now zero. If she sells it for 100K, she realizes a gain of $100K because her basis is zero. Therefore, she must pay taxes on that amount. 

· M buys a building for $200,000, uses it for business over 10 years, then sells it for $150,000. Assume she could depreciate $75,000 for the building. Therefore, her adjusted basis would be $125,000 (200K – 75K). According to § 1001, her gain would be $25K (150K-125K), even though she sold the property for less than she paid for it. Why does she realize gain? B/c she used the property for 10 years to earn income with her business.

E. § 179 – Expensing Tangible Personal Property (CB 323)
F. The Relationship of Debt to Depreciation
· With respect to basis, it makes no difference whether the purchase of property is with a loan or not. It makes no difference whether the money is borrowed from a 3rd person or the seller of the equipment. 

· So, you can borrow 50K to buy equipment for a business and depreciate the equipment using 50K as the basis for depreciation. This allows the taxpayer to claim depreciation deductions without incurring any out of pocket expenses!
REVENUE RULING 68-232
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CLASS NOTES
3 Big Issues – Policies behind depreciation provisions

· Accurately representing income – Congress has decided in order to spur economic growth they will allow TPs to depreciate property more rapidly than it actually does depreciate

· Manage the macro-economy

· More quickly you can depreciate more return on investment

· Make it simpler for people to figure out how much the depreciate – cut down the administrative expense

· Accurately reflect of losing income

· Classification 

· Current expenditures than must be capitalized 

· Current expenditures that can be deducted

· Realm of depreciable property 

· § 168 – periods of depreciation

· § 168(c) – applicable period of depreciation

· 3yr property is depreciated over 3 years

· § 168(e)

· CB 342, 343 – class lives (Rev. Ruling 87-56)

· Application

· Straight line v. double declining balance
CH 15 – LOSSES & BAD DEBTS
351 – 375
I. PROBLEMS
1. Dan bought truck for $40k, took $14k depreciation deduction
(a) Deduct loss he incurred on the sale?  Yes §165(c)(1), take adjusted basis ($40k - $14.4k) = 25.6k, sold for $24k = $1.6k deductible losses
(b) Used as a personal vehicle not for business – Reg. § 1.262-1(b)(4) (pg 1034), not deductible
1) Broader point, deductions are a matter of legislative grace and can’t deduct unless you can find a section that says it is deductible

(c) D

(d) D

2. Brittnie

3. Calvin

4. Mary

(a) D

(b) D

5. Aunt Mabel

6. Peter – not a business bad debt, not in the trade or business of making loans.
(a) What must Peter prove to claim a deduction? 

1) Bona fide debt – written promissory note, market rate of interest, gone through the formalities

2) Non-business bad debt - non-business debt, has to be wholly worthless §166(d)(1)(B)

3) Is deductible against ordinary income? Yes, considered a short term capital loss §166

7. Gloria

CLASS NOTES
· General rule – losses incurred in profit seeking are deductible

· Loss incurs in personal life? 

· §165 

· (C) – losses incurred in a trade or business, loss incurred in tx for profit
II. OVERVIEW
A. Losses
· §165(a) authorizes a deduction for any uncompensated loss sustained during the year.  

· §165(c) restricts the loss deduction for individuals to trade or business losses, losses in profit-seeking transactions, and casualty or theft losses.

· §165(c)(3) – for personal losses resulting from a casualty or theft (Chapter 24) – not really concerned

1. The Business or Profit Requirement for Individuals
· §165(c)(1) and (c)(2) require an individual’s losses to be incurred in a business or profit-seeking tx if they are to be deductible.
· Sell house for less than when she bought – loss? NO – See Reg. §1.165-9(a)

· Activities that constitute a trade or business for the purpose of §162 apply
· Business losses deducted ATL

· Losses on profit seeking tx are BTL deductions unless they result from the sale of property

· Net operating loss rules of §172 favor business losses over investment or other nonbusiness losses in the computation of net operating loss carrybacks & carryforwards.

· §165(c)(2) – tx entered into for profit” – not enough that at the time of a sale a TP was hoping to make a profit.

· Personal-use property may be converted into income-producing prop. So as to qualify for a §165 deduction.

· Newcombe v. Comm’n (1970) - §§167 & 212 deductions (depreciation & maintenance) were denied where the TPs offered their former residence for sale but not for rent.  Where the profit sought by the TP represents only the appreciation which took place during the pd the TP occupied the prop., the prop. Will no be deemed to have been “held for the production of income.”  The placing of the prop. On the market for immediate sale, at or shortly after the time of its abandonment as a residence, will ordinarily be strong evidence that the TP is not hold the property for postconversion appreciation value … IF a TP blieves that the value of the prop. May appreciate & decides to hold it form some pd. in order to realize a gain in excess his investment = prop. held for the production of income.

· Cowles – Service conceded that an offer to rent was sufficient to satisfy the “held for the production of income” standard of §§167 & 212.

· TP’s primary purpose will be controlling.

· Gevirtz v. Comm’n (1941) – TP bought land intending to build apt houses, but instead built a house, capable of conversion to apts & occupied it.  Vacated the prop. and tried unsuccessfully to sell or rent.  Ct. denied loss deduction, holding she abandoned her original profit motive & that the possibility of future business use was “clearly subsidiary” to her personal use.
· Prop. used for personal purposes & at other times for business or profit-seeking purposes, allocation of a loss b/t the (nondeductible - §262) personal use & (deductible) business or profit seeking use is allowable.  See REV. RUL. 72-111 (CB 356) & Reg. §§1.165-9(b)(2), 1.165-9(c).

· §165(b), TP ≠ allowed a loss deduction in excess of the TP’s basis.

2. When is a Loss Sustained?
· Require a loss “be evidence by closed & completed tx, fixed by identifiable events.” Reg. §1.165-1(b)

· A loss is allowed for “securities,” as defined by §165(g)(2), when they become “worthless”

· “extensive” shrinkage of value is NOT sufficient for this purpose.  Reg. §1.165-4(a).

· §6511(d) – extends the normal 3-yr SOL to 7 yrs for refund claims based on §165.

· The obsolescence or permanent abandonment of property may also give rise to a loss deduction.

· Reg. §1.165-2 relating to obsolete non-depreciable property.

· Reg. §1.167(a)-8(a)(4) relating to abandonment of depreciable property.

· Theft losses are treated as sustained in the yr the theft loss is discovered.  §165(e).

3. Amount of the Deduction
· §165(b) limits the amt of the loss deduction to the adjusted basis of the property in question.

· To the extent a TP receives ins. or other comp., the loss is offset & the deduction reduced. §165(a)

· If there is a “reasonable prospect of recovery” the loss is not treated as sustained until the matter of reimbursement is determined w/ “reasonable certainty.” Reg. §§1.165-1(d)(2) & 1.165-1(d)(3).

4. Disallowed Losses
· §267(a)(1) disallowing losses on “related party” sales or exchanges
· §1091 denying losses on “wash sales” of stock or securities.

B. Bad Debts
· §166 allows a deduction for debts becoming worthless w/in the taxable yr

· ≠ draw a distinction b/t corporate & individual TP

· Does draw a line b/t business & nonbusiness bad debts, a matter addressed below.

· Where a debt is evidenced by a “security” the rules of §165 govern & §166 ≠ apply.

1. Bona Fide Debt Requirement
· §166 applicable only if “bona fide debt” exists.

· There must be a debtor-creditor relationship based on a valid, enforceable obligation to pay a fixed or determinable sum of money.  See Reg. §1.166-1(c)

2. Worthlessness
· Must be a “bad” debt
· Forgiveness or cancellation of the debt may constitute a gift rather than evidence of worthlessness, & no deduction will be allowable.

· Debt may be cancelled for business reasons.

· No deduction allowed by §166 if the debt was not worthless, BUT, if the provisions of §162 are otherwise satisfied, a deduction will be allowable under that §.

· Require consideration of “all pertinent evidence” w/ regard to the determination of worthlessness.

· §6511 provides 7 yr SOL for refund claims under §166.

3. Business or Non-business Debts
· §166(b) – distinguishes b/t business & non-business debts

· Business debts 

· are deductible under §166(a)(1) in the yr they become wholly worthless.

· Partially worthless business debts deductible - §166(a)(2), up to the amt. charged off w/in the yr.

· Non-business debts

· Are deductible only upon becoming wholly worthless.

· Buchanan v. US (1996) – the importance of such total worthlessness – even if a modest fraction of the non-business debt can be recovered, the debt is not worthless for the purposes of §166 & no deduction is available.

· Even if completely worthless, are deductible only as short term capital losses, rather than as ordinary losses as is the case w/ business bad debts. §166(d)(1).
· §166(d)(2) defines non-business bad debt as “a debt other than a debt created or acquired in connection w/ TP’s business, or a debt the loss from the worthlessness of which is incurred in the TP’s business.

· Whipple v. Comm’n (1963) – Ct. held that a controlling shareholder’s organizational, promotional & managerial services to a corp. did not cause loans to the corp. to be classified as business debt: when the only return is that of an investor (i.e. ≠ employee), the TP has not satisfied his burden of demonstrating that he is engaged in a trade or business since investing is not a trade or business & the return to the TP legally arises not from his own trade or business but from that of the corp.

