Income Tax II

Chapter 10 – Compensation For Injury and Sickness
Damages
1. Business or Property Damages
· Raytheon – In lieu of what are the damages awarded?  You use this to decide if the damages are income

· Rule - § 104 does not apply to contract damages, lost profits, etc.

2. Damages Received on Account of Personal Physical Injuries or Sickness
· Analysis:

· Is the action tort or tort like?

· Are the damages at issue on account of personal physical injuries?

· Is the issue the origin of the claim?

· Is there causation between amount of damages and origin of the action 
· Policy for exclusion – Compensation for personal injuries is not an increase in wealth

· § 104 Compensation for Injuries or Sickness

· (a) In general – Except in the case of amounts attributable to (not in excess or) deduction allowed under section 213 (relating to medical, etc, expenses) for any taxable year, GI does not include:

· (1) Workers compensation as compensation for personal injuries or sickness
· (2) The amount of any damages (other than punitive damages) received (whether by suit or agreement and whether as lump sums or as periodic payment) on account of personal physical injuries or physical sickness 

· (3) Amounts received through accident or health insurance for personal injuries or sickness (not including amounts that (A) were not included in GI, or (B) were paid by the employer

· Employee Paid Medical Care – This is broader

· (4) Amounts paid by a pension, etc for personal injury or sickness from the armed forces
Flush Language – Emotional distress is not physical injury or sickness.  Above amounts are limited to actual cost

· Exception – You may be able to exclude some damages, but only up to an amount that would cover expenses that were paid 

· § 213(d)(1) Medical care definitions.  Damages can be excluded if they fall into this category.  

· Note: The issue is the origin of the claim –  Emotional distress was the origin, the damages excluded on the ulcer are limited to actual expenses.  However, if the origin was physical injury that then later leads to emotional distress are completely excluded.  

· What if the emotional injury stated with a physical contact?  Then you look at state law to determine if this is defined as physical injury (i.e. assault, battery, etc).  However, causation can be a problem (see Schleier)

· Note on § 213 – Medical expenses are deductible only to the extent that they exceed 7.5% of AGI.

· § 1.104-1(c) [Schleier] – The term damages received means an amount received through prosecution of a legal suit or action based upon tort or tort type rights, or settlement entered into instead of prosecuting such a suit. 

· NOTE – This requirement of tort or tort type rights is an independent requirement.

· § 105 Employer Paid Medical Insurance (in contrast to § 213)

· (a) Amounts attributable to employer contributions – Amounts received by an employee through accident or health insurance for personal injuries or sickness shall be included in GI to the extent such amount (1) are attributable to contributions by the employer which were not includible in the GI of the employee, or (2) are paid by the employer

· (b) Amounts expended for medical care – Except amount listed in § 104(a) GI does not include amounts referred to in sub (a) if amounts are paid to taxpayer to reimburse him for expenses incurred for medical care.  

· (c) Payments unrelated to absence from work – GI does not include amounts referred to in sub (a) to the extent such amounts:

· (1) Constitute payment for the permanent loss or loss of use of a member or function of the body, or the permanent disfigurement, of the taxpayer, his spouse, or a dependent, and

· (2) Are computed with reference to the nature of the injury without regard to the period the employee is absent from work.

· (e) Accident and Health Plans – For purposes of this section and § 104:

· (1) Amounts received under an accident or health plan for employees

· (2) Amounts received from a sickness and disability fund for employees maintained under the law of a State or DC

· § 1.105-1 Amounts Attributable to Employer Contributions

· (a) In general – A self-employed person is not an employee under this section.

· (b) Noncontributory Plans – All amounts received by an employee through an accident or health plan which is financed solely by their employer are subject to § 105(a)

· § 1.105-2 Amounts expended for medical care – While this section allows an exclusion in GI or paid medical care it does not extend to amounts attributable deductible under § 213.  The section only applies to amounts which are paid specifically to reimburse medical care.  Payments paid by taxpayer and then reimbursed by his employer are also excludable

3. Other Notes and Rules
· Punitive Damages – § 104(a)(2) does not exclude them.  Also, Glenshaw Glass said that punitive damages are not income.  

· Note – Capital Gains may come out of injury awards.  
· Gain occurs when there is a disposition of property.  It does not matter if disposition is voluntary or involuntary.  Ex: Damage award for totaled car is a disposition
· Allocation – Rev Ruling says that the IRS will respect the person’s allocation if reasonable. 
· Robinson and McKay – They came to the opposite conclusion.  They differ in the sense that in the first case didn’t care about how the allocation of settlement.  In the second case D didn’t want allocation to punitive damages for RICO reasons.  
· Periodic Payments – They are covered under § 104 the same as lump sum awards.  Since the entire payments are deductible the taxpayer is in essence also able to deduct interest.  If he received a lump-sum payment he would have to include interest paid on that amount over the years.  While the periodic payment receiver does not, since he is receiving the damage award in installments.
· Accident and Health Insurance – 

· Comparison of § 104(a) and 105(a) – Under § 104(a) the taxpayer must pay for the insurance in order to deduct payments made on his behalf via the insurance.  Under § 105(a) employer-financed plans payments made on the taxpayer’s behalf are not deductible except for reimbursed medical expenses and disfigurement payments.   
· Comparison of § 104(b) and 105(b) – Under § 105(b) payments are only excludible if for medical expenses.  Any excess must be included in GI.  However, under § 104(b) even the excess is excludible
Chapter Eleven – Fringe Benefits
Introduction
· § 61(a)(1) – Fringe benefits are part of income, unless there is an exclusion.  

· Fringe benefits include more than just cash.  

· Statutory Fringe Benefits

· Employer health insurance are excluded § 105

· Group Term life insurance up to 50K excluded from income

· Retirement plans are excluded until you withdraw from the account.  Thus, this is a deferral.  

· §§ 119 and 132 provide limited exclusions

Summary of Fringe Benefits
· 1) Start with § 61(a) – Fringe benefits are included in GI unless there is an exclusion

· 2) Does § 119 or § 132 apply?

· § 119 Meals or Lodging Furnished for the Convenience of the Employer – For more see below
· Only includes lodging or meals.  

· Cannot be cash, 

· Must be on the business premises

· Must be a condition of employment

· § 132 – four areas and their requirements.  Limit on discounts.  Taxed to employee even if he or she does not receive them.  

§ 119 Meals or Lodging Furnished for the Convenience of the Employer
· (a) Meals and lodging furnished to employee, spouse, dependants, pursuant to Employment – Meals or lodging are excluded form GI if for the convenience of the employer, but only if:

· (1) For meals – if they are furnished on the business premises of the employer

· (2) For lodging – If the employee is required to accept the lodging on the premises as a condition of employment 

· Note – If it works for the employee, then it works for the family.  

· (b) Special Rules – For purposes of sub (a)
· (1) Provisions of employment contract or state statute not to be determinative – In determining if meals or lodging are provided for the convenience of the employer employment contracts or state statutes fixing terms of employment are not determinative as to whether they are intended as compensation.

· (2) Factors not taken into account with respect to meals – In determining if meals are provided for the convenience of the employer, the fact that a charge is made for the meals, and the fact that the employee may accept or decline meals, shall not be taken into account

· (3) Certain fixed charges for meals:
· (A) In general – If:

· (i) Employee is required to pay periodically a fixed charge for meals, and

· (ii) Meals are furnished by the employer for his own convenience

There call be excluded from employee’s GI an amount equal to the fixed charge

· (B) Application of Sub (A) – It shall apply

· (i) Whether employee pays the fixed charge out of compensation or his funds

· (ii) Only if employee is required to make the payment whether he accepts or declines the meals.

· (4) Meals furnished to employees on premises where most employees’ meals are provided – All meals furnished on the business premises of an employer shall be treated as furnished for the convenience for the employer if more than half of the employees are given meals furnished for the convenience for the employer.  

· (d) Lodging furnished by certain education institutional to employees – 

· (1) In general – For an employee of an educational institution, GI shall not include the value of qualified campus lodging furnished to such employee during the taxable year.

· (2) Exception in cases of inadequate rent – Sub (1) shall not apply to the extent of the excess of:

· (A) The lesser of:

· (i) 5% of appraised value of the qualified campus lodging, or

· (ii) The average of the rentals paid by individuals other than employees which are comparable to the qualified campus lodging, over

· (B) The rent paid by the employee for the qualified campus lodging during the year.

