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I. INCOME

a. Code and Case Law Definition

i. Code §61: “Gross income means all income from whatever source derived”

1. Many things enumerated (alimony, salaries, dividends, rents, royalties, etc.)

2. Eisner v. Macomber (1920, SC): “income may be defined as the gain derived from labor, from capital, or from both combined”

a. Left uncertain things not derived from either (e.g. lottery)

3. Commissioner v. Glenshaw Glass: taxpayers received treble damage for anti-trust violations

a. Court held that entire award was taxable income and did not try to reconcile Eisner

b. Macomber ... could not be regarded as the touchstone to all questions regarding income

c. Source became irrelevant; question of enrichment “if clearly realized”

4. Catch-all provision: income tax is source-blind; matter of gain

b. General Themes

i. Usually an issue of timing/deferral, not whether to report the income at all (PV considerations)

ii. Drescher: taxpayer receives endowment (purchased for $10,000, grew to $30,000 in fifteen years) from employer to be earned only upon retiring at 65; but he has no present right to money

1. Taxpayer had to record cost of endowment at time it was purchased ($10,000 now; $20,000 more upon receiving it)

2. Issue of timing: better to not record $10,000 in Year 0)

c. Non-cash Benefits

i. General Comments

1. Code makes no distinction between cash and “in-kind” benefits

a. Stock is same as cash

2. When property is reported, it has a basis equal to the amount reported (i.e., the value at the date of receipt)

ii. Forced Saving and Forced Consumption: “Convenience of employer”

1. Economic benefit is measure in objective terms: individual preferences are irrelevant

2. Exceptions

a. Meal and lodging exception: §119: excludes from income the value of meals and lodging furnished to employee by employer if furnished on employer’s premises and for employer’s “convenience”

b. Benaglia v. Commissioner (1937): manager of luxury hotel in Hawaii was permitted to exclude from income the value of hotel suite and meals in hotel dining room for him and his wife

i. Demonstrates Congress’ and court’s willingness to take account of the possibility that taxpayer’s rewards are less to him than their market value and to solve measurement problem that would result if valued at zero

ii. Actually a forgiveness, not deferral, issue

c. Commissioner v. Kowlaski (1977): SC held that §119 applies only to meals received “in kind,” but not to cash allowances

i. Meal allowance paid to state troopers, which they could spend however, was found to be income under §61, not excludable under §119

d. Fringe benefits

i. Court does not tax benefits available to employees of all levels

1. Company Gym membership, free parking, etc.

ii. § 132 (added in 1984): Employee’s gross income does not include any fringe benefit that 

1. Constitutes a “no-additional-cost service” (E.g. free standby flights to airline employees)

2. Is a “qualified employee discount (sales to employees at cost)

3. “Working condition fringe” (parking, security guard protection)

4. “de minimis fringe” (occasional supper money, company picnics, cab vouchers)

iii. Those fringe benefits that do not qualify must be considered income under §61 unless specifically excluded elsewhere (e.g., §106, which excludes employer-paid health insurance premiums)

iv. Travel expenses (see below)

iii. Imputed Income: excluded from §61

1. Income derived from use of “household durables”

2. No specific code provision: IRS has never tried to tax imputed income

3. E.g.: living rent-free in home you own: tax law thus rewards those who own, rather than rent, homes

4. Payment for housekeeping, child-care is not excludable but money saved by doing them yourself is not taxed

a. Child-care credit: effort to minimize this disparity

5. Progressive income tax favors taking leisure (self-rendered benefits) over work (sale of one’s services to another)

d. Recovery of Capital Investment: Issue of timing and deferral

i. General comments

1. Appropriate method: cost recovered last

2. Ex: annual $400 dividends on stock purchase of  $5000 at 8% for 15 years; 

a. Include dividends as income when received; only record gain of what stock has appreciated

i. Capital is recovered last; original investment recovered only when stock is sold

3. IRS chooses this one b/c corporate stock is conventionally viewed as an asset of perpetual, or at least indefinite, economic life

a. An investment in corporate shares can be recovered no earlier than the day on which the shares are sold, for it is only then that their economic value to the taxpayer terminates

ii. Easements: courts have permitted taxpayer to offset condemnation award by full cost of property and to report no gain unless amount received exceeds entire initial investment

1. E.g. I buy land for $15K, G takes easement in it and pays me $10K: basis is reduced to $5K; no gain/loss reported until balance of property is sold off

2. Could be treated the same way as corporate stock

a. Unit-sale: 10K award would be offset by easement’s allocable basis and some gain or loss recognized immediately

b. Payment-for-leasehold: condemnation award taxed in full w/o offsetting basis

c. Open-ended installment sale: entire cost of property would be an offset a/g award; gain or loss deferred until final disposition of property

3. Gillette Motor Transport (1960): State paid $3K for 5-year right of way

a. Payment, like dividends, was income, not capital 

iii. Annuities: Equal payments made at equal time intervals (rents, dividends, bond interest payments, etc.)

1. Specific context: retirement K purchased from insurance co.

a. Cost of annuity: derived from mortality tables

2. Code §72 (1954): Imputes the contractual rate of interest to the annuitant, instead of fixing a potentially excessive or inadequate statutory rate
a. Ex: Purchase annuity for $100K to receive $5000/year; expected life of 28 more years would yield $140K

i. Could exclude 5/7 of payment from income

ii. Thus, someone living 28 years would break even 

b. Prior to 1986, mortality gains/losses were disregarded by Code

i. Enabled long-living annuitants to exclude a proportion of annual payments from income even once their cost had been recovered in full

ii. Short-lived persons were denied deductible loss

3. §72 (b): post-1986: annuitant who dies prematurely can deduct his unrecovered cost on his final tax return

a. Annuitant who outlives expected life (and has thus recovered his investment) must include as income the entire amount received in subsequent years

b. Current system: unlike mortgage, where payments pay off interest at beginning, principal at end

i. Accordingly, could make higher tax payments in early years

ii. Thus, income is deferred and benefits taxpayer

iv. Life Insurance: 1) protection in case death precedes retirement and 2) savings plan to meet post-retirement needs and for bequests