· Employee, h/e, is engaged in the business as an employee.  See Reg. 62(a)(1)

· If employee can demonstrate that a loan to one’s employer is in effect required to ensure continued employment, the loan is a business debt arising out of the trade or business of being an employee. Trent v. Comm’n (1961).
· The loan must bear a proximate relationship to the TP’s trade or business. Reg.§1.166-5(b).
· When loan prompted by both investment & business reasons, Ct has held the business motive must be the dominant for the debt to be characterized as a business debt.  US v. Generes.
4. Amount Deductible
· Amt. of a bad debt deduction is the debt’s adjusted basis.  §166(b).

· Reg. §1.166-1(e) – provides that no bad debt deduction is allowed unless such amts have been included in income, which would not be the case w/ the cash method TP.

· In performing services w/o compensation, the TP’s net worth is unchanged; if no income was recognized, no loss is appropriate.

· If income recognized, as in the case of an accrual method TP, a deduction is allowed.

5. Guarantees
· Losses arising out of loan guarantees are treated as losses from bad debts, & are classified as business or non-business debts based on their connection w/ the TP’s trade or business.  Reg. § 1.166-9.

C. Bad Debts & Losses: The Interplay B/t §§ 166 & 165
· Investment related losses are subject to capital loss treatment if they fall under §166.
· If the loss in question is a personal one, §165 denies a deduction (except for casualty & theft losses), where §166 at least allows a short-term capital loss.

· Distinction b/t §166 & 165 is b/t business & non-business debts.

· Prevaling view:

· Personal bad debts are deductible, assuming the debt is bona fide, despite the absence of any business or profit seeking motivation on the part of the lender.

· §§165 & 166 are mutually exclusive & where both provisions are applicable in a given situation, §166 governs.
COWLES v. COMM’N (1970)
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F/PP:  C acquired real prop. & used as residence from 1958-1964.  1964 K’d w/ real estate brokers to sell the home & k’d w/ other brokers to rent &/or sell the home.  Prop. remained on the market till 1966.  2 offers for rental were rec’d, rejected & w/drawn.  Cost basis at the time of the listing w/ brokers was $34,745.  FMV of prop. was $34,500 – offered for sale at $35,500.
Issue:  Is the deductibility of a loss suffered by C on the sale of prop. which had been their personal residence? (Only if converted – NOT in this case) And Whether the loss which C suffered was sustained in a “tx entered into for profit” w/in the meaning of §165(c)(2)? NO
H/Rat:  Offer to rent is not sufficient to justify holding that it is held for the production of income w/in the meaning of §212 & 167 → offers to sell & rent are insufficient to provide the necessary foundation for the deduction of a loss incurred in a “tx entered into for profit,” as required by §165(c)(2).
REVENUE RULING 2004-58
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Issue:  May a TP deduct the cost of acquiring & developing creative property as a loss under §165(a) in the situations below?
Situation 1 – X purchases exclusive right for the remainder of the copyright term to script.  2004 X will not set script for production, & writes off the cost of acquiring & developing script. X retains all rights to the script indefinitely.  ≠ deductible
Situation 2 – 2003, X purchase limited exploitation rights to use screenplay b in the production of motion picture.  Terms of purchase agreement, all of X’s right expire if screenplay b Is not set for production w/in four years form the date of the agreement.  Not set for production, X’s rights expire.  X writes off in 2006. only deductible in 2007 when rights expire.

Situation 3 – 2003, X purchases motion picture rights c, from A.  Terms of K, if X does not set them for production w/in 2 yrs A has an option to reacquire the motion picture.  X ≠ set for motion, A ≠ reacquire the motion, X retains motion picture rights c indefinitely.  ≠ deductible.
Rule:  §1.165-1(b) – to be allowable for a deduction under §165(a), a loss must be evidenced by a closed & completed tx, fixed by an identifiable event, except as provided in §165(h) & §1.165-11, actually sustained in the taxable yr.  §1.165-1(d)(1) provides a loss is treated as sustained during the taxable year in which the loss occurs, as evidence by a closed & completed tx, & fixed by a ….
H/Rat:  A TP may not deduct the costs of acquiring & developing creative property as a loss under §165(a) if the TP does not establish an intention to abandon the property & an affirmative act of abandonment, or identifiable event(s) evidencing a closed & completed tx establishing worthlessness.
U.S. v. GENERES (1971)
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F/PP:  Debt held by corp. owed to shareholder-employer became worthless in 1962.
Issue:  Whether, for the shareholder-employee, that worthless obligation was a business or non-business bad debt w/in the meaning & reach of §166(a) & (d).
Rule:  Must be dominant business motivation.
H/Rat:  Turns on the proximate relation.  Is it a dominant business motivation or a significant.
CH 16 – TRAVEL EXPENSES
377 – 404
I. PROBLEMS
1. Dick

(a) No, this is commuting and ≠ deductible under §262
(b) Suburbia or surrounding areas, costs to visit clients – Yes, temp. work locations inside or outside of metro area.
1) From home to client, to work = can deduct everything

2) If home, to work then client = can’t deduct home to work, but can deduct work to client.

(c) Drive from home to client in either suburbia or another town, may D deduct costs? Yes
1) Different if D’s office were in his home rather than being located elsewhere? No.

(d) Yes.
(e) Deduct meals? – No b/c not spending overnight.
2. Elaine

3. Alexis

4. Dan

5. Marco

II. OVERVIEW
A. Commuting
· The choice of where one lives is generally personal.

· Commuting costs are viewed as personal in nature & nondeductible under §262.

· Comm’n v. Flowers (1946) – Sup. Ct. denied a deduction for travel expenses to a TP who lived in Jackson, MS, but who worked in Mobile, AL, he could do most of his work in Jackson, but wanted to deduct the expense when he had to work in Mobile.  
· Rationale: to be deductible, a travel expense must satisfy 3 elements: it must be reasonable & necessary; it must be incurred away from home; & must be incurred in pursuit of business.

B. Other Transportation Expenses
· Taking a taxi to meet a client, flying to another city to argue a case, etc. are all deductible.

· Where the primary purpose for the travel is business, you can deduct the transportation costs which are business related. 

· On the other hand, when the trip is primarily personal in nature, the transportation expenses (and other traveling expenses) are not deductible, although any expenses incurred while at the destination that are allocable to the taxpayer’s trade or business are deductible. See Reg. § 1.162-2(b)(1).
Revenue Ruling 99-7 p. 381
	Starting point
	Destination

	
	Principal place of business
	Regular work location 
	Temporary work location outside metro area
	Temporary work location inside metro area

	Regular Work Location or Principal Place of Business (Other than Residence)
	(same)
	Deductible
	Deductible
	Deductible

	Home office 
	(same) – i.e. home is principal place of business
	Deductible
	Deductible
	Deductible

	Residence = regular work location, but not a home office
	It’s a commute. Not deductible.
	It’s a commute. Not deductible.
	Deductible 
	Deductible if TP has another regular work location other than home.

Otherwise, not deductible.  

	Residence is not a regular work location or a home office
	It’s a commute. Not deductible.
	It’s a commute. Not deductible.
	Deductible
	Deductible if taxpayer has another regular work location other than home.

Otherwise, not deductible.

	Temporary Work Location: realistically expected to last (and does in fact last) for 1 year or less.
Home Office: an office in the taxpayer’s residence that satisfies the principal place of business requirements of § 280A(c)(1)(A).


C. Expenses for Meals & Lodging While in Travel Status
· Overnight Rule / Sleep or Rest Rule: If the taxpayers cannot complete the round trip without stopping the performance of their duties to obtain substantial rest or sleep, then they may deduct the cost of their meals and lodging. If you’re gone long enough so that you need to take time to rest  away from home for tax purposes.
· US v. Correll (1967), CB 377 - The TP, a traveling salesman, wanted to deduct the cost of his meals as a travel expense under § 162(a). He couldn’t b/c his trips required neither sleep nor rest and hence was a personal living expense under § 262. If a TP’s business travel requires him to spend the night away from home (i.e., requiring him to sleep or rest), then he can deduct meals as a travel expense. 

· Christey v. U.S - Ct held that state troopers could deduct their meals at restaurants because they remained on duty throughout their meals and were frequently interrupted during meals.

· The deduction for lodging recognizes that a taxpayer on a business trip incurs duplicate expenses in maintaining an apartment or home at his principal place of work and incurring additional expense in securing lodging in some other city while on business.
D. “Away from Home” 
· Robertson v. Comm’n (1999) - “Home” means the vicinity of the taxpayer’s principal place of business and not where his personal residence is located. Thus a TP’s home for purposes of § 162 is that place where he performs his most important functions or spends most of his working time. 

· Rosenspan v. Comm’n (1971) - “Home” means one’s actual residence – this places an emphasis on the business necessity of incurring travel expenses. Hence, when the taxpayer has no permanent residence, he has no “home” to be “away from” and therefore cannot claim a deduction for traveling expenses. 

· Henderson v. Comm’r (1998) - A TP only has a tax home – and can claim a deduction for being away from that home – when it appears that he incurs substantial, continuous living expenses at a permanent place of residence (in order to prevent the taxpayer from duplicating living expenses).