· (3) Qualified Campus Lodging – For purposes of this subsection, the term “qualified campus lodging” means lodging to which sub (a) does not apply and which is:

· (A) Located on or in the proximity of a campus of the educational institution

· (B) Furnished to the employee, souse, dependents by the institution as his residence

· (4) Education Institution – Basically colleges, and other educational institutions

· § 1.119-1:
· Subsection (a):
· (2)(i) Meals Furnished without a charge – Meals furnished without a charge will be regarded as for the convenience of the employer if such meals are furnished for a substantial non-compensatory business reason of the employer.  

· Meals furnished for a substantial non-compensatory reason will be for the convenience of the employer even though for a compensatory reason in the particular case. 

· Look at the surrounding circumstances to determine if it is compensatory or not

· (2)(ii) Examples of Non-compensatory reasons – Includes meal during working hours to have employee on-call for emergency reasons (see for more), meals on premises since employee must have short meal time (30 or 40 minutes) but cannot be because employee leaves earlier in the day due to short lunch, on premises because employee could not get to another meal location within a reasonable time, employer is a restaurant, see regulation for more

· (3) Meals furnished with a charge –  Meals will not be regarded as furnished for the convenience of the employer if employee must pay and has the choice to eat accept or not.  If meal is taken form employee’s pay whether he agrees or does not, then it is excludable

· Subsection (b) – Amounts of lodging are excluded if three tests are met:

· (1) The lodging is furnished on the business premises of the employer
· (2) The lodging is furnished for the convenience of the employer
· (3) The employee is required to accept such lodging as a condition of his employment
· Subsection (c) Definition of on the premises – On the business premises usually means the place of employment Entertainment is a big service.  On duty for emergencies.  

· Subsection (e) – If most employees get the meals for a substantially non-compensatory purpose then other employees that do not meet this are considered to meet it and thus do not have to include it.  Now under § 119 only more than half have to meet it.  

· Notes on § 119:

· Kowalski – Established that exclusions should be had for meals and lodging

· Beneglia – Taxpayer is manager of a hotel.  To be an effective manager, you must be on the premises to solve problems.  Court agreed

· Dissent – Isn’t it a benefit even if he has to live there.  You should have to report income as to the lesser expense that he saves by not providing his own housing.  

§ 132 Certain Fringe Benefits
· (a) Exclusion from GI – GI shall not include any fringe benefit which qualifies as a:

· (1) No-additional-cost service
· (2) Qualified employee discount
· (3) Working condition fringe
· (4) De minimis fringe
· (5) Qualified transportation fringe 
· (6) Qualified moving expense reimbursement 
· Note –You start with (a)(1) since the entire amount will be excluded.

· Valuation of Fringe Benefit – It will be the FMV of the good or service.

· (b) No-additional-cost service – Any service provided by employer to employee for employee’s use if:

· (1) Such service if offered for sale to customers in the ordinary course of the line of business of the employer in which the employee is performing services, and

· (2) The employer incurs no substantial additional cost (including forgone revenue) in providing services to the employee (determined w/out regard to any amt paid by the employee)

· The discount benefit cannot cost the employer anything extra

· § 1.132-2(a)(2) – The employer must have excess capacity or the employee will not be able to exclude the discount.  The regs in says that if you received reserved seating then the employer forgoes revenue, and thus the amount is not excludable.  Usually these services are offered as standby.  

· § 1.132-2(a)(5) – It says that certain additional costs are not treated as such if incidental (Maid services, airplane peanuts and soda, etc)

· § 1.1.32-2(a)(3)  – Can also exclude amount if the service was given as a cash rebate 

· §1.132-4(a)(1)(iv) – To show more than one line of business you must provide substantial services that directly benefit more than one line 
· (c) Qualified employee discount – For purposes of this section:

· (1) Qualified Employee Discount – It means any employee discount with respect to qualified property or services to the extent such discount does not exceed:

· (A) If Property – Use the gross profit percentage of the price at which the property is being offered by the employer to customers, or 

· (B) If Services – Use 20% of the price at which the services are being offered by the employer to customers

· Note – Anything over this 20% will be income unless another provision applied

· Note: Policy for rule – Makes employees more loyal if they wear or shop at their employer’s stores.  

· Note – Reciprocal rules in sub (a) are not excludible under this subsection

· (2) Gross Profit Percentage – 
· (A) In General – The term means the percent which:

· (i) The excess of the aggregate sales price of property sold by the employer to customers over the aggregate cost of such property to the employer, is of

· (ii) The aggregate sale price of such property

· (B) Determination of Gross Profit Percentage – It shall be determined on the basis of:

· (i) All property offered to customers in the ordinary course of the line of business of the employer in which the employee is performing services ( or a reasonable classification of property selected by the employer), and

· (ii) The employer’s experience during a representative period

· Note – Take the aggregate of the price of all goods in a representative period offered to the public minus the employer’s price (Average markup).  Then you take this amount to determine what percent is excludable.  Ex: If a 30% markup, then 30% is excludable.  This is done for each separate line of business [§ 1.132-3(e)(ii)]  

· (3) Employee Discount Defined – It means the amount by which:

· (A) The price at which the property or services are provided by the employer to an employee for use by such employee, is less than

· (B) The price at which property or services are being offered by employer to customers

· (4) Qualified Property or Services – It means any property (except real property and property held for investment) or services which are offered for sale to customers in the ordinary course of the line of business of the employer in which the employee is performing services

· Not in Line of Business – Such a discount can be viewed as more than a mere bargain purchase due to the employer-employee relationship.  

· (d) Working Condition Fringe – GI shall not include any property (excluding real property or property held for investment) or services which are offered for sale to customers in the ordinary course of business as long as if the employee had paid for it himself, it would be deductible under § 162 or § 167

· Note – Cash payments to employee do not qualify, even if meant to pay for items pertinent to work.  

· (e) De minimis fringe – It means:

· (1) In general – Any property or service the value of which is (taking into account the frequency) so small as to make accounting for it unreasonable or administratively impractical.

· (2) Eating facilities – They shall be deemed de minimis if:

· (A) Such facility is at or near the business, and 

· (B) Revenue derived from such facility normally equals or exceeds the operating costs.  Thus, a certain amount of people will have to pay.  

· Requirements for the exclusion of a De minimis fringe – 

· § 1.132-6(d)(2) – There are three requirements

· (A) Occasional basis (emphasis on how frequent)

· (B) Overtime

· (C) Money

· § 1.132-6(c) – Cash payments are not excludible unless under (d)(2) above.  

· (h) Certain individuals treated as employees for purposes of sub (a)(1) and (2)
· (2) Spouse and Dependant Children – Any use by the spouse or dependant child of the employee shall be treated as use by the employee

· (i) Reciprocal benefits – If employers of small businesses swap fringe benefit (Ex: airlines and hotels) they are also excludible if the employer incurs no additional cost

· (j)(1) Exception if only benefit is to an Highly Compensated Employee
·  § 414(q) – Highly compensated employee definition

· Rule – The benefit must be available to all employees and not just the highly compensated employee.  If a non-highly compensated employee got this benefit, he or she could exclude it.  It is only limited to highly compensated employees.

· § 1.132-8 Fringe Benefit Non-discriminatory Rules – A highly compensated employee who receives a § 132(a)(1), (2), or meal benefit cannot exclude it from income unless:

· 1) It is available to all employees

· 2) The employer does not discriminate in favor of highly compensated employees

· See regulation for more
· If income Need be Reported Whose income must it be included?  

· §1.61-21(a)(4) – It is reported by the employee.  The reason why the employee includes it is because of the employment relationship that person has

Chapter 12 – Business and Profit Seeking Expenses
§ 162 – Trade or Business Expenses 

· (a) In General – Deduction for ordinary and necessary expenses incurred in carrying on a trade or business

· (1) Reasonable allowance for salaries/other compensation for personal services actually rendered

· (2) Traveling expenses (including meals and lodging other than those that are lavish and extravagant under the circumstances) while away from home in the pursuit of a trade or business

· (3) Rentals or other payments required to be made as a condition to the continued use or possession for purposes of the trade or business, of property to which the taxpayer has not taken or is not taking title or in which he has no equity.

Flush – Congress members shall be considered to be residents of their home district, but amounts spent on living expenses shall not exceed $3,000.  Residents, other than federal employees, shall not be considered temporarily away form home if for more than 1 year. 