1. Ordinary whole-life or endowment

2. QUESTION??

3. Not covered in class

v. Damage Awards

1. Personal Injury

a. §104(a)(2): Exclusion from gross income is limited to damages received on account of personal injury; no exclusion for punitive damages, whether resulting from physical or non-physical injury

b. In other words, damages are only excludable if compensatory and if related to a physical harm

c. Pain and suffering is not compensatory; thus, not excludable

d. Party compensating injured party can often deduct entire payment as business expense, even amount for pain and suffering

2. Commercial Damages

a. If recovery exceeds basis of property, then excess is taxable income

i. Code §1033: allows taxpayer to exclude the gain if he reinvests the proceeds of an “involuntary conversion” in business property of a similar character w/in specified time period

1. Deferral/postponement only: taxpayer must carry over the basis of old property to newly acquired property, regardless of the latter’s actual cash cost

b. Raytheon Production Corp. v. Commissioner (1944): taxpaying manufacturer of radio tubes received damages in antitrust suit for destruction of goodwill

i. Damage award was fully taxable b/c the costs of generating the goodwill had already been deducted in earlier years

ii. Basis for the goodwill was zero, or else a “double benefit” would have resulted

3. Loose End

a. Ex: A receives Blackacre worth $20K in lieu of cash damages; later sells it for $25K

b. Basis is $20K and only $5K is gain

i. §104(a) is a forgiveness, not postponement, provision

e. Increase in Net Worth

i. Old Colony Trust (1929): employer agreed to pay income taxes of $700K for employer so that his net income would be $1million

1. Court held that the $700K was taxable income w/in the predecessor of §61
2. Idea of enrichment and realization

3. Code contemplates that federal income taxes are paid out of taxpayer’s after-tax income

ii. Clark v. Commissioner (1939): taxpayer retained tax counsel to prepare return; counsel screwed up by not recommending deductions that could have been taken and reimbursed taxpayer $20K, the amount he overpaid in taxes in the prior year

1. Reimbursement was not taxable income because it was “compensation for a loss which impaired petitioner’s capital”

2. G would have reimbursed T for his mistaken return

iii. State v. Federal:

1. State income taxes are deductible for federal income tax purposes

2. Federal income taxes are not deductible and must be paid out in after-tax income

iv. US v. Lewis (1951): taxpayer received commission from employer in Year 1; in Year 3 it was determined that commission was incorrect and taxpayer had to repay a portion of it

1. Was commission income or merely a loan?

2. Commission had been received as “claim of right” and thus entire amount in Year 1 was income

a. Of course, Repayment was deductible in Year 3 as business expense

v. Stolen money

1. James v. US: stolen money is fully taxable income
f. Cancellation of Indebtedness

i. §61(a)(12): “Gross income means . . . income from discharge of indebtedness”: SC has held that retirement of outstanding indebtedness for less than its face amount is taxable income to debtor

ii. US v. Kirby Lumber Co. (1931): Taxpayer-corporation issued $12 M in bonds for property worth same; T repurchased bonds for $138K less than par

1. Court said T “made available $138K of assets previously offset by obligation of bonds now extinct”

2. Odd rationale: employee’s wages are gross income, even if for separate reasons, his net worth has shrunk

3. Borrowed money is not taxable, but outlays from borrowed funds can be deductible business expenses

a. Thus, if loan is not repaid, borrower must either include portion of borrowed funds as income or give up deduction for expenses

iii. §108 (1986): provides that debt-cancellation income is excluded from taxpayer’s gross income if T is insolvent or debt discharge occurs in formal bankruptcy proceeding

1. T must reduce certain “favorable” tax attributes (e.g., NOL carry forwards)

iv. Zarin (1990): T owed gambling debt of $3.5M; settled for $500K; IRS claimed T had realized $3M as cancellation of indebtedness

1. Divided district court ruled for IRS: taxable income under §61(a)(12)
a. Credit represented a true loan that T would have to repay if he won

b. If not loan, then would have been taxable income in first place

2. Reversed on appeal: T never acknowledged debt of $3.5M; until settlement, there was no agreed-upon indebtedness to be cancelled

v. §1341: T can deduct previously reported income, to which he thought he had a claim of right in whichever year he learns he did not have such a claim

1. Contractor can deduct income he previously received if he has to repay it b/c of shitty work

a. Even if contractor could not deduct it under §1341, he probably could deduct damage payments from lawsuit as “ordinary and necessary” expense under §162(a)

g. Gifts and Bequests

i. §102(a): excludes gifts and bequests from gross income of donee or heir

1. Would allow rich to transfer assets to poorer donees in lower tax brackets

2. 102(a) permanently excludes from donee’s income no more than the original cost of property

a. Any pre-gift appreciation is deferred and ultimately taxed if property retains its value 

ii. Lifetime gifts

1. §1015(a): 

a. For purpose of determining gain on sale of property acquired by gift, donee’s basis is same as basis of property in hands of donor

b. For purpose of determining loss, donee’s basis is donor’s basis or market value of property at date of gift, whichever is lower

i. Chirelstein p. 62?

c. Thus, §1015(a) makes donee responsible for any appreciation in property while held by donor (as well as any appreciation after date of gift)

2. Taft v. Bowers (1929)

a. SC rejected T’s argument hat 1015(a) was unconstitutional b/c it ultimately required donees to treat gifts as taxable income by limiting their basis to donor’s cost

b. Not an issue of whether to tax pre-gift appreciation at all, but rather whether to tax donors or donees

c. Court chose to tax donees: favorable decision to wealthy Ts

3. Taft and §1015(a) essentially permit Ts to decide who shall be recipient of taxable income in light of their tax brackets

iii. Bequests

1. §1014: basis of all property acquired by inheritance becomes its FMV at date of decedent’s death

a. Thus, appreciation and depreciation are wiped out by death

b. Heirs would be better off than donees if property appreciated b/c heirs would not have appreciation (would have higher basis)

c. If property value decreased, it can be assumed that they will realize losses (by selling it?), thus minimizing any penal feature of §1014
iv. Divided Interests—Gifts in Trust

1. Irwin v. Gavit (1925): SC held that 102(a) applies to corpus of a trust only

a. T left income interest in testamentary trust for 15-year period, remainder to daughter

b. Exclusions for gifts and bequests only apply to value of securities at time of receipt, not to income generated by them (e.g., dividends)

i. Now codified in §102(b)(2)
c. Otherwise, testators could leave $100K in securities for remainderman tax-free and the interest payments for life tenant tax-free

d. In essence, only life tenant (not remainderman) has taxable income; court chose who to tax

i. Could have taxed life-tenant as annuitant

v. Definition of gift: depends on motives of payor

1. If payment is “in return for services rendered, or proceeds from constraining force of any moral or legal duty, or anticipates a benefit to the payor, then it is taxable, even if characterized as “voluntary” or a “gift”