· Three Factors to be considered:
· Business connection to the locale of the claimed home. 
· The duplicative nature of the taxpayer’s living expenses while traveling and at the claimed home. 

· Personal attachments to the claimed home.

· F: TP worked for a Disney ice show. He traveled most of the yr & when tour was done, he returned to his parent’s home in Boise. Didn’t pay rent at their house, but mail there, his dog there, etc. 

· H: (1) He had no business reason to return to Boise – it was a personal choice to live there, as his work required him to travel across the country and not to live in Boise. (2) He did not have substantial, continuing living expenses in Boise that were duplicated by his travel expenses, as he paid no rent to his parents. B/c he doesn’t have a tax home, he was never “away from home” & ≠ deduct his travel expenses under § 162.

· Temporary Jobs: Generally, a taxpayer that works at a temporary job is considered to be in “travel status” and travel expenses paid or incurred in connection with the temporary assignment away from home are deductible. 

· § 162(a)(2): a taxpayer shall not be treated as temporarily away from home during any period of employment if such period exceeds one year.

· A seasonal job to which an employee regularly returns, year after year, is regarded as being permanent rather than temporary employment.
E. Travel Expenses of Spouse
· § 274(m)(3): A taxpayer may not deduct expenses for a spouse or dependent unless (1) the spouse/dependent is a bona fide employee of the taxpayer, (2) the travel of the spouse/dependent is for a bona fide business purpose, and (3) the spouse/dependent could otherwise deduct the expense. 

· Employer paid expenses for spousal travel may be treated by the employer as deductible compensation to the employee under § 274(e)(2). 

· If not so treated, a nondeductible employer-paid expense is presumably a working condition fringe benefit (§ 132).
F. Reimbursed Employee Expenses
· It is common for employees to be reimbursed by their employers for travel expenses incurred for business purposes, but they can be deducted ATL only if the reimbursed expenses that satisfy § 62(c).

· Qualified Reimbursement Arrangements (Accountable Plans)

· The reimbursement arrangement must provide reimbursements, advances or allowance only for deductible business expenses (“business connection” requirement). See Reg. § 1.62-2(d)(1).

· The expense must be properly substantiated. Reg. § 1.62-2(e)(1). 

· The reimbursement arrangement must require the employee to return within a reasonable time any amount in excess of the substantiated expenses.
G. Business-Related Meals 
· Meals may qualify and be deductible as ordinary and necessary expenses under § 162(a) even when the TP is not away from home. 

· § 274(a): stiff substantiation requirements for the deduction of meal expenses

· § 274(k): taxpayer is required to be present at a meal for which an expense deduction is sought. 

· § 274(n): limits the meal expense deduction to 50% of its cost.
H. Limitations on Foreign Travel
· Generally, travel outside of the US is subject to the same standards as domestic travels. 

· § 274(h)(1): when a taxpayer travels outside of North America to attend a business convention, certain facts must be considered when determining if it was a reasonable business expense.
I. Relationship to § 212 
· Meals and lodging expenses could be deducted under § 212 (deductions for investment expenses) subject to the same rules as meals and lodging expenses under § 162. For example, a taxpayer could deduct expenses in traveling to property which he was holding for investment. 

· § 274(h)(7): denies a deduction under § 212 for expenses allocable to a convention, seminar, or similar meeting.

J. Substantiation Requirements
· In addition to the requirements of §§ 162 and 212, taxpayers must meet the substantiation requirements imposed by § 274(d).
U.S. v. CORRELL (1967)
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F/PP:  TP, a traveling salesman, wanted to deduct the cost of his meals as a travel expense under § 162(a). 
H/Rat:  He couldn’t b/c his trips required neither sleep nor rest and hence was a personal living expense under § 262. If a TP’s business travel requires him to spend the night away from home (i.e., requiring him to sleep or rest), then he can deduct meals as a travel expense.
REVENUE RULING 99-7
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· See chart above
HENDERSON v. COMM’N (1998)
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F/PP:  TP worked for a Disney ice show. He traveled most of the yr & when tour was done, he returned to his parent’s home in Boise. Didn’t pay rent at their house, but mail there, his dog there, etc.
Issue:  

Rule:  A TP only has a tax home – and can claim a deduction for being away from that home – when it appears that he incurs substantial, continuous living expenses at a permanent place of residence (in order to prevent the taxpayer from duplicating living expenses).

· Three Factors to be considered:
· Business connection to the locale of the claimed home. 
· The duplicative nature of the taxpayer’s living expenses while traveling and at the claimed home. 
· Personal attachments to the claimed home.
H/Rat: (1) He had no business reason to return to Boise – it was a personal choice to live there, as his work required him to travel across the country and not to live in Boise. (2) He did not have substantial, continuing living expenses in Boise that were duplicated by his travel expenses, as he paid no rent to his parents. B/c he doesn’t have a tax home, he was never “away from home” & ≠ deduct his travel expenses under § 162.
CH 22 – THE INTEREST DEDUCTION
511 – 528
I. PROBLEMS
1. Kevin

(a) $3k interest on a bank loan used to pay operating expenses - $162 deductible, ordinary course of running your business, $163(h)(2) [pg. 150] 
(b) $500 interest on loan for a car for personal use - &$1,000 interest on credit cards – not deductible doesn’t fall under $163(h)(2)(a)-(f)
(c) K pd interest on a bank loan used to pay his daughter’s college tuition - deductible

1) §221(d)(1) – qualified educational loan, not indebtedness to any person is related to the TP under §267(c)(4) – family of an individual will include brother, sister, spouse, ancestors & lineal descendents, direct descendent
2) Taken from brother ≠ deductible

3) Taken from uncle = deductible
(d) Prepaid 5 yrs of interest $25k of an installment contract, entered into when he purchased land on which he intends to construct a bldg. for his shoe business
1) § 461(g)(1) – interest represents the charge for the period used. i.e., can deduct in the year to which the interest paid would relate to – will be capitalized over 5 years. 

2) Capitalize and allocate it over the term for which it was paid.

(e) K pd. $1k interest on loan used to purchase stock.  K rec’d $300 in interest income & $400 in dividends from other stock he owns.  $50 for a subscription to Investors Weekly magazine.
2. Patrick
(a) D

(b) D

(c) D

(d) D

3. CLASS NOTES

(a) Year 1

1) J borrows $88k @ 25%

2) J borrows $100k @ 10%

(b) Year 2 

1) J pays $110k, $88k principal, $22k interest

2) J pays $110k, $100k principal, $10k interest

(c) Year 10

1) J sells for $130k, gain = $130k - $88k [principal paid / adjusted basis] = $42k

2) J sells for $130k, gain = $130k - $100k [principal paid / adjusted basis] = $30k

(d) Hypothetical

1) Skating rink owner, business decided to a vacation

2) Wants a secured loan, pledge skating rink as collateral, deductible, no b/c not business expense

3) Pledges a personal home, home equity indebtness is deductible

II. OVERVIEW
A. What is Interest?
· Rev. Ruling 69-188, interest defined as the amount one has contracted pay for the use of borrowed money, and as the compensation paid for the use or forbearance of money.  

· A negotiated bonus or premium paid by a borrower to a lender in order to obtain a loan has been held to be interest for tax purposes.

· Over draft charges not interest

· Payment or accrual must be incidental to an unconditional & legally enforceable obligation of the TP
· Must be compensation for the use or forbearance of $ per se & not a payment for specific services which the lender performs in connection w/ the borrower’s account.

· Loans made by shareholders
· If treated as debts, the amounts repaid by the corp. to the shareholders w/ respect to the debt will constitute a combination of principal and interest, w/ the interest being deductible by the corporation.

· If the “loan” is in substance a capital contribution, amounts paid to the shareholder are not interest but will likely be treated as dividends.

· Dividends paid to shareholder are not deductible by the corporation.

B. Deduction of Personal Interest
· 1986 Tax Act limited deduction of personal interest §163(h)(1)
· Income = the amount you consume + the change in value of your property

· Doesn’t believe personal interest is consumption

· Excluded home mortgage interest 

C. Investment Interest
D. Timing Issues and Limitations
1. § 461(g) 
2. § 263A 
3. Payment Issues
DAVISON V. COMM’N (1998)
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F/PP:  

Issue:  

Rule:  

H/Rat:  

CH 28 – CASH METHOD ACCOUNTING
635 – 674
I. PROBLEMS
1. Mike

2. Mike

3. Mike

4. Mike

5. Mike

6. Angela

7. Luigi

8. Hank

(a) D

(b) D

II. OVERVIEW
A. Income under the Cash Method
· Need to know who to id an item as a deduction and WHEN item must be reported as income or taken as a deduction

· “in what tax year is something income”

· “cash receipts and disbursements” (cash) method & “accrual” methods

1. In General
· §446(c)(1) authorizes the use of the cash method so long as it clearly reflects the TPs income

· Requires TP to report cash (and income in other forms) as rec’d & to deduct expenses as they are pd.