· (m) Certain Excessive Employee Enumeration – 

· (1) In general – In the case of a publicly held corp, no deduction shall be allowed under this chapter for applicable employee remuneration with respect to any covered employee to the extent that the amount for the taxable year with respect to the employee exceeds $1,000,000

· (2) Publicly Held Corp – Pretty much a company having publicly traded stock

· (3) Covered employee – It means any employee of the taxpayer if:

· (A) Employee is a CEO, or individual acting in his capacity at the end of the taxable year

· (B) The total compensation of the employee is required to be reported to the shareholders under the Securities Act since he is one of the 4 highest compensated employees

· (4) Applicable Employee Remuneration – 

· (A) In general – The above term means, with respect to a covered employee, the aggregate amount allowable as a deduction under this chapter for the year (computed outside of the section) for remuneration for services performed by such employee (whether or not during the taxable year).

· (B) Exception for Remuneration Payable on Commission Basis – It means any remuneration payable on a commission basis solely on account of income generated directly by the individual’s performance to whom such remuneration is payable 

· (C) Other Performance-based Compensation – It shall not include any remuneration payable solely on account of the attainment of one or more performance goals, only if:

· (i) – (iii) see statute

· § 1.162-1 Business Expenses – Examples of such expenses include: management expenses, commissions, labor, supplies, repairs, operating expenses, advertising, insurance, etc

· § 1.162-2 Traveling Expenses – Must be ordinary and necessary.  If trip is for other than business purposes, such expenses cannot be deducted.  IF the trip is both business and personal, then travel expenses are only deductible if business if the primary reason for the trip.  

· § 1.162-4 Repairs – Must not materially add to the building, but must be to keep it in its normal operating condition

· § 1.162-5 Expenses for Education
· § 1.162-6 Professional Expenses – They can be deducted, including books, etc they have a short useful life

· § 1.162-7 Compensation for Personal Services – The test for deductibility in the cases of compensation is reasonableness.

· (b)(3) Assume that reasonable and true compensation is only such amount as would ordinarily be paid for like services by like enterprises under like circumstances. 

· § 1.162-8 treatment of Excessive Compensation – If the excess correspond or are similar to stockholdings, then they will be treated as dividends.  

· § 1.162-9 Bonuses – Bonuses made in good faith and for services actually rendered can be deducted if they do not exceed a reasonable amount.  

1. Expenses must be Ordinary
· Welch v. Helvering – Ordinary means a cost that is customary or expected in the life of the business.  Determined by the circumstances.  Also, they are to be distinguished form capital expenditures such as reputation or goodwill.  

· Dupont – Ordinary means usual, normal or customary.  An expense may be ordinary even though it occurs but one in the taxpayer’s lifetime.  Also, depends on the nature and scope of the business.  

· Dancer – Cost of an car accident with a delivery company is as much an expense as fuel.

2. Expenses must be Necessary
· Welch – Necessary means appropriate and helpful.  The court will be slow to override the judgment of a business person regarding the necessity of any costs incurred.

· Palo Alto Town & Country Village – The determination of necessity is a factual determination

A. Reasonable Salaries
· § 162(a)(1) – Only reasonable salaries may be deducted

· Why would Corps pay unreasonable salaries?  Usually some relation exists between owners and employees.  Ex: Relative-employee relationship, majority stockowner and CEO, etc

· Ellliots – The relevant inquiry is whether an inactive independent investor would be willing to compensate the employee as he was compensated.  

· Factors to Determine Reasonableness (No single factor is determinative):

· 1) Position held, 2) hours and duties performed, 3) general importance of the company to the success of the corp, 4) comparison with other similarly situated employees at other businesses, 5) size/complexity of the corp, 6) existence of a potentially exploitable relationship between the corp and its employers, 7) existence of a bonus system that distributes most or all of its pre-tax earnings to employees

· § 162(m) – Disallows a deduction for salary beyond $1,000,000.  

B. Public Policy Considerations
· Tank Truck Rentals – The test for non-deductibility always is the severity and immediacy of the frustration resulting form the allowance of the deduction (Deduction can’t take the sting out of the penalty)

· § 162 – Disallows deductions for certain fines, penalties, bribes, and antitrust payments  

C. Lobbying Expenses
· § 162 – Disallows deductions incurred with influencing legislation or any direct communication with a covered executive branch official 

3. Carrying on a Trade or Business
· Trade or business:

· Groetzinger Test – To determine if something is a trade or business the taxpayer must be involved in the activity with regularity and continuity and the taxpayers primary purpose for engaging in the activity must be for income or profit.

· Note – Depends on the facts of the case.   

· Note: § 165(d) – Losses from wagering can be deducted only to the extent that you have gain. 

· Note – Sporadic activity will not qualify as a trade or business

· Carrying On:

· Richmond Television Corp – Distinction between pre-opening or start-up costs /operating costs of a business.  

· § 195 Start-Up Expenditures / Amortization of Certain Pre-Operations or Start-Up Costs:

· (a) Capitalization of Expenditures – Except as provided in this section, no deduction (meaning immediate deduction, but capitalization may be allowed) shall be allowed for start-up expenditures

· (b) Election to Amortize:

· (1) In general – Start-up expenditures may be treated as deferred expenses and may be deducted over a minimum of 60 months, but not all at once.  

· Note – Amortized beginning the month the business starts.  The 60 months begins when the business starts.  

· (2) Dispositions before close of amortization period – If the trade or business is disposed of by the taxpayer before the end of the period in which (1) applies, any deferred expenses attributable to the trade which were not allowed as a deduction under this section may be deducted to the extent allowed under § 165.  

· Note –If the business never opens, expense can never be deducted.  Statute uses 60 and not 5 years because the deduction starts the month the business begins.

· (c) Definitions

· (1) Start-Up Expenses – It means any amount:

· (A) Paid in connection with:

· (i) Investigating the creation or acquisition of an active tade or business, or

· (ii) Creating an active trade or business, or

· (iii) Any activity engaged in for profit and for the production of income before the date on which the active trade or business begins, in anticipation of suck activity becoming an active trade or business

· (B) Must have been a deductible expense if an existing business used it.

· (2) Beginning of Trade or Business
· (A) In general – When a business begins depends on the regulations

· (B) Acquired trade or business – It shall begin when the taxpayer acquires it

· (d) Election
· (1) Time for making election – Election under (b) shall be made no later than when taxes are due

· (2) Scope of election – 
· Application of the Carrying On Requirement to Employees:

· Legislative History – It says that § 195 is not meant to apply to employees

· Business of Being an Employee (Primuth) – In the business of being an employee.  One of the main categories of this is job seeking.  Being a corporate executive is a trade or business.  

· Requirements – You must already be in the trade or business.  

· Scope – The scope of an employee’s trade/business is critical in evaluating deductibility

· Rockefeller – The court says that being governor is different than being vice-president.  This case discusses the specificity required.  Also, there was lack of continuity.  

· G/R – If your intention is to stay in the same trade or business.  The IRS has drawn a line at one year.  This may not stand a challenge, but it is currently the law.

· § 1.162-2(b)/ Revenue Ruling  – The expenses are deductible if they are primarily for job-seeking

· Look at the time you are using for sightseeing and time spent for job-seeking 

· Expenses that are clearly for job-seeking are always deductible even if the trip was primarily for sightseeing

Deductions in § 212
· In the case of an individual, there shall be allowed as a deduction all the ordinary and necessary expenses paid or incurred during the taxable year:

· (1) For the production of income

· (2) For the management, conservation, or maintenance of property held for the production of income, or

· (3) In connection with the determination, collection, or refund of any tax

· Important for lawyers because clients can deduct legal services that involve tax issues

· Investing: Passive v. Active – The distinction between the two is hard to make
· Passive (Higgins) – The court said that investing is not a trade or business.  He was seeking permanent investments.  

· Active (Groetzinger) – Case involved active trading.  This is unlike Higgens was not actively trading to get cash out on a daily basis.

· Note – A deduction under 212 is below the line, while § 162 is above the line.

· § 62 AGI Defined – 

· (a)(4) Says § 212 if they are attributable to rents or royalties.

· § 67 2% Floor – Misc deductions are allowed only to the extent that they exceed 2% of AGI.  

· Lists non-misc deductions

· Expenses and Deductibility

· §1.212-1(f) Non-Deductible Expenses – It contains items that are not deductible

· Safe deposit box – It cannot deduct this if personal items are in it.  If only used for stock certificates then maybe deductible.  If used for personal items then it is a personal expense and thus, not deductible.  

· Tax free bonds – Not deductible.  This is because the income is tax-free.  Since the income is not taxable, the expenses are not deductible.

