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I. Mechanics 
  	Gross Income (Glenshaw Glass)
- 	Exclusions
  	Gross Income
- 	§62 Deductions ("Above the line")
  	Adjusted Gross Income
- 	Personal exemptions and either Standard or Itemized Deductions
  	Taxable Income
x 	Rate (use chart)
  	Tax Liability
- 	Tax Credits
  	Final Tax Liability

Final Step: Check for Alternative Minimum Tax

II. What is Income?
§61: gross income is "all income from whatever source derived"
Glenshaw Glass Definition: "accession to wealth, clearly realized, over which taxpayers have complete dominion"
Accession to wealth
Valued in cash or fair market value of property in kind
FMV=cost between a willing seller and buyer in arms-length transaction
FMV can be determined by sale of property or appraisal
Bartered Services valued at cost to receive equal services elsewhere
Can be unequal in amount
Treat each bartered service as separate transactions
Clearly Realized
Definition: Benefit gained from the accession to wealth
Not merely accrued gain, which is any increase in value (ex. increase in home value over time)
"Realization Event" is any event that allows to taxpayer to enjoy the accrued gain (ex. sale of house that allows access to the equity for cash or other property)
Realized amount is total amount received for the asset, including any return of capital
Recognized amount is amount taxable
Dominion
Cesarini (money in piano): looked at state law to determine when taxpayer received the found money.
Claim of Right: When money/property is claimed as own, even if not legally owned (ex. money from crime, found property not returned to owner, etc.)
Haig-Simon Definition
Formula: Income = change in net worth + consumption
Application
Costs to produce income deductable: loss in change in net worth
Consumptions expenses not deductable: loss in net worth but gain in personal consumption
Capital Assets not deductable: no change in net worth or consumption
Depreciation of Capital Assets deductable: Asset becomes worth less over time
Depreciation of Personal Assets not deductable: Asset becomes worth less over time, but loss in value offset by consumption
Basis §1012
Basis is the value for the purposes of calculating taxable income
Calculated by cost to acquire property or, if not purchased, value on transfer
Can be adjusted by paying tax on appreciated value, depreciation, 
Includes total value of property, not just net equity (ie mortgage irr. for basis) Crane
Basis is reduced by any amount depreciated §1016
Specific Situations
Company-paid trip: Depends on primary purpose of trip, control over details, and employee benefit from trip. McCann.
Prize: Income
Not income if refused, but refusal must be upfront
Damages from suit
Punitive: Income, consider accession to wealth
Compensatory: Not income, just making whole
Proceeds from loan: not income b/c it is offset by the liability
May become income once no intent to repay loan (due to claim of right)
Discharge of Debt: Income b/c taxpayer's other assets are now free
Non-recourse debt: Tufts holding includes the debt
Tufts: Property FMV: 1.4 mil. Basis: 1.45 mil. Sold for $0, purchaser assumed mortgage. Taxpayer argued no debt forgiveness b/c creditor never had right to any assets besides the house, therefore no accession to wealth when property and debt was transferred. Court held that debt relief includes any form of debt relief, including non-recourse debt.  
Recourse debt 
Rev. Ruling 90-16 debt forgiven is separated into capital gains and debt forgiven. 
Example: FMV=$10k, Basis=$8k, Debt=$12k. Property returned to creditor for complete forgiveness of debt. Result=$2k of Capital Gains (FMV-Basis) & $2k of debt forgiveness (Debt-FMV) 
 Differs from Tufts where any debt above basis is treated as ordinary income. 
Exceptions
Liability is contested Zarin
Must be unliquidated debt, not enforceability of debt Preslar (not fully reconcilable with Zarin)
Discharged debt from bankruptcy §108(d)(2)
Taxpayer is insolvent §108(d)(3)
Any amount above needed to become solvent is income



III. What is Excluded from Income?
Bequests, Devise, Inheritance
Bequests, Devise, Inheritance obvious: Property transferred due to death
Capital assets automatically considered long-term
Gifts
Gift Elements Duberstein
gift made out of "detached and disinterested generosity"
gift made out of respect, admiration, charity or similar impulse
made free of any moral or legal constraints
not made in anticipation or as incentive to economic benefit
not made for services rendered (often causes difficulty if employment relationship)
Donee's basis (§1015)
Gain and other non-loss purposes: Carry-over Basis + gift tax paid allocated to the built-in gain
For Loss: Lesser of Basis or FMV
Purpose of rule is to prevent people from transferring lower valued assets to transfer loss.