2. If payment proceeds from a “detached and disinterested generosity”, is made “out of affection, respect, or like impulses,” then it is an excludable gift even if in employer-employee context

3. Conclusion left to the trier of fact: case-by-case basis

4. §274(b): (1962) prohibits deduction of gifts to individuals (in excess of $25): payments treated as exempt gifts to payees cannot also be deducted as business expenses by payors

5. §102(c) (1986): Trumps §274(b): provides that no exclusion is allowed for amounts paid from employer to employee (unless de minimis, e.g., gold watch, length of service awards)

a. Would also bar gifts as in Old Colony Trust
h. Realization

i. General Comments

1. Focuses on transactions

a. Dividends, interests, rents, gains/losses on property sales, salaries, fees: all taxable

b. Appreciation of property value is not: no transaction

2. Issue of timing/deferral, not forgiveness

ii. Eisner v. Macomber (1920): T owned 2200 shares of Standard Oil (SO); SO declared 50% stock dividend and T received additional 1100 shares, of which $20K in par value represented company earnings since original tax law, which included dividends as income (like cash)

1. SC held that dividends could not be taxable income w/in meaning of 16th Amendment

2. Stock dividend takes nothing from property of corporation and, while making T wealthier, T has not realized or received income in transaction

3. Dissent (Brandeis): dividends are actually cash distribution followed by purchase of additional stock shares

4. §305(a): Codification of Eisner: exempts stock dividends from tax

5. Essentially, stock dividends are different than cash dividends

iii. Corporate Dividends generally

1. §11: separate income tax on corporations at 35%, regardless of what bracket individual shareholders are in

2. Dividends are paid from after-tax income (taxed first at corporate level)

a. Not deductible from corporations’ expenses

i. Taxable to shareholder as well (thus, double tax) at personal marginal tax rates

3. Retained corporate earnings are not taxed to shareholders until distributed as dividends

4. Long-term capital gains: taxed at 20% (since 1997): favors capital gains over ordinary income

5. §305(a): Codification of Eisner: exempts stock dividends from tax

6. §307: shareholder’s basis for dividend shares is proportionate part of cost of original lot

a. E.g.: A owns 100 shares of stock at cost of 49.50/share; gets 10% stock dividend (10 shares): New basis becomes 4950/110=450

b. If he sells the 10, capital gain of $50 as opposed to $500 of ordinary income acc/to Brandeis

7. Bazley v. Commissioner (1947): bond distributions are taxable to stockholders in the amount of their FMV at distribution date

a. Thus, bonds and cash are treated alike so bond distributions are extremely rare

iv. Helvering v. Bruun (1940)

1. T leased vacant land for 20 years, required lessee construct factory on it worth $1M (rent-in-kind)

2. Assume building has life of 25 years, expected to be worth $200K at end of 20 years

3. Four possibilities

a. Prepaid rent: worth 200K at end of 20 years, PV of 50K realized in Year 1; basis would be 50K; depreciate 10K/year for remaining five years (years 21 thru 25)

b. Prorated rent: spread 200K over 20 years (10K/year); basis would be $200K, realization of $10K/year; depreciation of 40K for Years 21 thru 25

c. Postpaid Rent: tax $200K on termination of lease (Year 20); basis: $200K; depreciation allowance of $40K/year in 21 thru 25

d. No rent at all: no income, no basis, no depreciation allowance

4. Where valuation uncertainty exists, tax law often defers (e.g., easements) 

5. Solution C was ultimately accepted (although initially rejected)

6. Under Macomber reasoning, solution D would have been most appropriate: no realization until sale

7. SC held that the value of improvements were realized when lessee defaulted on loan as a “result of business transaction”—the leasing of the land

a. T acquired valuable assets (instead of rent) in exchange for lease

b. Harsh result b/c land had actually depreciated

c. In effect, realization requirement turns income tax into a tax on transactions rather than on economic gains and losses

8. Eventually overturned by §§109 and 1019
a. Essentially adopt Solution D

b. §109: excludes from lessor’s income the value of leasehold improvements realized on termination of lease

c. §1019: defines the lessor a basis for the property excluded

d. Thus, nothing is required to be taken into income when lease terminates and no depreciation is allowed thereafter

v. Farid-Es-Sultaneh v. Commissioner (1947): T-wife sold shares of stock which she received from husband per antenuptial agreement in exchange for surrender of marital property rights in husband’s estate

1. Stock had FMV of $10/share when transferred, but husband’s basis was $.15/share

2. Court held that wife’s basis was FMV: not a gift for income tax purposes but rather an exchange of property rights

3. Seemed inconsistent with §102 and 1015 (gift exclusions), which would require basis to be transferred

vi. Davis (1962): property settlement incident to divorce: T transferred appreciated securities to wife for surrender of her property rights

1. SC found the transfer was not a gift and T had realized taxable gain on transfer

vii. §1041 (1986): transfer of property between spouses or former ones where transfer is incident to divorce (e.g., Davis), is treated as gift

1. §1041(a): no gain or loss shall be recognized by transferor-spouse

2. §1041(b): Basis carries over

3. §1015 (lower of cost or market exception for determining losses) is inapplicable to these situations

4. Applies only to “spouses”

viii. Non-recourse debt (loans for which the borrower is not personally liable, e.g., commercial RE investments)

1. Crane (1947): 

a. Amount realized by seller of mortgaged property included both the cash received from the buyer and the face amount of the mortgage to which the property was subject at time of sale

b. Seller had received benefit by relief of mortgage indebtedness

c. If property is resold for original purchase price, no gain/loss, but seller is able to depreciate property