· Primary issues:

· Deferred payment under cash method, constructive receipt, cash equivalency & economic benefit

2. Constructive Receipt 
· TP can delay in some situations delay receipt of income to reduce taxes for a given year.

· Reg. § 1.446-1(c)(1)(i) defines cash method – generally, under the cash receipts & disbursements method in the computation of taxable income, all items which constitute GI (whether in the form of cash, property, or services) are to be included for the taxable yr in which actually or constructively rec’d.

· Constructive Receipt explained in Reg § 1.451-2(a):

· Income although not actually reduced to a TP’s possession is constructive rec’d by him in the taxable year during which it is credited to his account, set a party for him, or otherwise made available so that he may draw upon it at any time, or so that he could have drawn upon it during the taxable year if notice of intention to w/d had been given.  H/E, income is not constructively rec’d if the TP’s control of its receipt is subject to substantial limitation or restriction. 

· TP ≠ turn his back on income or, the cash method TP who has control over his actual receipt of income must report it, regardless of whether he has actual physical possession of it.

a. Specific Factors Affecting Application of Constructive Receipt Doctrine
· 2 requirements must be satisfied before constructive receipt is applicable:
· The amount must be available to the TP; and

· The TP’s control over the receipt must not be subject to substantial restrictions or limitations.

· Hornung v. Comm’n (1967) – the basis of CR is essentially unfettered control by the recipient over the date of actual receipt.

· Baxter v. Comm’n (1987) – although notion of CR blends a factual determination of what actually happened & a legal assessment of its assessment of its significance, we have held that a finding of CR is a finding of fact.  Can only be set aside if clearly erroneous.

· Factors courts consider relevant in evaluating whether the TP had “unfettered control over the date of actual receipt” of income:

· Distance: TP’s geographic proximity to the location where an item of income is being made available to the TP.

· Hornung – football player located in WI, won a car located in NY dealership which was closed for the weekend.  Likely could not take possession of the car before Jan. 1 & → ≠ CR.

· Paul v. Comm’n (1992) – won lottery in 1987, rec’d check for $ in 1988.  CR in 1988.  Date when $ rec’d, date it’s mailed ≠ determine the year of taxation.

· Knowledge: no knowledge of availability → ≠ CR
· Davis v. Comm’n (1978) – the Postal Service attempted to deliver a certified letter containing a severance pymt check to the TP on Dec. 31, 1974.  The TP was not home to sign the return receipt necessary to receive the letter.  TP, who was not expecting the severance check until sometime in the new year, rec’d notice of the attempted delivery on Dec. 31, but only after the PO had closed.  Ct. found TP did not know the check was available to her in 1974, thus ≠ CR.
· Contractual arrangements: TP ≠ CR upon refusing a pymt not yet due

· Renter pays rent due for Jan 1st. in Dec. landlord not required to accept it before that time ≠ CR.

· Landlord ≠ required to forgo contractual rights (lease, etc …)

· Forfeitures or other penalties: 

· Impose a penalty if $ is w/d from certain certificate accounts before maturity.

· Penalty for early w/d might constitute a sufficient restriction to negate CR

· Reg. § 1.451-2(a)(1)-(4) provides examples of circumstance sunder which restrictions on bank accounts will not negate the application of the CR doctrine.

· Reg. § 1.451-2(a)(2) – provides there will be no CR of interest on a certificate of deposit or other deposit arrangement “if an amt equal to 3 months interest must be forfeited upon w/d or redemption before maturity” of deposit arrangements of one year or less.

· Rev. Ruling 80-300 (1980) – provides an example of a restriction substantial enough to bar a finding of CR.  Key employee’s rec’d stock appreciation rights (SARs) from the corp.  An employee could exercise – i.e. cash in – SARS simply by giving written notification to the corp.  The employee would then receive a cash pymt equal to the difference b/t the value of the corp’s stock on the date the SAR was exercised & the value of the stock on the date the SAR was granted.  The employee ≠ CR of income as the stock appreciated in value, prior to the exercise of the SAR.  “Forfeiture of a valuable right (the right to benefit from further appreciation of stock w/o risking any capital) is a substantial limitation that precludes CR of income.”  The valuable right was lost & the limitation was removed once the employee exercised the SAR, & at the point the employee recognized the income.

· Relationship of the TP to the payor:

· Problems in context of closely held corps. in which owners are also the corp. employees & officers.

· Hyland v. Comm’n (1979) – rejected the TP’s effort to invoke the CR doctrine based on his 85% ownership interest in his corp., if control of the corp. by the owner-officer were enough to establish CR of unpaid salaries, the distinction b/t shareholders & their corp. would be vitiated.

· Corp. employee-owner that is not paid salary during the year, will not be deemed CR of the salary just b/c she has control over the corp.

· There must be some corporate action to set aside or otherwise make the salary available to the shareholder-employee.

· S-E must have some authority to draw a check to herself on the corp. accounts.

· Rev. Ruling 72-317 (1972) such facts, together w/ the fact the corp. was able to make the salary pymt, were sufficient to justify a finding of CR.

· Young Door Co. v. Comm’n (1963) – TC held that a limitation in a corp. resolution w/ respect to bonus pymts to controlling shareholders constituted a substantial restriction or limitation under Reg. § 1.451-2(a).

· Basila v. Comm’n (1961) – TC similarly concluded a written employment K specifying that a bonus would not be pd. until the yr following its computation prevented a controlling shareholder employee from having an unrestricted right to demand pymt. of the bonus prior to the date set for pymt.  

b. Specific Exceptions to Constructive Receipt Rules
· Service has ruled that a TP who refuses a prize is not required to report it as income. Rev. Rul. 57-374, 1957-2 (TP ≠ deferring receipt of income, but foregoing for the right to receive it.)

· §125 “cafeteria plans” by which an employee may choose b/t receipt of case or receipt of excludable fringe benefits (TP is turning his back on).  But § 125, authorizes an exclusion under those circumstances, the employee arguably would be in CR of income.

3. Cash Equivalency Doctrine
· Reg. §1-61-1(a) – GI includes income in any form, whether in money, property or services.
· Examples: T performs services for M.  M, in lieu of cash gives T one of the following:

· An automobile worth $5k – includable in GI – Reg. §1.61-1(a)

· Stock in IBM worth $5k – includable in GI - Reg. §1.61-1(a)

· IBM bear bond worth $5k – includable in GI as the FMV at the time of receipt - Reg. §1.61-2(d)(4) 

· Promissory note in which M agrees to pay T $5k

· Receipts of intangibles (ie bonds & M’s note)– cts have invoked the “cash equivalency doctrine”
· Certain intangibles have so clear a value & are so readily marketable that a cash method TP receiving them should not be entitled to defer reporting income.

· Letter acknowledging M owes T $5k for services OR an oral promise to pay T $5k – Reg. §1.61-1(a)

· Fundamental difference b/t cash accounting & accrual accounting is that an accrual method TP must include in income when it is earned even if the TP has rec’d nothing.

· Cash method TP includes income only upon receipt.

· T ≠ include in income these b/c no CR ≠ bargained-for-consideration

· Williams v. Comm’n (1957) CB 644 – TP performed services for client, who gave the TP a promissory note payable appx. 8 mos. later.  Note unsecured & bore no interest.  At the time client gave TP the note, he had no funds in which to pay it.  TP tried to sell note to banks, but failed.  Ct. found note ≠ includable in income b/c the note had been give only as security for or as evidence of the indebtedness & not as pymt.  Also, b/c note bore no interest & was not marketable → had no FMV.

· Rev. Rul. 68-606, 1968-2 – a deferred-pymt obligation which is “readily marketable & immediately convertible to cash” is properly includable on receipt under the cash method to the extent of its FMV.
· Cash equivalency and the treatment of checks.
· Kahler v. Comm’n (1952) – TP rec’d a commission check for over $4.3k on Dec. 31, 1946 after banking hrs.  The TP cashed the check on Jan. 2, 1947.  TC concluded it made no difference that it was impossible to cash the check in 1946, noting where services are pd for other than by $, the amt to be included as income is the FMV of the property taken in pymt.  Unless some other condition, ie check is not honored, it must be included in income as though cash had been rec’d.
· Posted dated check for Jan. 2nd, rec’d at years in will not be included until $ is available.

4. The Economic Benefit Doctrine
· Comm’n v. Smith (1945) – recognized that an economic benefit or financial benefit conferred upon an employee as compensation was included in income.

· Sproull v. Comm’n (1952) – ct found that an amt irrevocably placed in trust for the benefit of an employee constituted income to the employee in that yr, even though the $ was not payable to the employee until subsequent yrs.  TC emphasized the amt was fixed & irrevocably pd out for the sole benefit of the employee.
· Applied mostly to employee compensation context & w/ respect to prizes & awards held in escrow or trust-type arrangements.

· Minor v. US (1985) – the economic benefit doctrine provides an alternate method of determining when a TP receives taxable benefit.  An employer’s promise to pay deferred compensation in the future may itself constitute a taxable economic benefit if the current value of the employer’s promise can be given an appraised value – applicable only if the employer’s promise is capable of valuation = where the employer makes a contribution to an employee’s deferred compensation plan which is non-forfeitable, fully vested in the employee & secured against the employer’s creditors by a trust arrangement.
· Rev. Rul. 62-74, 1962-1 – TP awarded prize $ in a contest.  Contest sponsor placed $ in a non-interest-bearing escrow acct w/ the amt to be pd to TP over a 2 yr pd.  TP ≠ have to include the full $ in income immediately but only the discounted value of the pymts & as pymts rec’d the value was included in GI.
· Doctrine = GI includes any economic benefit conferred upon a TP to the extent the benefit has an ascertainable FMV.