If interfamily sale below both basis and FMV, then basis for calculating the loss is $0  §267(a)(1)
If loss was previously disallowed due to interfamily transfer, then no gain recognized until donor's basis is exceeded (ie carryover basis still used for gain) §267(d)(1)
Gift tax paid attributable to appreciation of asset is included in donee's basis
Method
Determine whether FMV is greater or lesser than adjusted basis at time of transfer
If FMV>=adjusted basis: use gain basis only
If FMV<adjusted basis: donee has gain basis and loss basis
Add gift tax paid attributable to appreciation to basis
For Capital assets, also get the holding period tacked from donor
Gifts to Employee
§102(c) cannot exclude gifts to or for benefit of employee
Presumption is anything given from employer to employee is compensation to pay/keep employee
Commissioner will argue gift came from the employer-employee relationship, therefore was compensation
Taxpayer will argue gift came from personal relationship, therefore not compensation
Part Gift/Part Sale
Characterized be a below-market sale that meets the gift elements
Basis Calculation
General Rule: Greater of carry-over basis or purchase price
If loss: Lesser of the general rule or FMV at time of transfer
For capital assets, the holding period still tacks
Scholarships
Exclusion depends on whether required to perform for the scholarship
If required to perform (ex, play a sport), then scholarship is income
To be excluded, 3 elements (Rev Rule 77-263)
Recipient is full-time student who met ordinary admissions requirements
Scholarship does not exceed tuition plus incidentals
Scholarship cannot be terminated for failure to participate in sports
Life Insurance
Generally, life insurance proceeds not included in gross income §101(a)(1)
Policy reason: To avoid increased liability from tragedy and encourage life insurance purchases
Exception #1: When life insurance is transferred for valuable consideration §101(a)(2)
Policy reason: life insurance being treated as investment
Exception from gross income limited to premiums paid by transferor and transferee (ie investment in premiums)
Exception #2: Payments over time in excess of lump sum payment
Example: Policy pays $100,000 upon death. Instead, beneficiary takes $12,000/year for 10 years. Each year, $10,000 is exempt and $2000 is included as gross income.
Recoveries §104
Recovered monies from lawsuit not considered income b/c it is to replace a loss/capital recovery
Does not matter if money was not used to purchase what was lost or was purchased for less
Basis in property would be equal to reduced purchase price plus recovery money reinvested
Recovery in excess of basis is treated as gain
Previously deducted medical expenses would be income §104(a)(2), but not previously undeducted or future medical expenses
Employee Benefits
Meals And Lodging §119
Must be for convenience of employer
Defined as "substantial noncompensatory business reason" Reg §1.119-1(a)(2)
Must be on employer's premises
Lodging must also be condition of employment
Taxpayer must be "required to accept the lodging in order to enable him to properly perform the duties of his employment" Reg. §1.119-1(b)
Test: direct nexus between housing furnished and the business interests of the employer served by it 
Justifications: nature of the job compels employee to eat and/or sleep on employer's premises and taxpayer is prevented from choosing something else.
So employer provided groceries designated by employee not excludable, but where no employee designation exists, might be excludable
Cases:
	Kowalski: State trooper provided meal allowances paid in advance. Although the system was for the convenience of the employer, it was not demonstrated that the meal allowances paid in advance allowed troopers to properly perform duties or limited the troopers' meal choices.
 	Adams: Japanese residence provided to CEO stationed in Japan. Because status is important and the CEO was required to host events at the residence regularly, the residence was required to serve the business interests of the employer
Life Insurance §79
Excludable up to $50,000
Must be nondiscriminatory
Health Insurance§106
Can be discriminatory
Other
No-additional-cost service
employer incurs no additional cost to provide service
non-discriminatory
must be in business line
Qualified employee discount
non-discriminatory
in business line
Service limits: 20% discount
Goods limits: Employer's profit percentage
Working condition fringe
would have been excludable by employee if purchased separately
de minimis fringe
value of property or service is too small to administratively account for
Qualified Transportation 
employer-provided commuter, transit pass, or parking
limits imposed change annually (around $100-150)
Qualified moving expense 
reasonable costs of moving
On-premises athletic facility
can be discriminatory
virtually all of the use of facility must be by employees, spouses, and children
Qualified retirement planning services
non-discriminatory



IV. Who gets taxed on the income?
Income From Labor 
Refined Assignment of Income
Lucas v. Earl: Generally assigned to person who earned it 
Vnuk: assigned to who has ultimate direction and control over the earning of the income
defined as authority to dictate nature/extent of services and who services should be render to.
Teschner: Not taxable if person earning does not receive or have a right to receive the income. 
Cases:
Teschner: Taxpayer entered contest where first prize was an annuity, but had to designate someone under17 years, 1 month as recipient. Taxpayer won and IRS, applying Lucas, claimed taxpayer owed for the prize. Since the contest rules prohibited taxpayer from receiving the prize, no income was attributed to him.
Fritschle: Taxpayer used children to manufacture ribbons at home for employer. Taxpayer argued the income should be assigned to the children b/c they did the work to earn it. Court held taxpayer earned the income b/c she had the relationship with the employer and controlled the money they earned. 
Johnson: Professional BB player assigned his rights to future income to a corporation in exchange for an annuity. Taxpayer argued that since the corp. received and controlled the income, he was only taxable on the annuity. Court found that income was taxable b/c he was not acting as an employee of the corp. Court focused on the K was between him and the team, not the corp. and the team. 