2. Parker v. Delaney (1950): 

a. Mortgage balance of sold property represented an “amount realized” in accordance w/ Crane
b. Gain is amount realized by seller acc/to Crane less adjusted basis (original cost less depreciation)

c. Thus, even though no cash is involved, seller’s gain reflects his depreciation deductions

d. Advantageous to Ts b/c they can defer taxes on gains until sale while deducting depreciation

i. Can therefore create tax shelters

3. Woodsam (1952): T buys property for $100K; appreciates to $350K; T then takes out non-recourse loan of $350K; T wanted the gain from second mortgage to be realized at time of loan so as to use statute of limitations a/g G for non-payment

a. If mortgage is not treated as realization (T can now borrow $250K more than before), nothing is currently taxed and gain is deferred until property is sold

b. Court treated non-recourse loan like personal one: mortgage was not a disposition which produced taxable gain

c. Basis of appreciated property is still original cost less depreciation; subsequent borrowing a/g appreciated property is not included in T’s basis

i. Initial borrowing is included in basis; subsequent borrowing is not

4. Tufts (1983): T borrowed $1.85M to construct apt. building w/ no cash investment and non-recourse debt; took depreciation of $450K (basis thus $1.4M); property depreciated; sold property for nothing other than assumption of mortgage; Ts argued they realized $1.4M and no gain should be recognized

a. T must recognize gain of $450K b/c they realized full unpaid balance of mortgage debt

b. FMV is irrelevant to determine amount realized but highly relevant to determine “cost”

ix. Tax Shelters

1. §469: segregates “passive activity losses” and bars their use as on offset a/g income from unrelated sources (salary, “portfolio income”)

a. Passive activity refers to any business activity in which T does not “materially participate”

b. Owner of limited partnership is treated as engaging in passive activity, regardless of actual participation

c. Eliminates shelters allowed under Crane and Parker v. Delaney
x. Like-kind exchanges

1. §1031(a): no gain or loss will be recognized if business property (usually RE, not securities) is exchanged for other business or investment property of like kind

a. Cannot be sold and reinvested; must be exchanged

i. Jordan Marsh Co. (1959):  sold RE for cash then entered into lease-back; sought to deduct as loss the difference between its adjusted basis and cash received

1. Court allowed the loss: §1031 was inapplicable since not exchange

b. Deferral, not forgiveness, provision

2. §1031(d): Basis of new property: basis from old property plus recognized gain less cash received

a. Losses are not recognized under §1031
3. §1031(b): Treats mortgage as money

4. Ex: A purchased building for $40 cash, subject to $20 non-recourse mortgage; under Crane, basis is $60; building appreciates to $100; exchanges property for new one worth $80

a. Realization would be $80 (FMV of new property) + $20 (mortgage assumed)

b. Gain would be $20 on exchange

c. Basis for new property would be $60 (basis for old building) plus $20 (gain recognized) less $20 (receipts) = $60

d. $20 can still be depreciated

xi. Loss carryforwards (NOLs)

1. Sanford & Brooks (1931): whether award received in 1920 was includable in that year’s income

a. SC: fully taxable in year received, each accounting period is discrete

2. §172: overturns Sanford & Brooks: NOLs can be carried forward 15 years and back 3 years

a. Applies usually only to businesses as persons cannot really have losses

xii. Claim of Right

1. North American Oil (1932): court awarded damage payment in 1917 for income earned in 1916

a. SC held that income had to be included in year when it received income under “claim of right” and w/o restriction to its use (here, 1917).

2. Lewis (1951): T-employee received bonus in 1944, which he reported; repaid miscalculated excess amount in 1946 and sought to adjust his 1944 return

a. SC: 1944 was fully taxable under claim of right doctrine

i. Of course, repayment in 1946 of excess amount was deductible

3. §1341: if item was included in income in taxable year b/c of claim of right doctrine, and later it is established that T did not have unrestricted right, the tax for the later year will be lesser of a) tax in later year w/ deduction or b) tax in ... (244 Chirls.)

a. T can be in no worse position than if item had never been included in gross income

b. Reversal of Lewis
xiii. Tax Benefit Rule: If T deducts an outlay in one year and later recovers it:

1. Subsequent recovery is included in T’s income, provided that earlier deduction produced a tax saving in prior period

II. DEDUCTIONS

a. General Code Provisions

i. §162(a): allows deduction for “all ordinary and necessary expenses incurred during taxable year in carrying on any business or trade

ii. §212: extends to investment activities

iii. §163: interest

iv. §§167 and 168: depreciation

v. §262: disallows deductions for all personal, living, or family expenses

1. I.e., nothing is deductible unless it represents a cost incurred in earning gross income

vi. Again, usually a matter of deferral: better to deduct now than later

b. Everyday expenses of employment

i. Smith v. Commissioner (1939): Ts, working couple, wanted to deduct babysitting expense that enable wife to work

1. Court held that if these personal expenses were deductible, all consumption expenditures—food, shelter, clothing, recreation—which enable Ts to carry on day’s activities would be deductible

ii. Tax law has never contemplated that everyday expenses of being employed are deductible

c. Travel

i. §162(a): deduction for “traveling expenses (inc. meals and lodging) while away from home in pursuit of trade or business”

1. General commuting expenses are never deductible

ii. Flowers (1946): lawyer practicing in MS, accepted job in AL to where he occasionally had to travel

1. T sought to deduct meals and lodging during his visits to AL since they were “away from home”

2. IRS claimed “home” meant place of business

3. SC: did not rule on what “home” was; rather stated the test was whether travel had been motivated by “exigencies of business” or by considerations of personal preferences

a. Here, it was the latter acc/to SC

4. Really was a matter of commuting: everyone has to commute some degree and additional living costs incurred while commuting are not deductible

iii. Correll: SC defined “away” meaning overnight; NYC T could not deduct for expenses from his day trip to CN

iv. Temporary reassignment: “temporary” may be taken to mean a stay whose termination is foreseeable w/in a reasonable time period not to exceed one year

1. §162(a): codifies one-year rule

2. Visiting professors can deduct but under 274(m)(in 1993), spouses cannot unless the T’s employee and performing services that are more than incidental

v. Hantzis (1981): Married Harvard 2L sought to deduct rent, meals, and transportation between NYC and Boston b/c she claimed her clerkship in NYC left her “away from home” and pursuing work

1. Court held she had no home to be away from: school is not a home for tax purposes

2. Though taxed as a couple, each spouse must independently satisfy requirement of being away from home pursuing work

3. Question: What was said in class about this?

vi. Rudolph (1962): Dallas Co. had convention for successful employee-insurance salesmen in NYC; wives invited; expenses reimbursed