5. Deferred Compensation Arrangements
· Specific deferral arrangements allowable – qualified pension & profit sharing plans

· Non-qualified deferred compensation arrangements:

· Any elective or non-elective plan, agreement, method, or arrangement b/t an employer & an employee (or service recipient & service provider) to pay the employee compensation some time in the future.  NQD compensation plans do not afford employers & employees the tax benefits associated w/ qualified plans b/c they do not satisfy all the reqs. of IRC §401(a).

· Examples: Salary or bonus deferral arrangements 

· If $ set aside from employer’s creditors for the exclusive benefit of employee than includable as GI.

· May be formal or informal & need not be in writing.

· When are deferred amts included in employee’s GI?

· When employee has CR – that is TP has control over the receipt of the deferred amts & that control ≠ subject to substantial restrictions or limitations.

· Give employees credit cards, debit cards or check books to access the funds

· Allow employees to borrow against the funds

· Economic Benefit – if an individual receives any economic or financial benefit or property as compensation for services, the value of the benefit or property is currently includable in GI.

· Employee must include in GI, the value of assets that have been unconditionally & irrevocably tx as compensation into a fund for the employee’s sole benefit, if the employee has a non-forfeitable interest in the fund.

· When are deferred amts deductible to the employer?

· §83(h) & §404(a)(5) – amts are deductible by the employer when the amt is includible in the employee’s income.

· Interest/earnings credited to amts deferred under nonqualified deferred compensation plans ≠ qualify as interest deductible under §163 – but represents additional deferred compensation under §404(a)(5)

· §409A (CB 650)

6. Lottery Prizes
· §451(h) allows states to offer prize winners the option of receiving a single cash pymt of any lottery prize otherwise payable over at least 10 yrs., option must be exercised w/in 60 days of the TP’s entitlement to the prize.

· TP ≠ in CR of whole winnings if elect to have it pd over a period of time.

· Economic benefit doctrine ≠ applicable b/c states do not usually irrevocably set aside the funds.

7. Prepayments
· TP must report the prepymts when rec’d.

· Reg. §1.61-8(b) requires prepymts of rent to be included in the yr of receipt “regardless of the pd covered of the method of accounting employed by the TP.”

· Prepymts of deductible expenses by cash method TP ≠ deductible in full

B. Deductions Under the Cash Method
1. In General 
· Under cash method deductible expenses are deductible when pd. Reg. §§1.446-1(c)(1)(i); 1.461-1(a)(1)
· Deductions are allowed for payments only when “actually made,” for expenditures only “when paid.” Thus, there is no counterpart on the deduction side of the Cash Method Doctrine to constructive receipt with respect to income. 

· Ex: Put $ in escrow acct for taxes on house ≠ deductible until taxes are pd from escrow acct.
· What is Payment?
· Payment in cash, property, borrowed funds
· A check is payment when it is delivered. 
· Payment by a credit card constitutes payment at the time the charge is made, and not when the taxpayer pays the bank.
· What is NOT Payment?
· Transferring Funds to an agent
· Deposit of funds by a cash-basis taxpayer as an offer in compromise of a disputed amount is not payment until the offer is accepted. 
· Issuance of a Promissory Note
· The note may never be paid and if it is not paid, the taxpayer has parted with nothing more than his promise to pay. (See Helvering v. Price).
2. Cash Method Prepayments
· If a cash-method taxpayer pays a deductible expense now, he may take an immediate deduction, which makes sense from an economic standpoint if the value of the earlier deduction exceeds the cost of making the prepayment. 
· BUT, the deduction timing rules of § 461 are subject to the capital expenditure rules of § 263. Thus, a current deduction may be denied if it is a capital expenditure. 
· Grynberg v. Comm’n: 3-part test with respect to the deductibility of prepaid rentals: (1) the expenditure must constitute an actual payment rather than a deposit, (2) it must be made for a substantial business reason (and not just to accelerate a tax deduction), and (3) it must cause no material distortion of income. 
· Zaninovich v. Comm’n (1980) p. 637 - Under the one-year rule, an expenditure is treated as a capital expenditure if it creates an asset that has a useful life of more than one year. If it has a useful life of less than one year, it may be deductible now, even if the useful life extends over two taxable years.
· Holding: Dec. 1973 prepayment of rent for a period between 12/73 and 12/74 was deductible in 1973 and not 1974.
REVENUE RULING 60-31 (1960)
657
F/PP:  

Issue:  

Rule:  

H/Rat:  

AMES v. COMM’N (1999)
662
F/PP:  

Issue:  

Rule:  

H/Rat:  

COWDEN v. COMM’N (1961)
666
F/PP:  

Issue:  

Rule:  

H/Rat:  

REVENUE RULING 78-39 (1978)
669

F/PP:  

Issue:  

Rule:  

H/Rat:  

ZANINOVICH v. COMM’N (1980)
671

F/PP:  

Issue:  

Rule:  

H/Rat:  

CH 31 – CAPITAL GAINS & LOSSES
737 – 747, 760 – 769, 777 – 793 
I. PROBLEMS
A.  Definitions of Capital Asset
1. Terry

(a) Sedan rec’d from manufacturer & placed in sales showroom.  Excluded as capital gain under §1221(a)(1) – property held for the sale to customers
(b) Van used to transport customers to and from its service department.  Excluded §1221(a)(2)
(c) New station wagon used as family car – Capital asset
(d) Land & bldg. owns & uses in the car dealership.  No, excluded under § 1221(a)(2)
(e) Promissory note Terry rec’d on the sale of the adjacent vacant land he purchased as an investment.  Yes, held for profit or for investment – Capital asset
(f) Promissory note F rec’d on the sale of a truck – No, note receivable excluded under § 1221(a)(4) & truck was excluded under § 1221(a)(1)
(g) T & M’s home – capital asset
(h) A painting M’s mother painted & gave to M shortly before mother died; gift, excluded under cause M takes her mother’s basis, § 1221(a)(3)(c)

1) 2nd painting M rec’d upon mom’s death – basis determined by FMV not on the person who created it, capital asset
(i) T & M’s stock in Friendly Car Dealership – capital asset
(j) Computer formerly owned & used in the dealership, but which T & M now own & use to manage investments – capital asset
2. Dennis – purchased intending to resell it, Reg. 1.1237-1, subdivided the land, makes it look more like a business, did not contact the realtor – excluded under §1221(a)(1)
3. Steve

4. Dan

5. Marco

C.  Miscellaneous Capital Gain / Loss Issues
1. Sharon

a. Not hedging
2. Don’t due

3. $2k capital loss, basis of $2500 for remaining 50 shares, 1.65(g)(1) (pg. 162) – the loss resulting be treated as a loss of a capital asset – capital loss. For a total $4500 in capital losses
4. Middletown

Prof. Foreman’s exam

II. CLASS NOTES
· Definition of Capital Gain or Loss - § 1222(10), (11)
· Net capital loss – means the excess of the losses from sales or exchanges of capital assets over the sum allowed under § 1221.  In the case of a corp., for the purpose of determining losses under this paragraph, amounts which are short-term capital losses under § 1212 shall be excluded.
· Net capital gains – means the excess of the net long-term capital gain for the taxable year over the net short-term capital loss for such year.
· Treatment of Capital Losses - §§ 1211(b), 165(f)
· §1211(b) – Limitation on capital losses – (b) other TPs. – in the case of a TP other than a corp., losses from sales or exchanges of capital assets shall be allowed only to the extent of the gains from such sales or exchanges, plus (if such losses exceed such gains) the lower of –
· $3,000 ($1,500 in the case of a married individual filing a separate return); or
· The excess of such losses over such gains.
· § 165(f) – Capital losses. – Losses from sales or exchanges of capital assets shall be allowed only to the extent allowed in §§ 1211, 1212
· Treatment of Capital Gains - §§ 1(h), 1222(11)
· § 1(h) – maximum capital gains rate.

· (1) In general. – if a TP has a net capital gain for any taxable year, the tax imposed by this § for such taxable year shall not exceed the sum of – etc …

· §1222(11) – see above

· Why?

· Fairness – bunching, economic inefficiency

· Not let tax deter selling of stocks

· Definition of a “Capital Asset” - § 1221(a)
· Statutory Exclusions - § 1221(a)(1)-(8)
· (1) inventory

· (2) property subject to the allowance for depreciation in § 167, or real property used in his trade or business

· (3) 

· Judicial Exclusions – Arkansas Best, Hort
· Definition of “Sale or Exchange” – Kenan
III. OVERVIEW
A. Historical Overview
· Gains from the sale of assets like stock constitute income.

· Acknowledged that special tax treatment for the gain recognized on the disposition of certain assets was justified.

· In the Rev. Act of 1921, Congress provided preferential tax treatment for the gains (referred to as capital gains) from the sale or exchange of a class of assets Congress characterized as capital assets.