Marital Property
Community property state: Earnings are split with spouse by law 
Lucas holding does not apply Poe v. Seaborn
SCOTUS reasoning: wife's portion of earnings were never husband's to assign
Community property elective state: Taxpayer can choose whether subject to community property laws
Lucas holding does apply Harmon
SCOTUS reasoning: B/c taxpayer could voluntarily decide whether to assign or keep the income by choosing whether to be subject to community property laws, the income is also taxable to the earner
Income from Property
Generally assignable to person who owns the property generating the income
When right to income is gifted, but underlying property is held, then taxable to who owns underlying property. Helvering v. Horst
Must transfer some form of property rights, not just income stream Moore
transfer of copyright along with right to future income is taxable to recipient Rev. Rule 71-33
Transfer of reversionary rights might be enough property interest for recipient to be taxable Heim (2nd Cir.)
Issue: when does a reversionary interest become a security interest?
Substance over Form Doctrine 
where property has ripened, gifting interest in the property does not shift away the assignment of income. Salvatore
Must transfer the property in advance of the sale being assured, when there is still a substantial chance the gain will not be realized. 
"Ripening" defined as the date where receipt of income is virtually certain to occur. 
Transferring future income rights between family might be considered a loan if substance is not economically feasible or some form of risk that the dividend would not be paid as expected is not also transferred Estate of Stranahan
Dividends
Does not follow normal rules for assigning income
Owner of the stock on the record date is assigned the income
record date is the date that determines which shareholders are eligible to receive the dividend
Below-Market Loans §7872
Designed to prevent shifting of income to lower brackets using loans
Order of Analysis
Is this a below-market loan?
What is interest payable under the applicable rate?
Is the interest payable less than under the applicable rate?
Does the loan fall under 1 of the 6 situations?
Does a de minimus exception apply?
If gift loan invested, does the limitation apply?
Applicable to 6 situations of below-market loans
Gift Loan
apply Duberstein elements
Compensation Loan
from employer to employee or independent contractor
Corporation -Shareholder Loan
Tax Avoidance Loan
principal purpose is to avoid Federal Income Tax
Significant Effect Loan
Either interest arrangement has significant effect on lender or borrower or
specified as such by regulations
factors to determine significant effect
whether income and deductions generated by loan offset each other
amount of such items
cost to taxpayer of complying with provisions
non-tax reasons for structuring the loan as below-market
Qualified Continuing Care Facility
loan is part of arrangement of elder care
Applicable Interest Rate
published monthly by IRS
maturity < 3 years = short-term rate
3years < maturity < 9 years = mid-term rate
9 years < maturity = long-term rate
Effect of having below-market loan
2 fictitious transactions created on Dec 31st
first, lender deemed to gift/compensate the imputed interest to the borrower
second,  borrower pays the imputed interest to the lender
De Minimus Exceptions
Gift loan §7872(c)(2)
aggregate loans <$10,000 and
proceeds not used to purchase or carry income-producing property
Compensation and Corporate-shareholder loans §7872(c)(3)
aggregate loans <$10,000 and 
principal purpose was not tax avoidance
Limitation on foregone interest for gift loan §7872(d)
aggregate loans must be under $100,000
no principal purpose of tax avoidance
foregone interest limited borrower's to net investment income
if net investment income for year <$1000, then income treated as $0
Alimony and Child Support
Child Support: Paying child support does not shift income to payee or child
Policy reason: merely fulfilling personal obligation to take care of child
Alimony §71
Included as income to payee, excluded from income for payor
5 elements for §71 to apply
must be in cash,
must be pursuant to divorce or separation agreement,
cannot be required to make payments after death of payee,
couple cannot live together,
payments for first 3 years cannot be front-loaded
defined as $15,000 more than later year
Start at 3rd year payment, add $15,000 to discover 2nd year limit
Average 3rd year payment and 2nd year limit then add $15,000 to discover 1st year limit
parties can agree out of §71
Transfer of other property §1041
property transfers between spouses does not constitute gain recognition 
applies to former spouse if occurs w/i 1 year after marriage ceases or transfer is related to cessation of marriage 
Cases:
Helvering: Owner of bonds gifted the interest coupons to another. SC held that where the rights to income are gifted apart from the underlying property producing the income, the owner of the property is taxable.
Moore: Professor K'ed to write textbook where he retained no rights but would receive royalties, which he transferred to his children. Court held it was  income to the professor b/c he did not also transfer any property rights.
Rev Rule 71-33: Taxpayer transferred rights to a manuscript to a charity along with the rights to income. Was not income to the taxpayer b/c rights to the manuscript were also transferred and charity had control over the income producing asset (ie to sell, print, etc)
Heim: Taxpayer sold invention to corp., but retained reversionary rights along with royalty rights. Transferred 75% of his reversionary and royalty rights to wife and children. Court held that the property transferred was "sufficiently substantial" to justify that they received income-producing property.
Salvatore: Mother K'ed to sell house, then transferred 50% interest to children, subject to the sales agreement. Mother argued 50% of gain in property should be assigned to children b/c they owned the property at the time of sale completion. Court assigned income to mother b/c sale was assured and there was no substantial risk that the sale would not be completed.