1. Court ruled that reimbursement must be income with no offsetting deduction

2. Only one morning of three-day trip was for business: entire trip was a bonus vacation

vii. Sanitary Farms Dairy, Inc. (1955) (African Safari Case): T and wife sought to deduct expenses of safari hunt (hunting was life-long hobby) as advertising expense

1. T argued he obtained goodwill for dairy farm by showing films and trophies to local groups and inviting customers to eat the game

2. Court agreed; essentially since there was evidence of business connection, it was deductible

3. Huge victory for taxpayers

viii. Sutter (1953): T claimed deduction for business luncheons and entertaining clients aboard his yacht

1. Court held that cost of self-entertainment, even if incurred in a business setting, was not deductible unless the expense could be shown to “different from or in excess of” that which he would have incurred for his own gratification

2. IRS in practice disregarded Sutter and allowed expenses of self-entertainment to be deducted in full

ix. Cohan (1930): Showman’s deductions for travel and entertainment were rejected by IRS b/c of lack of receipts and documentation

1. Court held that T&E expenses can be estimated and approximated if documentary proof (cab receipts, e.g.) are lacking

2. Led to very liberal reporting and exaggeration of entertainment expenses

x. Code Changes

1. §274(d) (1962): Requires T to maintain “adequate records” of time, place, amount and business purpose; no right to approximate

2. §274(a)(1962): Allows deduction of entertainment expenses only if outlay is “directly related” to T’s business or precedes or follows a “bona fide business discussion”

3. §274(n)(1986): Only 50% of amounts spent on business meals and entertainment may be deducted

a. Does not apply to de minimis fringe benefits

4. §274(k): cannot be lavish

d. Lodging

i. Justifications for deduction

1. T does not usually derive same benefit from business lodging as he would if it were for pleasure

2. Duplication: already has place to live

a. Not true for food: must eat somewhere; thus, must be first justification

e. Capital Expenditures: Issue of timing (later v. now, e.g., expenses)

i. §263: disallows deductions for cost of acquiring property whose useful life extends substantially beyond the close of taxable year

1. E.g., land and buildings, PP&E, patents and trademarks

2. Expenditures must be capitalized rather than deducted as current expense

ii. §167: authorized an annual allowance for exhaustion or wear and tear of capital assets

1. Recovered on year-to-year basis thru depreciation or amortization

2. Cost of non-depreciable assets (e.g., land) is recoverable once land is sold

iii. Repairs or alterations

1. Subsequent expenditures that alter the property’s capacity or useful life, or that extend their useful life, must be capitalized

2. §162(a), however, permits “incidental repairs” to be deducted as current expenses

3. Repair is described by Regulations as an outlay whose limited purposed is to continue the property’s operations for the duration of its expected life or to maintain its normal output and existing capacity

4. No limitation of dollar value of percentage of original cost

a. Mt. Morris Drive-In Theatre (1955): T bought land to erect theatre; added drainage system three years later to prevent contamination of neighbor’s land

i. Court held drainage system was capital expenditure

1. Could have been foreseen when original construction began

2. Thus, initial capital investment was incomplete until drain was built

ii. Dissent: Drain did not improve or extend useful life of land; should thus be deductible expense

5. Structural repairs (improvements) are capital expenditures, not expenses

iv. Business Intangibles and Advertising

1. INDOPCO (1992): T, public co., sought to deduct I-banking expenditures incurred during merger since no separate and identifiable asset had been created

a. Court rejected attempt since “T’s realization of benefits beyond the year in which the expenditure is incurred is undeniably important”; merger produced “significant benefits”

b. Thus, Must be capitalized under §263

c. Assumption: Because benefits would continue indefinitely, no depreciation or amortization might ever be allowed

2. Advertising: despite the long-term benefits of advertising, courts allow ad expenditures to be deducted in year spent

3. Education

a. Cost of education or training is only deductible as current expense if the aim is to maintain or improve skills used by T in an existing trade or profession, or if educations is required by employer as condition of continued employment

i. Coughlin (1953): tax lawyer could deduct cost of attending NYU convention b/c it enabled him to “keep sharp the tools” he used in practice

b. Cost of acquiring new skills is usually denied unless T can show her intent is to sharpen skills she already possesses

i. E.g., teacher getting better certification can deduct if planning on teaching still

ii. But, cost of law school cannot be deducted

1. Likewise, cost of vocational school is not deductible

iii. While it seems such costs should be able to be capitalized, courts do not allow it

1. Asset must have ascertainable useful life to be amortized or depreciated

2. Plus, in-kind compensation (imputed income) one receives from law school, as opposed to forgone salary, is not taxable

4. “Ordinary and necessary”: under §162(a) and expenditure must be “ordinary and necessary,” in addition to incurred in “carrying on a trade or business”

a. Welch v. Heverling (1933): T was executive of corp. that went bankrupt in grain business; wanting to establish his own co., T paid off corp.’s debts so as to regain his status and reputation w/ customers; sought to deduct such outlays

i. SC held outlays were not “ordinary and necessary”; “ordinary had two definitions

1. Customary or typical: b/c conduct was not business norm, it was not ordinary

a. But outlay was incurred to generate business income, even if unusual

b. Only a few courts have since held that voluntary debt repayment is too unusual

2. Rather, disallowed b/c repayment was personal and “not necessary”

3. Difference b/t cap. expenditures and current expenses (more precedent in subsequent decisions)

a. Regarded as purchase price of customer goodwill, a capital asset

b. B/c §263 and §262 disallow personal expenditures, seems superfluous

c. T could argue that outlays were more like repairs to existing capital expenditures than for creating new one

4. Take-away: self-created goodwill is cap. asset of indeterminable life cannot be depreciated or capitalized

a. Harsh result for Ts: only recoverable when bus. is sold

b. Public policy exception

i. Outlays are not deductible if deductions would frustrate state or national policy

1. E.g., fines, penalties for violating laws

ii. §162(c): denied deductions for certain illegal bribes and kickbacks, or payments to foreign Gs that would be unlawful if US G officials

v. Reasonable compensation:

1. §162(a) allows T’s business expenses to include “reasonable allowance” for employee compensation

a. Partnership, e.g., cannot pay its employee-shareholder unreasonable compensation to avoid corporation’s would-be dividend taxation as well

b. However, tax law permits under-payment of employee-shareholders if their tax rate is higher than their corporations

c. Corporations cannot put family members on payroll that would otherwise be given gifts of after-tax money

vi. Interest

1. §163(a): allows deduction for interest paid or accrued during the taxable year

a. Prepaid interest must be capitalized

b. Under §263, prepaid interest must be added to cost of project, building construction, e.g., and recovered over project’s useful life

2. Tax arbitrage and special allowances:

a. Tax arbitrage: taking in exempt income while paying out deductible interest; Code has adopted preventative measures

i. §265(a)(2): disallows deduction of interest on indebtedness incurred to purchase tax-exempt municipal bonds

1. Prevents T from deducting interest on $10K loan (at 10%) to buy munis at 8% (tax-free income of 8K)

ii. §264(a)(2): disallows interest on debt incurred to purchase a single-premium insurance or annuity K

iii. §163(d): limits deduction of investment interest in a taxable year to an amount not in excess of T’s investment income (e.g., dividends and interest), with disallowances that can be carried forward

iv. Goal is to prevent Ts from combining a present interest deduction with deferred property appreciation by borrowing to purchase growth stocks or other investments that produce little current income and may ultimately produce capital gains at a lower rate

b. 1986 Amendments focused not on the exempt income but rather on the deduction aspect

i. §469 in particular: ?

vii. Sham Transactions

1. Knetsch (1960): T bought 2 ½ % annuity K by borrowing at 3 ½ % on non-recourse debt (could not be enforced a/g personal assets)

a. As a result, T had tax-benefit from transaction

b. SC disallowed interest deduction b/c transaction lacked a “business purpose”

i. T assumed no real risk b/c debt was non-recourse

ii. §163 was inapplicable b/c neither party would have done deal but for tax reasons; must have “business purpose”

viii. Losses

1. §165(a): authorizes a deduction for a loss “sustained (realized)” during a taxable year which is not compensated for by insurance or otherwise

a. §165(c): limits deduction for individual Ts to losses incurred in a trade or business or in connection with “any transaction entered into for profit” and to losses resulting from “casualty” or theft

b. Losses typically result from disposition of property

i. Gevritz (1941): T bought land with plan to erect apt. building; changed her mind and built house in which she lived for five years; tried to deduct investment as a loss given her original business motive for buying land

1. Court held that T abandoned her original motive when she occupied the house; thus loss was personal and non-deductible

2. §165(b): basis for determining loss under §165(a) is the adjusted basis provided by §1011 for determining loss from sale or other disposition of property

ix. Non-recoverable Debts: not covered in class

x. Not-for-proft activity: §183

1. If not-for-profit, losses are limited to income from activity

2. Bessenyey: horse breeding

3. If for profit, did he “materially participate” so as to make it not a passive activity?

a. Governed by §469
b. If passive, losses are not currently deductible; must be carried forward to passive activity income in future

xi. Depreciation

1. General

a. Allowed under §167 for property used in trade or business or for the production of income

b. Tangible assets are depreciated; intangible assets are amortized

c. Basis must always be reduced by depreciation deduction

i. Gain or loss calculated by using adjusted basis

d. Must have useful life that is definite or predictable

i. Not depreciable if useful life is perpetual or indefinite (e.g., land)

e. True depreciation is the difference between PV of expected cash flows at start of taxable period and PV of expected cash flows at end of taxable period

2. Limitations to Cost

a. Depreciation allowance is limited to asset’s basis or cost

i. Cost generally includes borrowed funds as well as equity investment

ii. Cost refers to historical, not replacement, outlay

1. Consequently, ratio of depreciation deductions to total income will decrease in inflationary times

3. Useful lives

a. Since 1981, Code has allowed assets to be depreciated over periods much shorter than their actual lives

b. Goal is to stimulate investment in P, P, & E

4. Double-declining balance

a. Leads to higher present value of net cash flows than straight-line

b. Take remaining (or initial) amount to be depreciated, divide by useful life (total, not remaining), multiply by two

i. In last useful year of asset, depreciate total remaining amount (will likely be higher than previous year’s depreciation)

5. Sinking-fund method

a. Asset-owner resembles that of mortgage borrower: higher interest, lower principal payments at beginning of asset’s life

b. Never used for machinery, equipment, and other tangibles

c. The only proper method of apportioning T’s capital investment where expected cash flows are level from period from period in terms of estimating economic cost of use

6. Methods generally

a. Can dictate whether an investment will be profitable in terms of PV

7. §168: contains Accelerated Cost Recovery System (ACRS) which essentially treats depreciation allowance as a means of subsidizing capital investments by discarding former system of actual service life

a. Cost of an asset is recoverable over predetermined period that is significantly shorter than asset’s useful life 

b. Real property generally has recovery period of 27.5 years for residential buildings and 39 years for other business structures; machinery and equipment is usually 5 to 10 years

c. Double-declining balance method is used for personal property and straight-line for real property

d. Salvage value limitation is eliminated and full cost of property is allowed over the relevant term

8. Leveraged Lease: co. that is losing money (L) transfers equipment for which they have no need for depreciation deductions to profitable co. (P) that can use them

a. P then leases equipment back to L

9. Purchased Intangibles

a. §197: allows cost of purchase of intangible assets (goodwill or going concern value, e.g.) to be amortized over 15 years on straight line basis

i. Purchased tangible assets are depreciated regularly

f. Personal expense deductions

i. Generally

1. In response to criticism that personal deduction allowance was anti-progressive and favored high-income Ts, C enacted §68 in 1990

a. §68: itemized deductions otherwise allowable are reduced by 3% of the excess of T’s AGI over $121,000

i. Medical expenses, casualty losses, and investment interest are exempt from reduction

2. Medical Expenses 

a. §213(a) allows deduction for a all medical and dental expenses paid by T (and not reimbursed by insurance) for him, spouse, and dependents

i. Elective cosmetic procedures are not deductible

ii. Prescription drugs, diagnosis and treatment, and medical equipment are deductible

iii. Limited to the amount which exceeds 7 ½ % of AGI

1. In other words, first 7 ½% of AGI, is not deductible in order to differentiate between routine doctor visits and extraordinary, unexpected expenses