· Accountant and Lawyer fees in determining if items are deductible – You can deduct these

Chapter 13 – Capital Expenditures
§ 263 Capital Expenditures
· (a) General Rule – No deduction shall be allowed (this means no immediate deduction, and not no deduction at all) for:

· (1) Any amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate.  This paragraph shall not apply to: 

· (A) – (E) Don’t worry about 

· (2) Any amount expended in restoring property or in making good the exhaustion thereof for which an allowance is or has been made.

Notes
· Capitalization – If you cannot deduct immediately, you may be able to depreciate the property.  

· Added to Basis – If you cannot deduct now or cannot even depreciate the property, you can at least add the amount to basis.

· § 161 Allowance of Deductions – In computing taxable income under § 63, there shall be allowed as deductions the items specified in this part, subject to the exception provided in part IX (Including section 263).  Thus, § 263 is an exception to § 162.  

· Note - If § 263 applies then § 162 does not.  This is because this section states so.  

· Starting Point is Capitalization (INDOPCO) – Latest SC decision on capitalization

· 1) Does the expense have significant benefits beyond the current year?  

· If yes, then it must be capitalized.  Look at the benefit actually received.  

· Note (Lincoln Savings) – It is enough if it created a separate asset, but this is not the complete definition.  

· 2) Is there an overall plan or merely an incidental repair?

· Incidental repair – Deductible

· Overall Plan – Not deductible

· 3) If Deduction allowed – It still must fall within § 162

· Only done once so how is it ordinary and normal expense.  Look at the big picture of businesses having to do this now and against.  

Examples
· Painting an Apartment vs. Painting entire apartment complex: 

· § 1.162-4 – Incidental repairs that neither add to the values of the business, or that keep it in the normal operating condition are allowed

· Painting entire building – It is not incidental.  Since there is an overall plan it must be capitalized.  

· Circular Rule – IRS ethical rules require that in order to take a position on a return you must have at least a 30% probability that you will prevail.  

· IRS publication – Inside and outside painting is repair and is deductible.  

· Patching a roof vs. replacing a roof:

· Keeps in ordinary operating condition  

· § 1.263(a)-1(b) – Distinction between repair and replacement

· Adapting property to a new use, then it must be capitalized.  Maintenance does not qualify as a new use.  

· Patching is a repair.  Replacing the roof may have to be capitalized.  

· Tax Court – Roof replacement prolongs the life of the building and thus must be capitalized.  It can be added to basis.  

· Midland Empire – Deduction was allowed this year.
· Deduct oil-proofing the basement.  Work could not be continued without the improvement.  All the improvement did was allow them to continue operations in the same way as before.  

· Advertising expenses

· § 1.162-1(a) – Advertising is included as an ordinary and necessary business expense

· § 1.263(a)-1(b) – Generally advertising is deductible in the current year.  

· RJR Nabisco – Distinguish cost of developing advertising and cost of executing advertising.  

· Reg – Talks about goodwill, etc and those are aimed at a future benefit and the reg allows them to be deducted.

· Exception – In unusual circumstances advertising may have to be capitalized.  Ex: Gas Co. trying to promote all gas homes.  Ex: Billboard since it is a tangible asset.

· New washer and Dryer – 

· § 1.263(a)-2(a) – Life substantially beyond one year must be capitalized.  

· Wages paid to a person constructing something

· Rule – Wages must be capitalized if they are allocable to a capital asset

· Idaho Power – Co. uses equipment to build things and use them for regular maintenance and repairs.  Can depreciation be used against the equipment or must it be added to the basis of the buildings that they build.  

· Equipment has a depreciable life of less than buildings.  Maybe deduction is 1/30 of the cost instead of 1/10 of it.  Taxpayer wants it to go against the equipment.  

· Basis – Depreciation allocable to a capital asset must be added to the property and depreciated accordingly.

· Mt. Morris – He should have done it in the first place.  He knew that he was going to have to build a drainage system.  Part of the original acquisition.  

· Distinguish Midland Empire – Foreseeability.  In Midland the problem occurred later.  Here the drainage problem existed before the drive in was built.  

· Note – Many provisions that allow immediate deductions exist.  Congress passed for policy reasons.  

· Legal fees/Litigation Expenses –

· Authority for the argument that litigation expenses are immediately deductible.  However, if there is authority that the expenses are capital expenses then they trump this authority.  

· § 1.265(a)-2(c) – Expenses of defending title is a capital expense. 

· Woodward – The test is that if the taxpayer’s primary purpose is to defend or perfect title, then it is a capital expense.  

· Fight is about what the price is for the purchase of the minority shares.  This is referring to the costs involved in the litigation.

· Court said that these expenses were incurred during acquisition and thus they are costs involved in purchasing capital assets which are treated as capital assets and must be capitalized.  

· Test – Was the origin of the litigation over the acquisition of the stock?  

· It not only includes costs of acquisition that it also includes costs of disposition.  

· Three things that can happen

· Immediate deduction

· Capitalize 

· Can’t depreciate it, thus you can add it to basis.  

· Fire sprinkler expenses

· § 162(a)(3) Rentals are included.  IRS will argue that this is disguised acquisition.  Intention at the beginning of the lease that Rich buy the apartment building.  Thus, they probably must be capitalized (Supported by Estate of Starr 9th Cir.)

Chapter 14 – Depreciation
§ 167 Depreciation (Today this is known as cost recovery deductions)
· (a) General Rule – There shall be allowed as a deprecation deduction a reasonable allowance for the exhaustion, wear and tear (including a reasonable allowance for obsolescence):

· (1) Of property used in the trade or business, or

· (2) Of property held for the production of income.

· Note – Depreciation cannot be taken unless it falls under this rule.

· Analysis:

· Is the item depreciable?  

· Is it used in her trade or business or in the production of income?

· Is it subject to wear and tear?

· Depreciation Schedule – See table

· Items Not Depreciable:

· Land – Land is not depreciable.  Not specifically said, but not allowed anywhere in the provision.  

· Revenue Ruling 68-232 – Generally, art works cannot be depreciated.  Policy – they don’t wear out over life.  Art works do not have a determinable useful life.  The old ruling said that art works go up in value over their life.  

· Two Views on Items that Can be Viewed as Start Works or Property Used in Trade

· Simon – Violin Bows

· Rule – In order to depreciate the items 1) must be used in the individual’s trade or business and 2) be subject to wear and tear.  

· Note – It does not matter that the item has independent value in the antique market.  Rely on legislative history.  Congress does not want the courts to discuss the separate non-business value of items.  

· Liddle (Dissent) – Viol (ancient bow)
· Rule – In order to depreciate the item there is a determinable useful life.  The taxpayer must show that at some point the item is useless, though the exact life need not be shown.

· Read two cases as consistent – The bows are subject to wear and tear, while the viol was not.  The bows had not been used their entire life, but show wear.  However, the viol had been played most of its life and shows little wear. 

· § 1.167(a)-2 – Cannot depreciate inventory held primarily for the sale to customers 
· Revenue Ruling 89-25 – Car dealers temp using cars as models cannot depreciate them since they are still holding them primarily to sell.  Same reasoning applies to model homes.  Why not allow depreciation?  They will get the cost back in the sale.  Subtract basis from AR.  

§ 168 Accelerated Cost recovery System
· (a) General Rule – Except as otherwise provided, the depreciation deduction provided in § 167(a) shall be determined using:

· (1) Applicable Depreciation Method

· (2) Applicable Recovery period

· Note – Prescribed life for different types of equipment.  Congress, for policy reasons, accelerated cost recovery (spur the economy).

· MACRS – Current system.  The default is seven years.  

· ARCS – The default was five years

·  (3) Applicable Convention

· (b) Applicable Depreciation Method

· (1) In general – Except as provided in sub (2) & (3), the applicable depreciation method is:

· (A) The 200% declining balance method (Note – This is the fastest method) 

· § 1.167(b)-2(a) Definition for declining balance.  The rate shall not exceed twice the straight-line rate.  You apply the rate to the unrecovered cost for the year.  The unrecovered cost is adjusted for depreciation each year.  