Ferguson: Taxpayer owned stock in company attempting to be sold to larger company. The sale was contingent on the larger company receiving 85% of the stock by 8/30. Due to a fire, the date was pushed back to 9/9. Taxpayer gifted a portion of the stock to charity immediately before 9/9. Court found that the stock had "ripened" on 8/31 b/c the right to receive income was virtually certain to occur. Therefore, the taxpayer was also liable for the income on the gifted shares.  
Estate of Stranahan: Taxpayer had a huge deduction he had to take that year, but could not use. So he sold his right to future dividends in a secure stock to his son for their present value. IRS and lower court argued the transaction was, in substance, a loan b/c it was inter-family. Taxpayer and appellate court held transaction was economically feasible and some form of risk was transferred. Also that the taxpayer did have the right to make legitimate transactions to minimize tax liability.


V. When is the income recognized?
General Rule 
§446(a): Income recognized based on method regularly used by taxpayer to keep books
(d): taxpayer engaged in multiple businesses use different methods
(e): must get permission from Secretary before switching methods
Cash-Receipt Accounting
Generally, when income there is actual or constructive receipt of cash or its equivalent
Cash Equivalent
Checks
considered cash equivalent
income recognized when received unless restricted (eg, don't cash until later, funds are unavailable, debtor insolvent)
not income if dishonored by bank
if honored on resubmit, then income on date check cashed
Notes
Mere promise to pay is not cash equivalent
May be considered cash equivalent if marketable in established financial markets
factors to determine marketability:
solvent debtor: obligations from insolvent debtors not very valuable
unconditional: conditional obligations not very valuable until condition cleared, especially if contingent on debtor's action
assignable: if not assignable, then not marketable
not subject to set-off: not readily convertible if not subject to set-off
obligation of type normally transferred to investors or lenders without deep discount
additional issues/factors
is there a FMV? amount may reflect marketability of the note
Constructive receipt Reg. §1.451-2
occurs when there is no substantial limitations or conditions on taxpayer to bring the funds under control Miele
examples in statute
matured interest coupons payable, but not yet cashed
dividends payable on demand to taxpayer
does not apply where a bona-fide arms-length agreement delay right to payment
generally, courts want to uphold K agreements
must be part of agreement before payment is due
if added by modification, must have consideration
Economic Benefit
taxpayer receives a present, beneficial interest from the transaction
typically defined as 1) fully-vested in taxpayer (not subject to forfeiture) and 2) protected against holder's creditors (Minor)
economic benefit can be receipt of interest or control over spending/investment
differs from cash equivalent: does not need to be transferable or marketable
value is present FMV, not future value
1st circuit: benefit must also be equivalent to cash (Reed)
Problem: Structured settlement for $100,000. D wants to purchase annuity to pay P over 10 years. P agrees b/c payout is larger than settlement. If P is beneficiary, then P has economic benefit in year 1 and has huge income based on purchase price of annuity. But if D is beneficiary, then pays P annually, P only has income when paid.
Deferred Compensation
employment K deferring compensation must not have actual receipt, constructive receipt or economic benefit
Property as compensation §83
income based on gain from purchase below FMV
ex. employee allowed to purchase $150,000 FMV stock for $100,000. Result is $50,000 income with $150,000 basis (purchase price + tax paid on gain)
If property is contingent, then taxable when contingency is cleared
ex. employee allowed to purchase $150,000 FMV stock for $100,000, but with right to repurchase if employee leaves within 5 years. In 5 years, stock is worth $500,000. Result is $400,000 in income and $500,000 basis
§83(b) Taxpayer may elect to recognize gross income in year property received or when risk of forfeiture expires
election must be made within 30 days of receiving property
Accrual Accounting
Income
All Events Test 
when all the events occur to fix the right to receive income in an amount determined with reasonable accuracy Reg. §1.451-1(a) 
unenforceability of right to receive income irrelevant, likelihood of being paid more important (Flamingo Resorts)
Generally, IRS will argue events have occurred while taxpayer will argue events have not occurred.
Deductions
Generally, deductions can be taken based on accounting method used.
no "constructive payment" doctrine, payment must actually be delivered
same check rules apply
borrowing funds to pay debt does not prevent deduction (essentially liability shifts) Rev Rule 78-38 (credit card is borrowed funds, deductable when credit card used, not paid off)
but promissory note is mere promise to pay, not cash equivalent for deductions (Chapman)
Issue: if debt is owed to vendor, then only promise to pay. if debt is owed to 3rd party, then funds borrowed to pay vendor.
All Events Test
IRS will argue events have not occurred, even if argued events occurred to cause income on other party's side.