· Capital asset – property acquired and held by the TP for profit or investment for more than 2 years (whether or not connected w/ his trade or business), but does not include stock in trade of the TP or other property of a kind which would properly be included in the inventory of the TP if on hand at the close of the taxable year.

1. Preferential Treatment for Long Term Capital Gain
· Gains from the sale of stock constitute income

· Merchants Land Trust Co. v. Smietanka (1921) – appreciation on stock was income subject to tax when the appreciation was realized through the sale of stock.

· Rev. Act of 1921 – Congress provided preferential tax treatment for the gains (capital gains) from the sale or exchange of a class of assets (capital assets).

· Capital asset – property acquired & held buy the TP for profit or investment for more than 2 yrs (whether connected to trade or business or not), but does not include stock in trade of the TP or other property included in the inventory of TP if on hand at the close of the taxable yr.

2. Limitation on the Deduction of Capital Losses
· Capital losses could only be deducted to the extent of capital gains

· Up to $2k of any excess of capital losses over gains could also be deducted

· Any capital loss not deductible b/c of the limitation were carried over to the following yrs until used.

· Excess capital deduction has been raised to $3k.
3. Justification for Preferential Capital Gain Treatment
· Proponent arguments:

· Contend the gain realized on the sale or exchange of a capital asset is often largely due to inflation & does not represent any real increase in value of the asset.

· Mobility of capital could be impaired if capital gains were taxed like any other income.

· Taxing capital gains at the same rate as other income is a disincentive to savings.

· Opponents arguments:

· Such treatment creates the need for complex statutory provisions designed to prevent TP from converting ordinary income into capital gains.

· Requires cts & service to determine whether a particular gain is a capital gain or ordinary income.

· Problems id’d by proponents of such treatment could be better addressed through other means.

B. STOP – JUMP TO D (CB 759)
C. DON’T DUE
D. Definition of Capital Asset
· Property acquired and held by the taxpayer (whether or not connected with his trade or business) is a capital asset, EXCEPT for the following: 

1. § 1221(a)(1): Inventory, Stock in Trade, & Property Held Primarily for Sale to Customers in the Ordinary Course of The Taxpayer’s Trade or Business
· NO preferential capital gains treatment of inventory type items
· “primarily for sale” required only that the TP’s purpose to sell be substantial.
· Biedenharn Realty v. US (1976) – Ct considered the following factors in determining the character of gains from the sale of subdivided land: frequency & substantiality of sales; improvements made to the land; TP’s solicitation & advertising efforts; & utilization of real estate brokers & agents.
Most important factors were frequency & substantiality of sales
2. § 1221(a)(2): Property Used in the Taxpayer’s Trade or Business
· EXCLUDES from capital asset status property used in the taxpayer’s trade or business that is either
· depreciable property OR

· real property

· §1221(a)(2) property held for more than 1 yr
· special treatment under § 1231 as “quasi-capital asset”
3. § 1221(a)(3): Copyrights, Literary, Musical or Artistic Composition, Etc.
· NOT capital asset if held by TP who personal efforts created the property OR

· Whose basis was determined in whole or in party by reference to the basis of the property in the hands of a person whose efforts created the property
4. § 1221(a)(4): Accounts Receivable for Services Rendered or Inventory-Type Assets Sold
· NOT capital asset
5. § 1221(a)(5): Certain Publications of the US Gov’t
· NOT capital asset
· limits deductions for gifts of gov’t publications to libraries etc.
· Taxpayer cannot get charitable deduction greater than basis in item
6. § 1221(a)(8): Supplies Used or Consumed in the Taxpayer’s Trade or Business
· NOT capital assets
7. Judicially Established Limits on Capital Asset Characterization
· Corn Products Refining Co. v. Comm’n (1955) - sale of corn futures by corn farmer
· NOT capital assets

· Corn futures to close to business of corn farmers
· Subsequently used by taxpayers to 
· AVOID  characterization of stock losses as capital losses
· Arkansas Best
· Court rejected motivation test to determine capital asset
· Cenex, Inc. v. US (1998) – surrogates or substitutes for inventory “must bear a close relationship to actual inventory and can do so if they are closely related to the taxpayer’s inventory-purchase system”
· Corn futures
· gains and losses in corn futures, would be the same as gains and losses on actual inventory would have been
· Sale of right to collect future dividends on stock
· NOT capital gain
· Azar Nut Company v. Comm’n (1991) – an asset is not excepted from capital-asset treatment simply b/c the asset is acquired w/ a business purpose.  To qualify under the “used in” exception, an asset must be “used in” the TP’s business, and an asset that has no meaningful association w/ the TP’s business operations after it is acquired cannot reasonably fall w/in the plain words of the statute.
· Hort v. Comm’n - A payment in lieu of ordinary income is ordinary income. You can’t take ordinary income and change it into capital gain by accelerating the payment (by paying in one lump sump).

· Example: S publisher, buys stock in ABC newsprint co to ensure supply of paper & sells ABC at a loss
· Characterize loss
· Corn products/ Arkansas Best
· corn futures excluded as inventory
· Arkansas rejected motivation test to determine capital asset
· CAPITAL LOSS
· No stock purchase

· agrees to purchase certain amount of newsprint each year
· periodically assigns right to some of the newsprint to other publishing companies
· Characterize payments received for these assignments
· like corn futures
· right to newsprint is like inventory
· NOT a CAPITAL asset, assignment gives rise to ordinary income

E. The Sale or Exchange Requirement
· Pursuant to § 1222, only gains or losses resulting from the sale or exchange of capital assets will be treated as capital gains and losses. 
· “sales and exchanges:”= bequests, forfeiture, involuntary forfeiture.

F. STOP – JUMP to CB 777
ARKANSAS BEST CORP. v. COMM’N (1988)
777
F/PP:  AB diversified holding co.  1968 acquired 65% stock in NBC. B/t 69-74 AB tripled # of shares.  ARB sold bulk of stock in 1975 & claimed a deduction for ordinary loss resulting from the sale of stock.
Issue:  Whether capital stock held by Arkansas Best is a “capital asset” as defined in §1221 regardless of whether the stock was purchased & held for a business purpose of for an investment purpose.
H/Rat:  The broad definition of the term capital asset explicitly makes irrelevant any consideration of the property’s connection w/ the TP’s business.  Bank stock falls w/in literal definition of capital asset under §1221 & is outside the classes or property excluded form capital-asset status, the loss arising from the sale of the stock is a capital loss.
HORT v. COMM’N (1941)
782
F/PP:  Pet. acquired property by devise.  Agreed to cancel a lease in consideration for pymt of $140k.  Pet. ≠ include amt in GI, but reported loss (cost of lease – consideration = loss claimed).
Issue: (1) Whether the amt pet. rec’d as consideration for cancellation of a lease or realty in NYC was ordinary GI as defined in §22(a)? (2) Whether pet. sustained a loss through cancellation of the lease which is recognized in §23(3)?
H/Rat:  Amt rec’d by pet. for cancellation of the lease must be included in GI in its entirety.  Consideration for the cancellation of the lease was not a return of capital.  Cancellation of the lease & consideration exchange, relinquished right to the remainder of the lease.
DAVIS v. COMM’N (2002)
784
F/PP:  Won lottery, assigned part of the winnings away.
Issue:  Whether the amt that pet. rec’d in exchange for the assignment of their right to receive a portion of certain future annual lottery pymts is ordinary income or capital gain?
H/Rat:  Ordinary income.
KENAN v. COMM’N (1940)
790

F/PP:  

Issue:  

Rule:  

H/Rat:  

CH 34 – ASSIGNMENT OF INCOME
813 – 837
I. PROBLEMS
1. Martha 

Plan 1 - She’s assigning income from work or services, is taxed to the earner, M is taxed.
Plan 2

Plan 3

(a) D

(b) D

(c) D 

(d) D 

Plan 4: 

II. OVERVIEW
A. The Progressive Rate Structure
· WHO has income is important because: (1) Individuals are viewed as the taxpaying unit; (2) Without safeguards, the higher bracket taxpayer could shift income to a low bracket taxpayer. 
· General rules:
· Income is taxed to the taxpayer who controls the earnings of the income
· avoid shifting income to children
· Income from property is taxed to the one who owns the property
· directing rent to be paid to child, property-owner parent is still taxed on rental income

B. Development of Rules Limiting Income-Shifting
· Income is taxed to the taxpayer that controls the earning of the income.
· Lucas v. Earl, U.S. (1930) - Income will be taxed to the earner of income. With services, the performer of services is taxed.

· Facts: The Earls had a contract, whereby Mrs. Earl had a 50% interest in Mr. Earl’s income. The husband had control over the income and should therefore be taxed on it. 

· § 83: When someone does work and a payment is made to anybody with regards to that work, the person who actually does the work is taxed on that income. 

· Between Helvering v. Eubank (which held that you can’t transfer deferred compensation) and Lucas v. Earl (you can’t transfer wages), it is almost impossible to transfer income.

· Helvering v. Horst (1940) - Income from property is taxed to the one who owns the property. 

· Example, the landlord-parent directing that rent be pd to her child is still taxed on that rental income. 