· Original cost basis – 25,000.  Multiplied by 40%, but we first must look at the convention

· (2) 150% Declining Balance Method – This method shall be used instead of 200% method for:

· (A) Any 15-year or 20-year property 

· (B) Any property used in a faming business

· (C) Any property other than that in sub (3) that the taxpayer elects to have 150% apply instead of 200%

· Note – You can always go slower, but the statute tells you the fastest method that you can use

· (3) Straight-Line Method – For the following property straight-line if the applicable method:

· (A) Non-residential real property

· (B) Residential real property

· (C) Any RR grading or tunnel base

· (D) Any property that the taxpayer elects to have straight-line apply instead of 150%

· (4) Salvage value is zero 
· (c) Applicable recovery Period 
· It lists the year for different types of property.  Mostly: 

· 3-year property – 3-year applicable recovery period, and 

· 20-year property – 20-year applicable recovery period, etc

· (d) Applicable Convention – 

· (1) G/R – Except as provided in this section the applicable convention is the half-year convention

· (2) Real Property – Applicable convention is the mid-month convention

· (3) Special rule: Substantial property placed into service e during last 3-months of the year
· (A) In general – If during any taxable year:

· (i) The aggregate bases of property to which the section applies placed in service during the last 3 months of the taxable year, exceed

· (ii) 40% of the aggregate bases of property to which this section applied placed in service during such taxable year,

Flush – The applicable convention for all property to which this section applies shall be the mid-quarter convention

· (B) Certain property not taken into account – There shall not be taken into account

· (i) Any non-residential real property, residential rental property, and RR 

· (ii) Any other property placed in service and disposed of during the same taxable year

· § 1.46-3(d)(1)(ii) Definition: Placed into service – It means placed in a condition or state or readiness and availability for the specifically assigned function. 

· (4) Definitions – 
· (A) Half-year convention –It treats all property placed into service (or disposed of) during the year as placed in service on the mid-point of such taxable year

· (B) Mid-month convention – It treats all property placed into service (or disposed of) during any month as placed in service on the mid-point of such month

· (C) Mid-quarter convention – It treats all property placed into service (or disposed of) during any quarter as placed in service on the mid-point of such quarter

· (e) Classification of Property – It shows recovery period if you know the class life of the property

· (1) In general – Contains a table:  Make sure to look up

· (2) Residential rental or non-residential real property – 

· (A) Residential Rental Property – It means any building or structure if 80% or more of the gross rental income for the year is rental income from dwelling units 

· (B) Non-residential Real Property – It is not residential property or property with a class life less than 27.5 years 

· (3) Classification of certain property – It lists certain types of property and their recover period 

· (f) Property to which this section does not apply – It lists types of property this section does not apply

· Notes on Numbers to Use During Calculations:

· Using the Statute – When using this statue you will adjust the property’s basis after each year before calculating the depreciation.

· Using the Tables – When using the tables you use the unadjusted original amount to calculate depreciation.  Tables are located on 302-305

· Notes – Basis is reduced even if the depreciation deduction is not taken.  

§ 179 Election to Expense Certain Depreciable Business Assets
· (a) Treatment as Expenses – A taxpayer may elect to treat the cost of any section 179 property as an expense which is not chargeable to capital account.  Any cost so treated shall be allowed as a deduction for the taxable year in which the section 179 property is placed in service.

· (b) Limitation – 

· (1) Dollar limit – Take the aggregate cost for all assets and you can expense the following amount corresponding to the taxable year.  It includes the total amount for the year, not per asset.

· 1997 – 18,000

· 1998 – 18,500

· 1999 – 19,000

· 2000 – 20,000

· 2001/02 – 24,000

· 2003 + – 25,000

· (2) Aggregate property limit – You must reduce the limit for any taxable year the amount that the total property exceeds 200,000.  (Ex: Yr 2000 and property is 210K, so only 10K can be taken)   

· (3) Limitation Based on Income from Trade or business:
· (A) In general – The amount allowed as a deduction shall not exceed the aggregate amount of taxable income of the taxpayer for such taxable year which is derived form the active conduct by the taxpayer of any trade or business during such taxable year

· (B) Carryover of disallowed deduction – The amount allowed as a deduction under (a) shall be increased by the lesser of:

· (i) The aggregate amount disallowed under sub (A) for all prior years

· (ii) The excess (if any) of:

· (I) The limitation of ¶ (1) and (2) (or if lesser, the aggregate amount of taxable income referred to in sub (A)), over

· (II) The amount allowable as a deduction under sub (a) for such taxable year without regard to the subparagraph

· (C) Limited to Income in trade or business – Compute active income.  Limited to the income made in her trade or business.  It is not limited to income produced in the trade that the property was placed in service for.

· (4) Married Individual Filing Jointly
· (c) Election – An election under this section shall specify the items of § 179 property to which the election applies and the portion of the cost of each of such items which is to be taken into account, and be made on the taxpayer’s return.

· (d) Definitions and Special Rules

· (1) Section 179 Property – Any tangible property to which § 168 applies (can be depreciated) which is § 1245 (subject to § 167) property and which is used actively in the trade or business.  

· § 1.179-1(e) Predominant Use – Property will be treated as not used predominantly in a trade or business of the taxpayer if 50% or more of the use is not for trade or business of the taxpayer.

· Note – § 179 is an additional deduction over and above § 168.  So a § 168 deduction can also be had.  

· Note – Important: Relationship of Debt to depreciation – Cost basis is the starting point.  Acquisition debt is added to basis, including loans used to acquire the property.  You are getting the deductions before you pay for the property.  

· Note – Property used for personal use – Cannot depreciate.  Also, loss cannot be deducted.  However business losses can be deducted.  

· Note – You switch to straight line when the deduction would be higher.  Table on 301 shows this in year 4-6 for 5-year property.  

· Note – Carry over – If you cannot use it because you don’t have enough income, then the deduction can be carried over into the next year

Chapter 15 – Losses and Bad Debts
§ 165 Losses
· (a) General Rule – Losses sustained in the taxable year can be deducted

· (b) Amount of deduction – For purposes of sub (a), the basis for determining the amount of the deduction for any loss shall be the adjusted basis provided in § 1011 for determining the loss form the sale or other disposition of property

· Note – The loss deduction is limited to the AB of the property in question 

· (c) Limitation on losses of Individuals – The deduction shall be limited to:

· (1) Losses incurred in a trade or business – AKA the business profit requirement

· (2) Losses incurred in any transaction entered into for profit, though not connected with a trade or business 

· Note – What is the dominant motive for acquiring the property?  The taxpayer’s primary purpose will be controlling

· Gervirtz – When the acquisition is not used for profit, it is abandoned as the motive.  

· Personal/Business Use – Possible to use property for both business and personal reasons – If you do this you must allocate a percentage between the two and can deduct for the percentage used for business.

· Note – Can only deduct if holding for the production of income 

· Newcombe – an offer for sale could have converted the property to “property for the production of income” if the taxpayer establishes that he was seeking to realize “post-conversion appreciation” in the value of the property.   

· (3) Except as provided in sub (b), losses of property not connection with a trade or business or transaction entered into for profit, if such losses arise form firs, storm, shipwreck, or other casualty, or from theft. 

· § 1.165-1(b) – A loss must be evidenced by closed and completed transactions, fixed by identifiable events, and actually sustained during the taxable year.  A sale or exchange fixes the loss.

· (d) Wagering losses – They are allowed only to the extent of gain
· (e) Theft losses – Loss from theft is treated as sustained during the taxable year in which it is discovered

· (f) Capital losses – See chapter 31, infra.  Limited to amount of gain

· (g) Worthless Securities
· (1) Is a security which is a capital asset becomes worthless it is treated as a sale or exchange 

· Note –Worthlessness is determined by looking at all the facts and circumstances.  

· (h) Treatment of casualty gains and losses:
· Note – Losses Treated as Below the line deductions 

· § 1.165-2 – Obsolescence or permanent abandonment of property may give rise to a loss deduction.
· Note – Related party sales or exchanges are disallowed.
§ 166 Bad Debts
· Analysis – 

· 1) Bona Fide Debt –

· § 1.166-1(c) Bona Fide Debt Required – Only a bona fide debt qualifies for § 166.  It is a debt that arises form a debtor-creditor relationship based upon a valid and enforceable obligation to pay a fixed or determinable sum of money.  

· 2) Worthlessness – The debt must be “bad.”  Forgiveness of a debt may be treated as a gift rather than a bad debt.   

· § 1.166-2(a) – We must consider all pertinent evidence to determine worthlessness.  

· 3) Business or non-business Debts:

· Non-Business Debts are only deductible if wholly worthless.  If there is a tiny fraction of the debt that will be recovered, then it is not worthless.  Even If non-business debts are deductible they are only deductible as STCL.  

· Business Debt – The loan must bear a proximate relationship to the taxpayer’s trade or business.  The business motive must be dominant in order for the debt to be characterized a s a business debt.