§461(h) "economic performance" exception: limits some accrual deductions to when economic performance occurs
taxpayer's liability occurring when provided services, property, from use of property, deduction taken when the service or property provided or property used
liability requires taxpayer to provide services or property, deduction taken when service or property provided.
as determined by Secretary
Cases:
Miele: Taxpayer is law firm where clients prepay into escrow account. Taxpayer transfers earned fees quarterly with Nov. and Dec. fees transferred in next year. IRS argued clients prepaid therefore income should be recognized in year when funds were received from client, even though placed in escrow account. Taxpayer argued only income recognized in year transferred to personal account. Court held income constructively received when taxpayer gained right to claim funds, even if taxpayer chooses to delay transfer. 
Minor: Physician working for corporation had income deferred into a trust with corporation as settlor and beneficiary, but taxpayer and other physicians as trustees. Court held no constructive receipt (contract prevented right to receipt) and no economic benefit (funds remained subject to corporation's creditor).
Flamingo Resorts: Gambling resort extends credit to customers. The loans are unenforceable, but 96% are paid. The casino argued that since the debt is unenforceable, all events had not yet occurred. Court held that a legal obligation was not a prerequisite. The winning of the chips fixed the time and amount of the customer's liability and the casino's income.
Chapman: Rancher ordered $30k of feed, but wanted to pay $15k next year. Seller wanted security. Rancher provided line of credit from bank that seller could draw on if not paid. Rancher paid on time and line of credit never drawn on. Rancher took entire $30k deduction in year 1. Court reasoned that since the line of credit was never drawn on, there was no borrowing of funds to pay the debt, only the promissory note. So only $15k was deductable in year 1 and $15k was deductable in year 2.


VI. Nonrecognition of income
§1031 - like-kind exchanges
Investment or productive property exchanged for another of like-kind
both property surrendered and received must be for investment purposes
Test: Primary Purpose of property must be investment (Moore)
must be exchanged
can be multiparty exchange or sale and purchase occur separately
new property must be identified w/i 45 days after transfer of old property
new property must be received w/i 180 days after transfer of old property
must be like kind
real estate is always like kind
stocks are never like kind (which is why they are excepted from the section)
other property falls between based on the facts
Any boot received in the exchange is taxable
Gain recognized to extent of realized gain
But basis is applied to boot first, often results in a wash
If boot on both sides, split into two transactions, first an exchange (w/ enough boot on 1 side to make exchange equal), then a purchase
Basis
Formula: Original basis in surrendered property + gain recognized - cash received
Basis applied to any boot (up to FMV) before nontaxable property
Net debt relief is treated as cash received
debt assumed cannot be used to cancel out receipt of cash
but payout of cash can be used to cancel out net debt relief (considered same as paying directly to creditor)
Example: Property has $1M FMV and $300k basis is exchanged for property w/ $900k FMV and $100k car. Basis is $300k + $100k = $400k. $100k basis applied to car and remaining $300k is basis in new property.
Exceptions from section
stock in trade or other property held primarily for sale
stocks, bonds, notes
other securities or evidence of indebtedness or interest
interests in partnership
certificates of trust or beneficial interests
choses in action
§1031 mandatory if transaction qualifies
if taxpayer sells property, then purchases another separately, IRS argues the transactions should be collapsed and treated as one
No losses recognized from §1031 exchange
Cases:
Moore: Taxpayer exchanged one property for another. Both were used as summer vacation properties rather than as rentals or for business. Taxpayer claimed both parcels were investments due to appreciating values and used §1031 to avoid tax liability. Court held the primary purpose of the properties was pleasure, not investment.
§1033 - involuntary conversion
no recognition on proceeds from property destroyed, stolen, or converted (or about to be converted) by eminent domain when new property is replaced
Policy: forcing recognition adds insult to injury after hardship and taxpayer should not be punished if they are replacing their investment, not using the misfortune as an opportunity to change their investment
§1033 is voluntary
Elements
New property must be "similar or related in service or use"
Only taxpayer's use important, not actual function of property (Liant)
Not all real estate is similar if taxpayer uses them differently (Rev Rul 76-319)
Replacement property must be purchased w/i 2 years of the end of the tax year that gain would be recognized (ie Dec 31 after gain)
Example: Fire burns down building in June 2002. Insurance pays out in Feb 2004 with $500k gain. So new property must be purchased by Dec 31 2006 at 11:59 pm.
Special rule for condemnation (g)(1)
Real estate that is condemned can be replaced by like kind
reasoning is that someone facing condemnation could do a §1031 exchange with someone who wants to cash-out and this simply shortcuts the process
Basis
Same as §1031
Gain recognized on income not spent on qualified replacement - considered boot
but can assume new debt in place of using cash - theory is that no different than simply getting a loan (differs from §0131)
new basis is cost minus any unrecognized gain
Cases:
Liant: Taxpayer rented a commercial property that was condemned by the city. She used the proceeds from the forced sale to purchase an apartment complex. IRS argued the buildings had different functions, so not similar. Court held that taxpayer's use for both properties was for rental income, therefore they were considered similar.
Rev. Rul. 76-319: Taxpayer owned and operated a bowling alley that was destroyed by fire. Proceeds were used to purchase a billiards hall. The properties were not similar since they used different equipment.