3. Casualty Losses

a. §165(c)(3): allows deduction for unreimbursed casualty losses resulting from casualty (sudden violent force) or theft, even if lost property is personal in nature

i. §165(h): personal casualty losses are allowed only in excess 10% of AGI

ii. In addition, deduction is denied for first $100 of casualty or theft

iii. Regulations: limit casualty losses to physical property, not decline in FMV

4. Charitable donations

a. §170(a): allows deduction for charitable contributions up to 50% of AGI

i. Must be made to organizations defined by statute as eligible

ii. Donation can be cash or property

1. Donor can donate appreciated property and deduct FMV

2. T can only donate 30% of AGI in form of appreciated property

5. Home mortgage interest

a. §163(h): disallows deductions for “personal interest” (e.g., financing costs)

b. Exception: home mortgages

i. Limited to T’s basis for her residence (original cost plus improvements)

1. Borrowing against unrealized appreciation is not deductible

ii. Refinancing interest payments are only allowed up to amount of former mortgage balance

1. 163(h)(3): allows deduction on interest of “home equity indebtedness” for loans up to $100K
iii. Total amount of qualified home mortgage debt may not exceed $1M

iv. Must be for loan in acquiring home; otherwise, home equity loan (163(h))
6. Meals: §274(n): if deductible, limited to 50%

7. Miscellaneous Deductions

a. §212: allows for deduction of expenses incurred in managing investment property (e.g., securities portfolio) if “ordinary and necessary” and not capital expenditures

b. Only benefit Ts who itemize deductions

c. §67: provides that “miscellaneous itemized deductions” be allowed only if they exceed 2% of AGI

8. Standard Deduction

a. 75% of all Ts take standard deduction

b. $4150 for single Ts and $6900 for married Ts

9. Adjusted Gross Income (AGI)

a. §62: T’s gross income less her trade or business expenses

b. In effect, AGI represents difference between gross income from all sources and deductible business expenses

c. §63: AGI less itemized deductions/standard deduction equals “taxable income”

i. Taxable income is figure used to calculate total taxes

10. Personal exemption

a. §§151 and 152: allows each T to deduct $2650 for herself, her spouse, and each dependent

b. §151(d): phases out exemptions for higher-bracket Ts

III. Attribution of Income

a. Generally

i. Tax law treats each member of family as separate taxable person

ii. Inducement to T to shift income to lower-bracket children

b. Early common law

i. Lucas v. Earl (1930): Lawyer T signed K with wife providing that future income earned by either be treated as belonging to both

1. Issue: whether T had to report all income he earned or only 50% of it, per K (before joint returns)

2. SC held that income cannot be assigned, regardless of intent of K; intent of §61 to tax salaries to those who earned them

3. Contrast to Taft v. Bowers and 1015(a), which allow income from property appreciation to be transferred at T’s discretion

4. Has not generally been applied to uncompensated services, even if a transfer is for tax reasons

5. Self-created property rights are effectively assignable for tax purposes despite the assignor’s personal services

a. Includes patents, copyrights, etc.

b. If patent holder assigns royalty rights to donee after transferring copyright to a publisher, courts have held that gift of royalty K must be treated as gift of taxable income (transfer of property, not services)

ii. Poe v. Seaborn (1930): Husband reported only 50% of income b/c Washington, a community property state, treated income as belonging to both parties

1. SC held that local laws are effective for tax reporting purposes and held for T

2. As opposed to Earl, the earnings here were never property of husband, but rather of community governed by state law

3. Issue of tax avoidance was less urgent than in Earl because

a. Income Splitting was accomplished by operation of law, not voluntary K, thus confined to small number of residents in a handful of states

b. Scope of income splitting was limited to husband and wife (not minor dependents)

c. Community property laws were fixed and permanent: voluntary K could be revoked if disadvantageous

4. As a consequence, geographic discrimination existed

a. Harmon: husband’s earnings could not be split even though OK adopted community property laws b/c policy was elective, not required

b. Thus, in 1948, C amended Code to authorize all married couples to aggregate their income and deductions on joint return

i. Eliminated Seaborn’s discriminatory effect and placed all married couples on parity as far as income-splitting is concerned

c. Gifts of income from property

i. Horst (1940): Father (F) purchased bond; gave son (S) first coupon payment ($50, e.g.) due in a year; carve-out example

1. 3 Possible tax schemes

a. Tax cash flow: S is only person taxed

i. Like Gavit, where court chose to tax income beneficiary of trust (S) rather than remainderman (F)

b. Disregard gift of coupon entirely: Tax F entirely

c. Follow net worth increase (using PV): tax both accordingly

2. Court chose to tax F (option 2): current interest payments on bond were includable on income to F/remainderman; gift to S was excludable

a. Court did not intend to alter rule from Gavit that appreciated property does not result in realization by donor; so why is this different?

i. Critical element was that Donor retained control of bond, not the annual payments

ii. In Gavit, donor was out of picture; here, donor was in picture (and created arrangement)

iii. Because donor retained control, he could always assign income to lower-bracket persons

1. Power to redistribute income by donor is treated as ownership of income itself

b. To avoid option 3, court found that where gift of income is of brief duration and donor reserves remainder, then no true division of ownership occurred and all income “belongs” to donor

ii. Blair (1937): life-tenant of testamentary trust assigned to his children specified dollar interests in income of trust; donor retained life-interest but gave away everything else

1. Court held that donees were taxable income despite IRS’s contention that gifts were “right to receive’ income and should be taxed to donor

2. Assignment was permanent, irrevocable interest; donor retained no power to control

a. Still taxed on his portion of income

d. Gifts in Trust

i. Background Cases: examples of judicial balancing

1. Corliss v. Bowers (1930): T created revocable trust for benefit of wife and children

a. SC held that grantor’s power to revoke trust and to stop payment to the income beneficiary was equivalent to ownership of trust

2. Wells (1933): T transferred to irrevocable trust property whose income was to be used to pay the premiums for an insurance policy on grantor’s life

a. SC held for IRS that insured person has obligation to pay premiums; thus, Congress could (and did) determine that use of trust income for that purpose conveyed taxable benefit to grantor

b. Both Corliss and Wells taxed grantor b/c he had control of trust, even though income was received by beneficiary

3. Clifford (1940): Grantor created trust for wife’s benefit that terminated in five years; G made himself trustee

a. SC held that grantor was owner of trust and income was taxable under §61

i. Short duration, wife was beneficiary, retention of control over trust were all factors

ii. Temporary reallocation of income w/in intimate family group

ii. Current Code Provisions: ended “judicial balancing”