· 4) Amount Deductible – It is limited ot the debt’s AB

· (a) General Rule – See note on Bona fide debt requirement

· (1) Wholly Worthless Debts – There shall be allowed as a deduction any debt which becomes worthless within the taxable year 

· (2) Partially Worthless Debts – When satisfied that a debt is recoverable only in part, the secretary may allow such debt, in an amount not in excess of the part charged off within the taxable year, as a deduction

· (b) Amount of Deduction – For purposes of sub (a), the basis for determination the amount of the deduction for any bad debt shall be the adjusted basis provided in § 1011 for determining the loss form the sale of other disposition of property 

· (d) Non-business Debts
· (1) General Rule – In the case of a taxpayer other than a corporation

· (A) Sub (a) shall not apply to any non-business debt, and

· (B) Where any non-business debt becomes worthless within the taxable year, the loss resulting therefrom shall be considered a loss from the sale or exchange, during the taxable year, of a capital asset held for not more than 1 year.

· (2) Non-business Debt Defined – For purposes of paragraph (1), it means a debt other than:

· (A) A debt created or acquired (as in the case may be in connection with a trade or business of the taxpayer, or

· (B) A debt the loss from the worthlessness of which is incurred in the taxpayer’s trade or business

· Note – Taxpayer must show that the debt is totally worthless

· Note – Type of deduction: Only short-term capital loss (least desirable deduction) 

· Short term capital loss deduction – Limited to capital gain plus $3,000

· (e) Worthless Securities – This section shall not apply to a debt which is evidenced by a security as defined in § 165(g)(2)(C)

· § 1.166-3 Partial or Total Worthlessness

· Partial Worthlessness – A deduction for this is allowed only with respect to specific debts.  

· Total Worthlessness – If a debt becomes wholly worthless, the amount thereof which has not been allowed as a deduction form GI shall be allowed as a deduction for the current year 
· Note – When both § 165 and § 166 apply, § 166 governs

Chapter 16 Travel Expenses
Overview
· Begin with § 162(a)(2) – Traveling expenses (including amounts expended for meals and lodging other than amounts which are lavish or extravagant under the circumstances) while away from home in the pursuit of a trade or business

· IRS has not been successful in showing limits for deductions that are extravagant or lavish

· Distinguish between:

· Employer paying you for meals, lodging, etc along with salary

· Having dinner while conducting business

· Police on duty until they are home

· Police eating while on duty

· § 262 – Unless otherwise provided personal expenses are not deductible.

· In this chapter we are distinguishing between what is business and what is personal.

Commuting
· § 262 – Personal expenses are not deductible 

· § 1.262-1(b)(5) – Commuting expenses are not deductible.  Policy: You choose where you live

· Commuting from One business location to Another – It is deductible

· Exception: Temporary Work Locations (Revenue Ruling 99-7) – Three Different Situations:  While commuting Expenses are not-deductible such expenses are deductible if they fall into one of the below categories

· 1) Outside Metro Area – A taxpayer may deduct daily transportation expenses incurred in going between the taxpayer’s residence and a temporary work location outside the metropolitan area where the taxpayer lives and normally works.  However, unless #2 or #3 applies, commuting expenses going between the taxpayer’s home and a temporary work location within the metropolitan area are not deductible

· 2) More than One Work Location – If a taxpayer has one or more regular work locations away from the taxpayer’s residence, the taxpayer may deduct daily transportation expenses incurred in going between the taxpayer’s residence and a temporary work location in the same trade or business, regardless of the distance.  
· 3) Home Business – If a taxpayer’s residence is the taxpayer’s principal place of business within the meaning of § 280A(c)(1)(A), the taxpayer may deduct daily transportation expenses incurred in going between the residence and another work location in the same trade or business, regardless of whether the other work location is regular or temporary and regardless of the distance.

· Definitions:

· Temporary Work Location – A work location that the taxpayer realistically expects to last for 1 year or less.  This can be rebutted by facts and circumstances that indicate otherwise

· Changed Circumstances – If at a later date the taxpayer’s expectation changes and he believes that the work location will continue for more than one year, then commuting costs can be deducted up until that point, but after the changed circumstances he cannot deduct

· Non-Temporary Work Location – A work location that the taxpayer realistically expects to last for more than 1 year, regardless of whether is actually exceeds 1 year. 

Personal/Business Trips
1. Individual without Spouse
· Personal/Business Trip – The particular facts and circumstances of each case.  The allowance will depend on the link to the trade or business.  

· Rule – The trip must be primarily business travel.  If it is then the entire amount can be deducted.  If the trip is not primarily business, but personal then nothing can be deducted.  

· § 1.162-2(d) – Discusses convention expenses – So long as there is enough business and not entirely social events then it will likely be deductible.  

2. Individual with Spouse
· § 274(m)(3) – No deduction shall be allowed for spouse expenses unless:

· 1) Spouse must be a bona fide employee of the taxpayer

· 2) Bona fide business purpose

· 3) Spouse must be able to deduct the expenses as ordinary and necessary business expenses

· Note – The deductible portion with a spouse if spouse cannot deduct is the difference in the fee with and without the spouse being there.

· Note on the Old provision – Some bona fide reason for spouse to be there, otherwise not deductible

Expenses for Meals & Lodging
· Overnight Rule (Correll) – This rule said that the stop must be of such duration or nature that the taxpayers cannot reasonably be expected to complete the round trip without being released form duty.  

· Important Note – The court said that the statute says meals and lodging not meals or lodging.  They are one package

· Duplicate Cost (Policy for Deduction) – Lodging is a duplicate cost since you also are paying for your regular home.  However, with meals you are not incurring such a duplicate cost

· Meals – There are two limits on meals

· § 262(a)(2) – The meals cannot be lavish and extravagant meals

· § 274(n)(1) – The deduction for meals is limited to 50% of the cost.  

Reimbursed Employee Expenses 

· Two Types of Plans:

· Accountable plan – Here the only expenses reimbursed are those expenses that are deductible to the employee.  

· § 1.62-2(c)(5) – If it is an accountable plan then the reimbursement is not in income.  Thus, you also do not get the deductions either.

· Three requirements for the plan:

· 1) Only reimburse deductible expenses

· 2) Proper substantiation – Employee provides receipts, etc.  Per diem exception applies 

· 3) Employee must be required to return anything in excess, 

· Note – The per diem exception applies

· Non-accountable plan – Here the expenses reimbursed are not limited to those expenses that are deductible to the employee

· Rule – Such reimbursements must be reported as income.  However, you will also be able to deduct the expenses that qualify.  

· Note – It is deductible below the line and it is a misc deduction (2% floor).  

· § 62(a) above/below the line: List

· (1) Trade or business expenses unless employee business deduction

· (A) Reimbursement is above the line

· (C) Reimbursement is not above the line unless accountable plan

· § 67 – This section list items that are not misc itemized deductions

· Employee expense deductions are not listed and thus are misc.  

Away From Home
· Definition of “Home”:

· IRS – Home within the meaning of § 162(a)(2) is the taxpayer’s principal place of business

· Rev Ruling – Where is the principal post of work (Tax Home)

· Your home is your home that is closest to your principal place of business.  

· 2d Cir (Rosenspan) – Home was meant to have its ordinary meaning that an ordinary person would understand.  

· This definition has the effect of placing an emphasis on the business necessity of incurring travel expenses 

· Case – Not home on the road 365 days a year.  Court said that he was an itinerant (no tax home) and had no home to be away from.

· Two Places of Work (Two Homes) – 

· Rule (Andrews) – Cannot have two tax homes because the rule it to avoid duplicate costs.  

· Rule (Hantzis) – You must have a business reason for the travel and lodging expenses.

· Analysis – Look at the following factor to determine a taxpayer’s primary residence

· 1) Look at the length of time he spent in each location.  It is ordinarily determinative.  

· 2) Financial return at each location

· Duplicate Costs:

· Lodging – Whether or not there are duplicate costs is determinative, otherwise the policy is not met.

· Meals – Duplication is not required.  John can argue that meals should be deductible, but meals and lodging usually go together.  

· Transportation – You must show that lodging is deductible.  If you do then you have shown that you have only one tax home and thus transportation is deductible.  If you show this, then transportation is likely deductible
· Temporary Work (See also discussion, supra) – 
· § 162(a) Temporary Work – Taxpayer will not be treated as being temporarily away from home during any period of employment if such period exceeds one year.  
· Policy – If you are working for more than one year, then you should move there.  It is a personal choice to live far away and commute.  

· Time Frame (Revenue Ruling 93-86) – If you expect to be there less than a year, then the expenses are deductible.  Once that expectation changes, they become non-deductible.  

· Rule (Henderson) – James Quote – The burden exists and the taxpayer must show that he has ongoing expenses at his “home.”  