Exemption
Not nonrecognition, even though income not taxed for policy reasons
Does not carry over basis
Sale of Residence exemption §121
owned and used property as primary residence for 2 of the last 5 years
limited to first $250,000 of gain
cannot be used more than once every 2 years
married filing jointly: if either spouse meets the requirement, exclusion was $500k
if residence requirement not met due to health or employment, prorate the exclusion
Example: O/O property sold for $250k gain. Proceeds used to purchase new property. Basis in new property is purchase price, even though $250k gain was exempt from tax.


VII. Deductions
Underlying policy: To measure income correctly, must allow deductions caused in producing income, but not for personal consumption
Since deductions should be matched with income produced, deductions for long-term assets need to be taken over time
Key questions: 
Is it personal or business?
What is the timing of deducting the expense?
§162 Deductions - "Above the Line"
deduction allowed for any ordinary and necessary expense paid or incurred during the tax year in carrying on in a trade or business
"Ordinary and Necessary" 
ordinary defined as "normal, usual, or customary" to the type of business (Trebilcock)
"Necessary" requires the expense be appropriate and helpful to the business
Issue often discussed as to whether the expense is for the taxpayer personally or as requirement to do business, attract employees, etc.
test is facts and circumstances test
"carrying on" 
originally did not include start-up costs - only recouped on sale of business
§195 allowed startup costs deducted over 15 years
job hunting expenses deductable if in existing trade or business
first job or changing field not deductable
trade or business
generally refers to holding oneself out to selling goods or services
term also refers to the level of activity normally involved to make a living (Groetzinger)
does not include taking care of own investments, even full-time - concern is about turning all investors into being in trade or business & eligible for §162 rather than §212 treatment
expense from rental properties always treated as in trade or business §62(a)(4)
specific activities
generally, costs of illegal business are still deductible for determining tax liability
bribe and kickbacks never deductible, even in countries where acceptable part of business §162(c)
certain lobbying and political expenditures not deductable §162(e)
fines and penalties paid to government for violations of law §162(f) (Tucker)
treble fines for antitrust violations not deductible §162(g)
Travel expenses
deduction is for "travel expenses while away from home in pursuit of trade or business"
"home" refers to tax home, where income is made
going to residence is personal, so not deductible, even if huge commute (Hantzi)
going to second job and back is business, so travel is deductible
if taxpayer has no principal place of business, his residence is his tax home
if taxpayer has neither a principal place of business or regular residence, he has no tax home and gets no travel deduction (ex. truck driver who only spends 2 weeks/year at home)
tax home changes if employment away from home is expected to last more than a year. 
any employment more than a year is treated as indefinite
if original employment away is under 1 year, but circumstances extend to over 1 year, then tax home indefinite once circumstances known
test is based on facts and circumstances of the taxpayer's intent (ex. whether sufficient business connections are retained and expectation is to return to original tax home) 
food and meals
only 50% deductible
sleep and rest rule
deductible if travel requires taxpayer to sleep and rest (Bissonnette)
presumes no other legitimate business purpose for the expense (ex taking client to lunch)
partial business/pleasure
domestic travel
transportation expenses deductible if primary purpose is business
meals and lodging allocated, deductible for business days only
weekends personal if at beginning or end of business travel
weekends business if sandwiched between business days
international travel
in addition to primary purpose test, transportation expense is allocated if trip is more than 1 week long and nonbusiness component is at least 25% §274(c)
spouses on trip §274(m)(3)
no deduction for spouse/dependant accompanying on the trip unless:
employee of the taxpayer
travel is for bona fide business purpose
and expense would have otherwise been deductible by spouse/dependant
education expenses Reg. Rul. §1.162-5
only deductible if either
improves or maintains skills in current employment (Wassenaar)
or meets requirements of employer or law as condition to maintain employment, status, or rate of pay
minimum education requirements for trade or business not deductible
narrow exception where a law student working at a firm was considered currently employed in the law when pursuing LLM degree (Ruehmann)
Capital Deductions
Any asset with a useful life beyond 1 year is capitalized Examples @ Rev §1.263(a)-2
Real Estate: any costs for improvement of property is capitalized as part of the property, even if an asset is normally deducted on another schedule (Idaho Power)
Deductions for depreciation (tangible property), amortization (intangible property), and depletion (mineral deposits)
Depreciation 
reasonable deduction for exhaustion and wear and tear of capital assets used
basis reduced by amount depreciated §1016
§167 calculations 
amount subject to depreciation = cost - salvage value 
acceptable methods
straight-line
depreciated amount split evenly over useful life
default method if no other chosen
Example: $20k cost - $5k salvage = $15K to depreciate. If 3 year useful life, then $5k depreciation expense per year
declining balance
recalculate depreciation expense each year based on basis at beginning of year.
percentage is same as straight-line, but reasonable to double under this method
does not include salvage value in calculation, but cannot depreciate below salvage value
Example: $20k cost w/ 3 year useful life & $5k salvage value would have year 1 depreciation $6600 ($20k x 33%), year 2 $4422 ($13,400 x 33%), year 3 $2963 ($8978 x 33%), and year 4 $1015 ($6015 x 33% = $1985, but only $1015 available until salvage value).