· Facts: The TP had a bond that had a coupon on it. He gave the coupon to his son, who cashed the bond at the bank. Ct. held that the TP must pay, b/c it was his property. Property taxed to the owner.
C. Application of the Assignment of Income Rules
· Kochansky v. Comm’n (1996) – TP as a party of divorce settlement, agreed to pay to his wife a portion of any contingent fee to which be became entitled as a result of representing a client in a med malpractice suit.  Income is taxable to the person who earns it & an anticipatory assignment of personal services will not serve to shift the tax liability. The contingent fee represented compensation to TP for services rendered.  TP tx only the right to receive a portion of the income to his wife.
· Comm’n v. Giannini (1942) – TP, Pres. of corp., informed corp. board that he would refuse to accept any income from the corp. for his services during the remainder of the yr & suggested the corp. use the $ for some worthwhile cause.  Property which is renounced (ie. abandoned) cannot be diverted or assigned by the renouncer, & cannot be taxed upon the theory that it was rec’d.  Ct. held for TP noting that the TP did not direct the corp. to give the $ to any specific org.

D. Income-Shifting W/in Families & B/t Related Parties
· §1(g) – Kiddie Tax – tax unearned income of certain children at the tope marginal rates of their parents.
LUCAS v. EARL (1930)
823

F/PP:  The Earls had a contract, whereby Mrs. Earl had a 50% interest in Mr. Earl’s income. The husband had control over the income and should therefore be taxed on it.
Issue:  Whether resp. E, could be taxed for the whole of the salary & atty. fees earned by him in the years 1920 & 1921, or should be taxed for only half of them in view of the K w/ his wife.
H/Rat:  Income will be taxed to the earner of income. With services, the performer of services is taxed. §83 When someone does work and a payment is made to anybody with regards to that work, the person who actually does the work is taxed on that income.
HELVERING v. HORST (1940)
824

F/PP:  The TP had a bond that had a coupon on it. He gave the coupon to his son, who cashed the bond at the bank. Ct. held that the TP must pay, b/c it was his property. Property taxed to the owner.
Issue:  Whether the gift, during the donor’s taxable yr, of interest coupons detached from the bonds, delivered to the donee & later tin the yr pd at maturity, is the realization of income taxable to the donor?
H/Rat: Income from property is taxed to the one who owns the property. Example, the landlord-parent directing that rent be pd to her child is still taxed on that rental income.  

HELVERING v. EUBANK (1940)
827
H/Rat:  Between Helvering v. Eubank (which held that you can’t transfer deferred compensation) and Lucas v. Earl (you can’t transfer wages), it is almost impossible to transfer income.  

SALVATORE v. COMM’N (1970)
829

F/PP:  S Ks to sell gas station to Texaco. Instead of selling her whole stake to Texaco and giving her children ½ of the $, S then gives her children ½ of her stake in it. They then sold their ½ stake and the woman sold her stake.
Issue:  Whether S is taxable on all or only ½ of the gain realized on the sale of certain real property in 1963.
H/Rat:  Gain taxable to owner of prop.  In other words, a TP cannot shift income to A, who is in a lower tax bracket, by giving prop. to him, & he will then sell it to B.  If A pd nothing or even a nominal amount for the property and is only a conduit to pass title, then the gain from the sale is attributed to the taxpayer.  “substance over form”
ACCELERATION OF INCOME: If the same income will be taxed at a higher rate in Y2 than it is in Y1, there is an incentive to find a way to accelerate future income into the present tax period, and it may become necessary, for tax purposes, to determine whether and when the TP has realized income. 

STRANAHAN v. COMM’N (1973)
832

F/PP:  The TP assigned his son anticipated stock dividends and the son paid his father for them.  The son pd the father to receive future income from the dividends.  The son took a risk, b/c it wasn’t guaranteed that he’d receive the same or more $ from the tx. This is → ≠ an invalid tx, b/c there was economic reason to it → the agreement is valid.
H/Rat:  It is a valid tx when A pays good & sufficient consideration to the TP for prop. in order for the TP to accelerate his income into an earlier year, as long as there is a legitimate economic reason for it & it is a legitimate sale.
MAY v. COMM’N (1984)
835

F/PP:  M gave prop. to a trust, then rented the prop. for his business from the trust.  M wants to deduct the rental pymts under this “gift-leaseback” as a business expense. Ct held this was an irrevocable tx of prop., the TP retained few controls over the prop., the trust benefits do not go to the TP, & the trustee is independent. B/c the elements of the test were met, the rental pymts may be deducted as a business expense.
H/Rat: Under § 162(a)(3), the tx of a sufficient prop. interest under a GIFT-LEASEBACK justifies the taxation of donees and the deduction of rental pymts as ordinary & necessary business expenses by the donor.  In a GIFT-LEASEBACK situation, the sufficiency of the prop. interest tx must be assessed using the following factors:

1.
The duration of the transfer. 

2.
The controls retained by the donor. 

3.
The use of the gift property for the benefit of the donor. AND

4.
The independence of the trustee.  

CH 35 – THE KIDDIE TAX
839 – 843
I. PROBLEMS
1. Junior

2. Junior

3. Junior

4. Junior

II. OVERVIEW
· Income from service be taxed to the service-performer 

· Income from prop. Be taxed to the property owner.

· Income from prop. Can be shifted by tx ownership of prop.

· §1(g) – Kiddie Tax

· Substantially eliminates the benefits of income-shifting to a child subject to the tax.

· To tax the “net unearned income” of a covered child at the top marginal tax rate of his or her parents.

· Still taxed to the child & not parents, but at parents tax rate if higher than childs

· Extends beyond child-parent relationship to other relatives

· Limitations on Scope of §1(g)

· Applies to a child under age 18 §1(g)(2)(A)

· Applies to a child if (1) the child has attained the age of 18 by the end of the tax yr but is not yet 19 or a child is full-time student under the age of 24; §1(g)(2)(A)(ii)(I) & §152(c)(3); and
· The child’s earned income does not exceed ½ of the amt. of the child’s support. §1(g)(2)(A)(ii)(II).
· ≠ apply if child has no living parent

· ≠ apply to a married child who files a joint return. §1(g)(2)(B),(C).
· §152(d)(2) provides that if a dependency deduction w/ respect to an individual is allowable to another TP, that individual may not claim a personal exemption on his or her own tax return.
· That individual’s standard deduction may not exceed the greater of an inflation-adjusted $500 or the sum of $250 & such individual’s earned income. §63(c)(5).
· A covered child who is allowable as a dependent on the return of one or both parents, will find that on her own return she may not claim the person exemption or the basic standard deduction, but will instead take the limited standard deduction of §63(c)(5).
· Assuming §1(g) applies, the tax imposed on the child is the greater of 2 amts:
· The tax imposed w/o regard to §1(g) (this would be the greater amt when the child is in a higher tax bracket than the parents); OR
· The sum of:
· The normal tax that would be imposed if the child’s taxable income were reduced by net unearned income; and 

· The child’s share of the “allocable parental tax.” §1(g)(1).

· Net unearned income = unearned income – the sum of 2 amts:

· The limited standard deduction of §63(c)(5)(A); and
· A second §63(c)(5)(A) deduction, or the allowable itemized deductions directly connected w/ the unearned income, whichever is greater. §1(g)(4)(A).

· Allocable parental tax is generated by taxing at the parental marginal rate, all of the net unearned income of all children of the parent to whom §1(g) applies.

· §1(g)(7) – parental election to include unearned income of a covered child in the parental return.

· Child’s GI must be only from interest & dividends & must be more than the limited standard deduction of §63(c)(5)(A), but less than 10x that amt.

CH 37 – TAX CONSEQUENCES OF DIVORCE
859 – 883
I. PROBLEMS
1. Frank & Moreen

2. Frank & Moreen

(a) D

(b) D

(c) D

(d) D 

3. Frank & Moreen

(a) YR2 pays $60k – 
1) Y1 – [ ( {Y2 - 15k} + 15k ) / 2] + 15k 

2) $60k – [ ( { 48k + 15k } + 15k ) / 2] + 15k

3) $60k – [ ( 33k + 18k ) / 2 ] + 15

4) $60k – [ 51k / 2] + 15 = 19.5
(b) YR3 pays $48k 

1) Y2 – (Y3 + 15k)

2) 48k – (18k + 15k) = 15k
(c) YR4 pays $18k = 
(d) YR5 pays $12k

4. Frank & Moreen

(a) D

(b) D

(c) D

(d) D

5. Frank & Moreen

(a) D

(b) D

(c) D

(d) D

(e) D

6. Frank & Moreen

(a) D

(b) D

(c) D

II. OVERVIEW
A. Alimony: General Requirement
· §71 Alimony
· alimony included in INCOME
· payments of alimony are DEDUCTIBLE by payor
· §71(b) Rules of determining alimony
· payments must be cash
· property or services do not qualify as alimony

· must be rec’d by “or on behalf of” the spouse. 71b1A

· must be under a written agreement-- § 71(b)(2) describes
· not designated by parties as not being includable 
· not living in same household
· no liability for payment after death
· § 71(c) Child support

· NOT includable or deductible

· § 71(f) Recomputation where excess front-loading of alimony payments

· recapture rule to prohibit tax avoidance by disguising alimony as property settlements

· If payments in the three years after divorce:

· Equation:

· Davis

· transfer of appreciated property to spouse at divorce

· realization event? NO

· §1041 Transfer of property between spouses or incident to divorce

· no gain or loss shall be recognized on a transfer of property from an individual to 

· a spouse or

· a former spouse, but only if the transfer is incident to divorce

· transfer treated as gift; transferee has transferor’s basis

· incident to divorce

· occurs within 1 yr after date of marriage ceases or

· is related to the cessation of the marriage
· Webb v. Comm’n (1990)- §71(b)(1)(D)

· Okerson v. Comm’n (2004) - §71(b)(1)(D)
B. Child Support
· §71(c) – NOT includable or deductible

· A payment fixed as child support by the divorce or separation instrument is NOT alimony. 