· Note – Looking for work while at home is not enough.  However, it is uncertain how much is enough.  

· Distinguished from Hantzis (Dissent) – Henderson cannot move closer to his work, since his business is mobile.  He has much more expense because he must travel.  

Chapter 31 – Capital Gains
§ 1221 Capital asset defined 

· (a) In general –  This definition defines capital asset by what it is not.  Capital asses means property held by the taxpayer, but does not include the following:

· (1) Inventory primarily held for the sale to customers in the ordinary course of business – It includes stock in trade or other property

· Factors to Determine if held “primarily for sale” in his trade or business

· 1) Taxpayer did substantial improvements, future: he is planning more sales

· 2) Differentiate between profits and losses from business and the amount accrued over a substantial period time – Short term holding might be deemed as for sale in the course of business 

· 3) Some weight to the original purpose in holding the property but the primary weight is on the purpose at the time of sale

· 4) How frequent and substantial are the sales

· 5) Promotion activity of the taxpayer – Note: lack of such activity is not enough

· Example (Bynum) – He held the lots as maybe 5% of his trade.  This was enough for it not to be held as a capital asset.  

· NOTE – It is all or nothing.  If not capital, then ordinary.  Court says that it makes sense to divide up the property between capital and ordinary, but that is not the case.

· NOTE: § 1237 Real Property Subdivided for Sale – Passed in response to farmers subdividing.  Commentators say it is not a good solution.

· Hold at least 5 years and no substantial improvements.  It lists substantial improvements

· If held over more than 10 years then more substantial improvements are permitted.  

· If subdivide then the first 5 lots get capital treatment, after than 5% of the sales price is included as ordinary income, but the other 95% gets capital asset treatment.  

· (2) Property, used in his trade or business, or a character which is subject to the allowance for depreciation provided in § 167, or real property used in his trade or business 

· § 1231 – Exceptions to many of these items (See infra).  It says that after gain is netted then if there is gain then it is capital, but if it is a loss then it is ordinary (best of both worlds) 

· (3) A copyrights, literary, musical, or artistic composition. A letter or memorandum, or similar property
- See section for more

· (4) Accounts or notes receivable (commercial paper) acquired in the ordinary course of trade or business for services rendered for form the sale of property described in sub (1) 

· (5) A publication of the US Gov’t received by agencies not by sale, etc – See section for more

· (6) Any commodities derivative financial instrument held by a commodities derivatives dealer

· (7) Any hedging transaction which is clearly identifies a such before the close of the day on which it was acquired, originated, or entered into

· (8) Supplies or anything used in your trade or business is probably not included as a capital asset.

· (b)(2) Hedging transaction
· (A) In general –It means any transaction entered into by taxpayer in the normal course of his trade or business primarily:

· (i) To manage risk of price changes or currency fluctuations with respect to ordinary property which is held or to be held by the taxpayer

· (ii) To manage risk of interest rate or price changes or currency fluctuations with respect to borrowing made or to be made, or ordinary obligation incurred or to be incurred, by the taxpayer

· (iii) To manage such other risks as the regulations provide 

§ 1222 Other Terms Relating to Capital Gains and Losses
For purposes of the subtitle:

· (1) STCG – Means gain from the sale or exchange of a capital asset held for not more than 1 year, to the extent such gain is taken into account in computing gross income

· (2) STCL – Means loss from the sale or exchange of a capital asset held for not more than 1 year, to the extent such gain is taken into account in computing gross income

· (3) LTCG – Means gain from the sale or exchange of a capital asset held for more than 1 year, to the extent such gain is taken into account in computing gross income

· (4) LTCL – Means loss from the sale or exchange of a capital asset held for more than 1 year, to the extent such gain is taken into account in computing gross income

· (5) Net STCG – Means STCG minus STCL for the year 

· (6) Net STCL – Means STCL minus STCG for the year

· (7) Net LTCG – Means LTCG minus LTCL for the year

· (8) Net LTCL – Means LTCG minus LTCL for the year

· (9) Capital Gain Net Income – Means excess of gains form sales or capital assets over the losses form such exchanges

· (10) Net Capital Loss – Means the excess of losses over the sum allowed in § 1211

· (11) Net Capital Gain – Means the formula Net LTCG minus STCL

· Sale or Exchange Requirement:

· Several provisions state when a sale or exchange has occurred of a particular asset

· Kenan – Issue: Does the trust have to report gain when it sold stock at a gain?  

· There was an exchange.  They are being released of the obligation to pay the beneficiary for the property.  

· Exchange when you forfeit property, or give the deed in lieu 

Analysis – Calculation of Capital Gain 

· § 1222(11) – Net capital gain formula

· (LTCG – LTCL = Net LTCG) minus (STCL – STCG = Net STCL) = Capital Gain

· Steps to follow:

· 1) Ask if it is a capital asset?  Is it deductible under § 1222(2)?

· Does it come within an exception?  If yes, then it is not capital gain

· 2) Separate ST and LT and CG and CL.

· ST – Property held for less than one year

· LT – Property held for longer than one year

· 3) Is it deductible?

· Ex – Personal losses are not deductible 

· 4) Two Situations:

· Gain more than loss – Compute using Net Capital Gain Formula above

· Loss more than gain – Skip Net Capital Gain Formula and go to loss provision

· Are the losses deductible under § 1211(b) Looses are only allowed only to the extent of the gain.  

· 1) An additional 3,000 can be deducted if you have that much additional loss over gain.  

· If total loss is greater than total gain, then the above formula need not be used.  Go to § 1211.

· 5) What rate must be applied?  20% or 28%

· 28% Category – § 1(h)(5) & (6)(A) apply to collectibles referred to in § 408(m) includes artwork.  They are subject to the 28% tax rate.  

· Artwork – Only purchasers get capital gain treatment.  The creator does not get such treatment, nor does the person who gets it by gift from the creator 

· 20% or 10% Category: § 1(h)(4).  Gain minus the 28% gain = Adjusted net capital gain.

· 20% Category – Applies to all taxpayers not in the 15% tax bracket

· 10% Category – Applies to taxpayers in the 15% tax bracket

· Note: CG pushes Taxpayer out of 15% Bracket – If the capital gain pushes the taxpayer out of the 15%, then the amount up to the top bracket, here 6,900 gets the 10% rate, while the remaining capital gain is taxed at 20%.  

· Ordinary Income Rate – All STCG that does not offset STCL is treated as ordinary income and is taxed at the appropriate rate

· STCL as loss-reducing gain – You must allocate the loss among the 28% category and the 20% category.  Rule – The loss is allocated against the 28% property first.  (§ 1(h)(4)(A & B)

· LTCL as loss-reducing gain – Cannot use the loss against the 28% gain.  Thus, the loss reduces the amount of 20% gain.  

· 6) Compute Adjusted Net Capital Gain – Subtract Special Category Gain form Total Gain 

· If more than one rate is used then you subtract the special category gain from the total gain and this = adjusted net capital gain § 1(h)(4) and tax at 20% § 1(h)(1)(C).  The special category gain is taxed at 28% §1(h)(1)(E)

Policy for & against Preferential Treatment for Capital Gains
· For:

· 1) Gain is often due to inflation since property is held for a long period of time

· 2) Mobility of Capital could be impaired if capital gain were taxed as ordinary income
· 3) It Creates a disincentive to savings
· Against:

· 1) It creates the need for complex statutes designed to prevent taxpayers form converting ordinary income into capital gain

· 2) Requires courts and the IRS to determine if a taxpayer’s gain is capital gain or ordinary income
· 3) Such treatment could be better addressed thorugh other means
§ 1211 Limitation on Capital Losses
· (b) Other taxpayers – In the case of a taxpayer other than a cop, losses form 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:

· (1) $3,000 ($1,500 in the case of a married individual filing a separate return), or 

· (2) The excess of such losses over such gains.

· Note on Carry Over – Any loss that cannot be deducted can be carried over into the next year as capital loss.  This can be done indefinitely.  However, loss carried over is subject to provisions of § 1211.

· Example: Total Gain of 160K and Total Losses of 180K – Here there is 20K loss.  You can deduct the amount up to your gain, plus since there is more than 3K left of loss, another 3K can be deducted (and thus would offset ordinary income).  The additional 17K can be carried over into the next year.