Example 2: As above, but double declining: year 1 depreciation $13200 ($20k x 66%), year 2 ($6800 x 66% = $4488, but only $1800 until salvage value)
sum of the year's digits
different fraction applied each year
only applied to amount to be depreciated (ie cost - salvage value)
numerator is number of years remaining
denominator is total of all numerators
Example: 3 year life would have 3/6ths depreciated year 1, 2/6ths year 2, and 1/6th in year 3.
§168 calculations
applies to tangible capital assets after 1981, referred to as ACRS
in 1986, cut back depreciation for residential property to 27.5 years and 31.5 for nonresidential, referred to as MACRS
salvage value and sum of the years digits discarded completely
applicable recovery period calculated: property categorized based on useful life (e)(1) and cross-referenced with (c)
acceptable method is normally the greater of the 200% declining balance method or the straight-line method recalculated annually based on the remaining balance and useful life.
Exception (b)(2): 150% declining balance for 15 or 20 year property
Exception (b)(3): straight-line only for nonresidential real property, residential rental property, railway grading or tunnel bore
mid-year convention: all property purchased is deemed to have been purchased mid-year (so 1/2 year depreciation in first year)
mid-quarter convention: if more than 40% of property purchased/put in service in last quarter, then mid-quarter convention used (so only 1-1/2 month depreciation for first year)
mid-month convention: real estate always deemed purchased mid-month for depreciation calculation
§179 
Allows deduction of first $25k of the year of capital expenditures ($100k through end of year)
Deduction phases out for businesses that spend more than $200k during a given year ($400k through end of year)
Deduction is elective
Special rules
Net operating loss can be carried back 3 years or forward 15 years §172
If AMT applies, deduction not phased out
§212 Deductions - "Below the Line"
For individuals, deduction of ordinary and necessary expenses incurred during the tax year:
for production or collection of income
for management, conservation, or maintenance of income-producing property
in connection with the determination, collection, or refund of any tax (ie tax prep/legal advice)
Note that trade or business activity is not necessary
Deduction rules are similar to §162 with certain exceptions
Expenses of attending a convention or seminar are never deductable 
Personal income tax expenses are deductable
Costs of negotiating alimony are deductable as long as recipient's alimony is taxable under §71
Not deductable for AMT purposes
§183 Deductions - Money making hobbies
Defined as a personal activity that may make money, but not engaged in to make money. 
Examples:
Gentleman Farmer
non-professional gambler
Factors to determine if activity done for profit §1.183-2(b)
manner taxpayer carries on the activity
expertise of taxpayer and advisors
time and effort exerted by taxpayer
expectation that assets will appreciate
success in taxpayer in similar or dissimilar activities
taxpayer's history of income or losses with respect to the activity
if activity generates net income in 3 of last 5 years, then presumption is activity is for profit and burden shifts to IRS to prove not
amount of occasional profits earned, if any
financial status of taxpayer
elements of personal pleasure or recreation
3 categories of expenses
those deductable regardless of whether activity is done for profit
those that would be deductable if activity was done for profit
depreciation and amortization
Expenses are taken in order of their category, but only to the extent of income 
Bad Debts
Business bad debts
debt created in connection with trade or business or debt from a worthlessness incurred in the taxpayer's trade or business
deductable when they become worthless
if partially worthless, then partially deductable
also includes employee loans to employer to preserve employment Generes
Non-business bad debts
treated as short-term capital loss when they become fully worthless (ie, only $3k deduction per year allowed)
no deduction if only partially worthless
Taxes §164(a)
5 categories of deductable taxes
state, local, and foreign real property taxes
state and local, but not foreign, personal property taxes
state, local, and foreign income taxes
environmental taxes imposed by federal government on a corporation
estate and gift taxes, and generation skipping taxes
Sales taxes only deductable if elected in place of sales tax
Vehicle registration taxes only deductable if based on value of the vehicle. 
In CA, part of registration is based on value, so registration notes how much was based on the value of the vehicle
If tax paid is part of an ordinary and necessary business expense, might be deductable under §162
If tax paid is from purchase of a capital asset, the tax must be included in the cost of the asset and capitalized
Casualty Losses
must be "sudden, unexpected, and unusual"
property is destroyed w/o consumption, so a loss under Haig-Simon
loss is for FMV
if FMV exceeds basis, then also recognize the built-in gain at the time
Charitable Contribution
may be deductable if truly charitable
if given out of expectation of a benefit, then not charitable
having building named after donor is not considered a benefit
Cases:
Trebilcock: Seller of wood products employed a minister on payroll to conduct religious services and provide spiritual counseling to taxpayer and employees. Since having a minister on payroll is not ordinary and necessary and was for personal purpose, the deduction was disallowed. Only deduction allowed for payment of small office tasks performed by minister.