1. §676(a): grantor would be taxed on trust income if he retained a power, exercisable alone or with a nonbeneficiary of trust, to revest the trust corpus in himself

2. §677(a)(3): Grantor is taxed where trust income could, in discretion of any person, be distributed to the grantor or accumulated for his benefit, or applied to the payment of premiums of insurance on grantor’s life

e. Summary of Attribution of Income

i. Personal service income: taxable to person who does the work, regardless of who he chooses to receive paycheck

1. Irrelevant whether services are to be rendered in future (Earl) or have been completed when designation is made (Eubank)
2. Exceptions:

a. Uncompensated services (services-in-kind): excludable from T’s income in most cases

i. Treated as imputed income

ii. General rule of Earl does not apply

b. Patents, copyrights are free from general rule although plainly a product of personal efforts

i. Statute does not provide for apportionment between donee and donor; general rule permits donee to report all income as his own

ii. Gifts of income-producing property: effective to shift future income to donee for tax purposes

1. Exceptions

a. Donor remains taxable if he has right to take property back (Corliss) or to use income for himself or to meet his own obligations (Wells)

b. Donor remains taxable if he has right to alter the identity of (redesignate) the donee at his own discretion

i. Short term gift of property (Clifford) or gift consisting of limited number of income payments drawn from larger series (Horst and Schaffner) will not relieve donor of tax

c. Reservation by donor  of powers to manage and dispose of trust property may be treated as continued ownership (Clifford)

i. Now governed by statutory provisions

iii. Generalizations

1. Property (stocks, bonds, real estate) is treated more favorably under tax law than personal services

a. No way to assign fruits of personal labor

2. Essentially, shifting of pre-tax earnings/income is not allowed while savings can be transferred

IV. Capital assets

a. Code Sections

i. §1221: “capital asset means property held by T (whether or not connected with his business or trade)”

1. All items not excluded in §§1221(1)-(5) are capital assets

2. Of course, Congress did not intend for most items to be subject to capital gain tax, but only those that are not recurring

a. Essentially, ordinary income is the guide and capital gain is the exception

b. Everyday business activities

i. §1221(1): excludes inventory from definition; thus, makes clear that everyday business income, salaries, wages, dividends, interest and rents are not capital assets

ii. Corn Products (1955): T, manufacturer of starch and syrup, accepted orders form customers and shipped them within 30 days for fixed price

1. Had to purchase materials at market price and incurred losses on occasion; thus, began buying corn futures to offset risk of increased cost

2. SC held that the purchase of futures (which resulted in gains some years and losses in others) had a business, rather than investment, purpose, and were ordinary income

a. Futures purchases were “integral part” of T’s business by protecting it from losses

3. SC essentially acknowledged that futures were not inventory w/in meaning of §1221(1)
a. Thus, it created a class of property—property held for purpose integral to T’s everyday business—which were excepted from capital assets definition

b. Meant that statute was not exhaustive: must analyze T’s purpose or intent

4. Led to expansive use of rule by T and IRS

iii. Arkansas Best (?): T, holding company, acquired as an investment 65% of stock of commercial bank

1. Bank was deemed as “troubled” and required additional capital for which it received additional shares; T sold bank and claimed deduction for ordinary loss of $10M

2. SC held that all of the T’s bank stock, whenever purchased, was a capital asset and no portion of loss could be treated as ordinary

3. Corn Products should have been interpreted as involving “inventory exception” under §1221(1), rather than to create a general exemption from capital asset status for assets acquired for business purposes

a. Corn futures were not part of actual inventory, but were part of T’s inventory-purchase plan as they were substitutes for corn inventory itself

4. Here, bank shares were not inventory in T’s hands

c. Property held for Sale to Customers

i. §1221(1): added words “to costumers” to assure capital treatment for gains in rising markets

1. Individuals who buy and sell securities through a broker are not one another’s customers w/in meaning of statute

ii. Real Estate

1. General

a. Any person to whom land or buildings are sold is a “customer” of the seller; thus, ordinary/capital distinction depends on whether property is held “primarily for sale” and whether T’s conduct amounts to a “business”

2. Curtis (1956): T bought tract of land; property appreciated; sold off land in subdivided tracts; portion was attributable to long-term property appreciation and portion to the “business” of subdivision and development

a. Court held that a sale on tracts of land divided form original tract amounts to sale of capital gains

3. Malat v. Riddell (1966): T owned interest in parcel of land acquired either for sale or for development as rental property, whichever proved more profitable; T eventually sold his interest

a. SC held that “primarily” meant “principally” or “of first importance” and remanded

b. On remand, trial court found that T was entitled to capital gain b/c “principal” purpose of land venture had been to develop land for rental; resale was second-best alternative

d. Substitute for Future Income

i. Hort (1941): T inherited building with floor leased to bank; bank paid T $140,000 to cancel lease; T reported loss

1. SC said that cancellation of the lease “involved nothing more than relinquishment of the right to future rental payments in return for a present substitute payment and possession of the leased premises”; 

2. Thus, $140K was ordinary, taxable income

3. Court denied capital treatment and offsetting basis to one who disposes of right to future income carved out of larger estate

ii. McAllister (1946): T sold her life estate in trust to remainderman for $55K; computed her basis to be $63K and took $8K capital loss

1. Court held for T as Blair was controlling; capital asset sale

a. Both Ts had transferred their interest in property

2. Dissent: Hort was controlling: sale was merely a substitute for future income and should be taxed as ordinary income

3. Bad decision in that it results in over-recovery of basis

a. Under Gavit, life tenant is taxed on all trust income and cannot offset for amortization; 

iii. Led to §1001(e): for purposes of computing gain or loss, a term interest in property shall have no basis in donee’s hands, except where the sale of term interest is part of a transaction in which all beneficial interests are disposed of

1. Enacted so that sellers of life estates (older people usually) would not suffer hardship if proceeds were taxed as ordinary income

iv. Jones (1964): T purchased remainder interest in trust from original remainderman; after life-tenant’s death but before disbursement of property, he sold remainder to 3rd party

1. Court held that remainder was capital asset, but T must recognize as ordinary income the implicit interest which had accrued on his investment

2. Essentially, accrued interest was non-capital component of gain
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