· Under Temp. Reg. § 1.71-1T(c), a payment which is clearly associated with a contingency related to a child is child support and not alimony. 

· § 71(c)(2) looks like child support not alimony

· reduction of alimony relating to an event dealing with child

· turning 18, marrying, dying, leaving school etc.

· OR a time which clearly can be associated with a contingency of the kind in (A)

· Example: Alimony was to stop within 6 months of the child turning 18. But, because that this was mere coincidence and the date was determined independently of the birthday, it was not child support and it was treated as alimony. 

· EXAMPLE: Child is 7 when parents divorce. H pays W $2000/month. When child is 14, payment is reduced to $1000. When child is 18, payment is reduced to 0. The $1000 reduction from when the child is 14 to when he is 18 is child support as it is contingent on the child’s age and is not in the 6th post-separation year. The share of the payment that is reduced on a contingency of the child will never be alimony. So, only $1000 of the $2000 from when the child was 7 to 14 is deductible. The other is child support. The money paid from when the child is 14 – 18 is not deductible at all, as it’s child support.
C. Excess Front-Loading
· § 71(f): Recapture provision

· If too much alimony was included or deducted in a prior year, it is recaptured in a subsequent year. 

· The tax treatment is then reversed. The payee may take a deduction of the excess amount and the payor must include that excess amount as income. 

· Formula: 

· Y1 alimony – [{(Y2 Alimony – Y2 Excess) + Y3 Alimony} / 2] + 15K = amount that’s recaptured for 1st post-separation year. 

· Y2 alimony – (Y3 alimony + 15K) = amount recaptured for 2nd post separation year.

· Add them together, and you get the amount that must be recaptured.  
D. Alimony Trusts
· §682 – the income from an alimony trust is taxed to the beneficiary of the trust.
E. Dependency Exemption
· In the case of a child of divorced or separated parents, the parent with custody of the child for the greater part of the year will ordinarily be entitled to the dependency exemption for the child, provided that the parents together are entitled to the exemption. § 152(e). 

· § 152(e): The custodial parent receives the exemption even though the noncustodial parent may have provided more support than the custodial parent. § 152(e)(1). 

· The noncustodial parent is ordinarily allowed the exemption only where the custodial parent has released the claim to the exemption in writing. § 152(e)(2).

· One of the general income, age, or status tests of § 151(c) must also be satisfied before the custodial parent is entitled to the exemption.
F. Filing Status
· A custodial parent with head of household status does not lose it by virtue of releasing the claim to the dependency exemption. § 2(b).
G. Property Transfers - §1041
· U.S. v. Davis -  the TP’s tx of his appreciated prop. to his ex-wife, pursuant to their property settlement agreement, in return for her release of her marital rights, produced recognized taxable gain to the husband. The wife, in turn, took the FMV of the property. Basically, the husband had to pay income on giving the wife the property for more than his basis in exchange for her relinquishing her marital rights. 

· A sues B.  A wins $105K. Instead of paying cash, B gives A stock.  The stock’s basis is $50K and the FMV is $105K.  This is treated as though B sold the stock for $105K, paid it to A, & then bought the shares for $105K. B has a $55K gain, A has $105K income and a basis of $105K in the stock. 

· THIS NO LONGER APPLIES TO MARRIED COUPLES – § 1041. If this was a divorce proceeding, A’s basis would be B’s basis ($50K) and neither A nor B would recognize a gain!

· BUT, Davis was regarded as inappropriate in marriage and divorce cases – the built-up gain in the property was not being transferred outside the two-spouse community, & → the husband shouldn’t have to pay taxes on the gain. So § 1041 was added and created an EXCEPTION to the general rule of Davis.

· § 1041: No gain or loss is recognized on a property transfer between spouses incident to divorce. 

· § 1041(a),(b): the transfer between spouses is treated as a gift, with the transferee taking the transferor’s basis, and NOT the FMV, as was the case in Davis. 

· Applies to both divorce couples and married couples transferring property.

· Since neither gain nor loss is recognized, and the transferor’s basis carries over to the transferee, the parties effectively determine who bears the future tax burden in appreciated party and who receives the future tax benefit on property with a value less than its basis. 

· EXAMPLE: 

· § 1015(a): NORMAL RULE W/ GIFTS: DONOR → DONEE stock w/ basis of $1K & FMV of 500K. If sells it at a gain (for more than $1000), basis will be the donor’s basis. If he sells it for a loss (for less than 500), his basis will be the FMV. So, if he sells it for $1500, he’ll have a 500 gain. If he sells it for 300, he’ll have a $200 loss. If he sells it for $700 (in b/t), no gain or a loss. 

· § 1041: HUSBAND → WIFE stock w/ basis of $1000. W takes the H’s basis. Hence, if she sells it for $1500, she has a 500 gain. If she sells it for 700, she has a 300 loss. If she sells it for 300, she’ll have a 700 loss. So it is very different than the normal situation with gifts!

H. Special Rules Regarding Personal Residence - § 121
· See § 121(d)(3)(A),(B) for rules regarding the sale of the personal residence in divorce contexts.
I. Legal Expenses
· See US v. Gilmore

REV. RUL. 2002-22

875

· Interest in nonstatutory stock options & nonqualified deferred compensation are property w/in the meaning of §1041.  §1041 confers nonrecognition treatment on any gain that the TP might otherwise realize when TP tx these inters tot his former spouse.  Assignment of income doctrine ≠ apply.
US v. GILMORE (1963)
878
Facts:  A TP argued that b/c his wife’s divorce claims would hurt his business, his litigation costs could be deducted as business expenses.  But, under the Origin of the Claim Test, even though a spouse’s claims may affect a taxpayer’s business, if it arose from personal reasons, then the litigation costs in defending those claims are not deductible.
Rule:  Legal expenses may be deducted to defend claims that arise out of business, but not those that arise out of personal reasons (divorce). 
H/Rat:  The Origin of the Claim Test: The origin and character of the claim with respect to which an expense has incurred, rather than its potential consequences upon the fortunes of the taxpayer, is the controlling test of whether the expense was business or personal and hence whether it is deductible or not under § 212. Under the origin-of-the-claim test, legal expenses in conjunction with a divorce will generally be nondeductible. H/e, subject to the 2% floor rule of § 67, the cost of tax planning advice is generally regarded as deductible, as are the legal expenses attributable to amounts includable in income as alimony. Reg. § 1.262-1(b)(7).
Revenue Ruling 67-420 
882
If (1) a husband and wife hold property as joint tenants and jointly owe money on a mortgage, and (2) pursuant to divorce agreements, (3) the husband pays the mortgage and the wife owes nothing, the wife received income under Old Colony Trust as she was relieved of her debt. 

PREVIOUS EXAM
1. A – can only deduct your basis in a bad debt, no deduction b/c no basis in the bad debt.

(a) No bad debt deduction is allowed unless such amts have been included in income, which would not be the case w/ the cash method TP.

2. E – constructive receipt

3. D – Judy cannot recognize a gain or loss b/c it’s a gift. § 1.102-?

4. D – $120,000 §1.1001-1(e) – CH 5
5. B – fringe benefit, CH 11 – qualified employee discount 20% excludable has to include $200 in GI.

6. B – deductible v. capital / depreciation

7. E - § 1341, deduction $3000 or $3500 credit, take the best one.
8. B – CH 16

9. B – apply 12 month rule – CH 13 - 1046

10. A - § 1015(a) – the donees generally takes the doners basis except if that the 

11. skip

12. skip

13. skip

14. skip

15. D – basis rule for property left in a will, FMV at the date of death = $1.5k

16. B – Rev. Ruling 99-7
17. B – § 165(b)

18. skip

19. D 

20. C – tax benefit rule in § 111

21. A
22. D
23. B

24. D

25. B

26. E

27. E

28. B § 102(c)(1)

29. A

30. B – claim of right

31. B

32. skip

33. D

34. C
35. A

36. D, contested debt doctrine & purchased $ debt reduction

37. D

38. D

39. B – § 179, look at first pg. 125,000 max - $80k went over

40. D – § 108(3) – to the extent you are insolvent

41. D

42. D

43. D

44. D - §71(f)
45. C

46. A – know difference b/t ATLD & BTLD

47. A

48. B - assignment of income, income from services is taxed to the earner

49. E

50. C
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