Idaho Power: Power company used vehicles from normal business to build a power plant. The vehicles were deducted on their normal method rather than as part of the plant. Court held that the portion of the vehicle costs to build the plant needed to be included in the plant's costs for deductions.
Groetzinger: Taxpayer lost his job and became a professional gambler. Spent $72k researching and betting at the horse track and earned $70k in winnings. If gambling was his trade, the $2k net loss would be deductable against other income. Otherwise, it would be his hobby and the $2k could not be deducted against non-gambling income. 
Tucker: School teacher went on strike that was determined to be illegal. Statute requires participants to be docked twice normal pay, taken out of paycheck. The school district reported as income the penalty she was not paid. The teacher then deducted the income withheld. Court held that the income withheld was a penalty for violation of law and therefore not deductable. 
Hantzi: Taxpayer lived in Boston with husband, but got 10-week job in New York. She had no regular employment in Boston. She deducted the expenses of renting an apartment and travel back to Boston. The court held that since she did not have business connections in Boston, her tax home was New York and the travel was personal. 
Bissonnette: A ferryboat captain deducted meals between layovers. Court held that during peak season, the layover was not sufficient to require rest or incur an increase in expenses. But during the off-peak season, the layovers were 5-7 hours and rest was required to fulfill his duties on the return trip. Therefore, the meals and expenses incurred as a result of the layover were deductible
Wassenaar: Law student worked for firm between 2nd and 3rd year. After graduation, he began an LLM program in September. He took and passed the bar in October. He was formally admitted to the bar in May. He tried to deduct the costs of the LLM program. Court held the program was not deductible b/c he did not have current employment as a lawyer until admitted to the bar. His summer work did not allow him to work as a lawyer. 


VII. Capital Gains
Rates for "net capital gains" taxed at favorable rates §1(h)
15% for max capital gains vs. 35% for ordinary income
applies only to individuals, not corporations
Reasons for favorable tax rate
Bunching - gains accrue over time, but are recognized suddenly
"Lock-in Problem" - taxpayer cannot switch to more efficient investment easily
Inflation - part of return reflects inflation, not true income
Stimulates savings
Double-taxation since most comes from corporations
Net Capital Losses
Corporations
only allowed to offset capital gains
can be applied to 3 years back or carried forward 5 years
disallowed losses are lost if not taken
Individuals
only allowed to offset capital gains
up to $3000 per year can be used to offset ordinary income
excess losses can be carried forward forever, never back
short-term capital loss carryover = (Net STCL - amount of sheltered income) - Net LTCG
long-term capital loss carryover = (Net LTCL - Net STCG)
Short-term Capital gains/losses
Capital investment held for 1 year or less
If net short-term capital gain, included as ordinary income
If net short-term capital loss, can be used to offset long-term capital gains
Long-term capital gains/losses
Capital investment held for more than 1 year 
Gains can be offset by any short-term capital losses
1-year Holding Period Rules
Date of acquisition excluded, but date of disposition included
Date of sale is the earlier of:
date title passes or
benefit and burdens of ownership passes
An option does not start the holding period until the purchase occurs
rule may be modified if the benefits and burdens passes to owner prior to the exercise date
Tacking
If the basis is determined in whole or in part by the basis of the prior owner, then the holding period of the prior owner may be added to the holding period of the current owner
Tacking also available on part-gift/part-sale where the basis is equal to amount paid Citizen's National Bank of Waco
Any property received from a decedent is considered long-term §1223(9)
Land and improvements to the land are treated as separate and may have different holding periods
Where improvements are partially completed 1 year prior to sale, the partially completed portion will be eligible for long-term treatment. Those completed less than 1 year prior to sale are short-term
§1221 Capital Assets
Property held by the taxpayer (whether used in business or not) not including
inventory or property for sale
depreciable property used in trade or business (will be under §1231)
copyright, literary, musical, or artistic composition held by taxpayer whose efforts created it or was created for the taxpayer (patents excluded b/c it involves real capital investment)
accounts/notes receivable from sale of inventory
§1231 Capital Assets
Defined as
property used in trade or business
held for more than 1 year
of the sort subject to a depreciation allowance
"Best of both worlds" treatment
Gains are treated as long-term capital gains
includes sale or exchange
or recognized gains from compulsory or involuntary conversion
theft
fire
condemnation or threat of condemnation
but not abandonment
Losses are treated as ordinary above-the-line losses
Theory is these assets are the sort needed to continue operations and losses will be rare due to double-declining depreciation making the basis less than the FMV
Casualty Losses or Theft treated separately
First see if the casualty and theft losses exceed the casualty and theft gains
If so, then casualty and theft items are removed from §1231 and treated as ordinary
If not, then casualty and theft items are included with other §1231 items
Special Rules
If §1231 losses are sold in one year and §1231 gains are then sold w/i 5 years, then the gains are treated as ordinary income until prior losses are netted out
Depreciation Recapture §1250
Where a depreciated asset sells for a FMV greater than the depreciated basis, the gain attributable to accelerated depreciation is ordinary income