§ 1212 Capital Loss Carrybacks and Carryovers
· (b) Other Taxpayers – 

· (1) In general – If a taxpayer other than a corp has a net capital loss any taxable year:

· (A) The excess of the net STCL over the net LTCG shall be a STCL in the succeeding taxable year

· (B) The excess of the net LTCL over the net STCG shall be a LTCL in the succeeding taxable year 

· (2) Treatment of amounts allowed under§ 1211(b)(1) or (2) – 

· (A) To determine the excess referred to in (A) or (B) in sub (1) there shall be treated as a STCG in the taxable year an amount equal to the lesser of:

· (i) the amount allowed for the year under ¶ (1) or (2) of § 1211(b), or

· (ii) The adjusted taxable income for such taxable year

· (B) Adjusted Taxable Income – For purposes of sub (A), this term means taxable income increased by the sum of:

· (i) The amount allowed for the taxable year under ¶ (1) or (2_ or § 1211(b), and

· (ii) The deduction allowed for such year under § 151 or any deduction in lieu thereof.

Chapter 37 Tax Consequences of Divorce
Introduction
· Policy – Why do you want payments treated as alimony?  To get the deduction.  

· What is happening? – Income shifting.  The receiving spouse is likely in a lower bracket and thus the other partner is shifting his income to the other partner.  The other partner is then paying less tax on it.  Thus, in the big picture less is going to the IRS.  

· Both parties like this treatment – The paying spouse will get a deduction.  The receiving spouse likes it because she will be able to negotiate for more since the giving spouse is paying less tax. 

· Deduction – It is an above the line deduction.

§ 215 Alimony, etc., Payments
· (a) General Rule – There shall be allowed as a deduction an amount equal to the alimony or separate maintenance payment paid during such individual’s taxable year

· (b) Alimony or Separate Maintenance Payment Defined – It means the payment as defined in § 71 which is includable in GI of the recipient.  Note: These two statutes must go together.  It one person deducts than the other person must include as income 

§ 71 Alimony and Separate Maintenance Payments
· (a) General Rule – GI includes amounts received as alimony or separate maintenance payments  
· (b) Alimony or Separate Maintenance payments Defined – Note: Alimony is above the line
· (1) In General –The term means any payment in cash if:

· (A) Such payment is received by or on behalf of a spouse under a divorce or separation agreement

· (B) The divorce or separation instrument does not designate such payment as a payment which is not includible in GI under this section and not allowable as a deduction under § 215

· Note – You can choose to have alimony not deductible and not included as GI

· (C) In the case of an individual legally separated form his spouse under a decree of divorce or of separate maintenance, the payee spouse and the payor souse are not members of the same household at the time such payment is made, and  
· Note – You can’t take the deduction if you continue to live together
· (D) There is no liability to make any such payment for any period after the death of the payee spouse and there is not liability to make any payment (in cash or property) as a substitute for such payment after the death of the payee spouse
· Note –Payments continuing after spouse’s death shows that it is not alimony
· Hoover –Congress is trying to get away from looking at intent.  The agreement does not have to say that payments stop at death.  Look to state law to determine.
· Webb – Large one time payment can be alimony
· Note – The IRS will not be limited to the label you put on the payments.  Ex: Just because you call it alimony does not mean that the IRS will agree.
· (2) Divorce or Separation Instrument – This term means:

· (A) A decree of divorce or separate maintenance or a written instrument incident to such a decree
· (B) A written separation agreement (Thus this does not require a divorce decree)

· Both parties must agree.  Letters will work so long as they show agreement

· (C) A decree (not described in sub (A)) requiring a spouse to make payment for the support or maintenance of the other spouse
· (c) Payments to support children

· (1) In general – Sub (a) shall not apply to that part of any payment which the terms of the divorce or separation instrument fix (in terms of an amount of money or a part of the payment) as a sum which is payable for the support of children of the payor spouse
· (2) Treatment of certain reduction related to contingencies involving child – for sub (1) if any amount specified in the instruments will be reduced:
· (A) On the happening of a contingency specified in the instrument relating to a child (such as attaining a specified age, marrying, dying, leaving school, or a similar contingency), or
· (B) At a time which can clearly be associated with a contingency of a kink specified in sub (A) 
an amount equal to the amount of such reduction will be treated as an amount fixed as payable for the support of children of the payor spouse

· (3) Special Rules where payment is less than amount specified in instrument – If any payment is less than the amount specified in the instrument, then so much of such payment as does not exceed the sum payable for support shall be considered a payment for such support.
· (f) Recomputation where excess front-loading of alimony payments – 

· (1) In general  – If there are excess alimony payments:
· (A) The payor spouse shall be allowed a deduction in computing adjusted GI for the payor spouse’s taxable year beginning in the 3rd post-separation year, and 
· (B) The payee spouse shall be allowed a deduction in computing adjusted GI for the amount of such excess payments for the payee’s taxable year beginning in the 3rd post-separation year.
· (2) Excess Alimony Payment – This means the sum of:

· (A) The excess payments for the 1st post-separation year, and
· (B) The excess payments for the 2nd post-separation year
· (3) Excess payments for 1st post-separation year – This means the amount of excess payment for the 1st post-separation year is the excess of:

· (A) The amount of the alimony paid by the payor spouse during the 1st post-separation year, over
· (B) The sum of:
· (i) The average of:
· (I) The alimony payment paid by the payor spouse during the 2nd post-separation year, reduced by the excess payments for the 2nd post-separation year, and
· (II) The alimony payments paid by the payor spouse during the 3rd post-separation year, plus
· (ii) $15,000
· Notes on Mortgage Deduction:

· § 1.71-1T(b): Q & A-6 – Alimony can include payment of rent

· Includes mortgage payments but excludes them if the payor spouse owns the home.

· Revenue Ruling 64-420 – If no benefit to ex-spouse then deductible.  If property is held as J-T then no deduction since there is still some benefit in paying the mortgage.  

· Taylor – If the agreement waives his contribution then there is some benefit.  He gets half the deduction if J-T.  

·  Notes on Child Support:
· § 71(c)(1) –Child support gets no deduction and not in GI.  The IRS will take your word for it if you call it child support since there is no benefit.

· Policy – Pre-existing familial duties

· Disguised Child Support § 71(c)(2)(B) – If the end of the support corresponds to child’s life then probably will be deemed child support and not alimony

· Q & A-18 – Presumption that timing is within child’s life.  If ends within 6 months of the child’s 18th b-day, 21st b-day, or his age of majority then presumed to be child support.  

· This is rebuttable, but the parent must show independent reasons why payments stopped that are unrelated to the child’s age.

§ 152 Dependant Defined 

· (a) General Definition – Any individual in this section

· If you provide over held support, you have the dependant 

· (b) Rules relating to general definition – See statute 

· (c) Multiple support agreements – If over half of the support of an individual for a year shall be treated as received form taxpayer if:

· (1) No one person contributed over half of support

· (2) – (4) See statute

· (d) Special support test in case of students – 

· (e) Support test in case of chilled of divorced parents – 

· (1) Custodial parent gets the exemption – If:

· (A) A child receives over half support from parents who are divorced, separated, or are apart at least 6 months a year

· (B) The child is in the custody of one or both of the parents for more than half the year

· Dependant

· § 151(c)(1)(B) Dependant is less than 19 or 24 if student

· Adult dependant if no income higher than exemption amount 

· § 1.152-4(b) 

· Person who has physical custody for more than half the year

· Non-custodial parent can still get the deduction

· By Agreement – Parents agree

· IRS will supply form  

Filing Status
· § 2(b) Definition of Head of Household

· Not married at the end of year (decree of divorce is proof)

· Maintain house which is principal place of residence of the child

· Cannot change by agreement

· § 1(c) Other Spouse – If they don’t fit into any other category

Property Transfers
· § 1041 – No gain or loss recognized in transfers between souses incident to divorce 

· Covers more than divorce covers normally married spouses at well

· One economic unit 

· § 1041(c) Incident to divorce – Within one year after divorce

· (c)(2) Related to cessation to marriages

· Gain is taxed at sale, thus this is a deferral

· Does not matter even if money is paid.  Statute only says transfers to spouse and makes not exclusion for an actual sale to spouse

· § 1.1041-1T

· Q&A-10 – Transferor – 

· Q&A-11 – transferee. Confirm Basis

· § 1041(b)(2) Rule on basis – Transferee takes transferor’s basis

· Q&A-12 – Rules apply though property may have mortgage greater than basis

Attorney’s Fees
· Itemize so that client’s know what relates to tax advice (so they can deduct)

· He cannot deduct since not cash

· Q&A-7 – Two Requirements:

· 1) Pursuant to divorce or separation agreement instrument § 71(b)(2)

· 2) Within Six yeas of the instrument
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