Income Tax Outline

I. Defining Income

A. In general

1. §61 Gross Income Defined: “Except as otherwise provided . . . gross income means all income from whatever source derived . . . including:

a. Compensation for services, including fees, commissions, fringe benefits, etc.

b.   Gains derived from dealings in property

c. Interest

d. Rents

e. Royalties

f. Cash dividends or stock/cash options

g. Annuities

h. Income from life insurance

i. Pensions

j. Income from discharge of indebtedness

k. Partnership income

l. Income in respect of a decedent

m. Income from an interest in an estate or trust

2. Excludable from Gross Income:

a. §132 Certain fringe benefits

b. §119 Meals and Lodging for convenience of employer

c. §83 Property transferred in connection w/ performance of services that is nontransferable or subject to forfeiture

d. Imputed Income

e. §102 Gifts, bequests, and inheritance (except for gifts to employees)

f. §74(b) Certain prizes and awards

g. §74(c) Employee awards of cost does not exceed amount allowable as deduction to employer for cost of award

h. §117 Qualified Scholarships

3. Haig/Simons definition of Income: A combination of:

a. Consumption ( the market value of rights exercised in consumption AND

b. Increase in Wealth ( wealth difference from beginning of period to end of period.

c. Example: $1000 wealth at beginning of year and $2000 of wealth at end of year and $500 spent on food = $1,500 of economic income

d. Problems w/ H/S: 

i. Requires valuing of all property at beginning of each year

ii. Consumption value is often hard to determine

4. IRS definition of Income:

a. §61 defines gross income (GI) as all income from whatever source derived except statutorily created exceptions measured on a transaction by transaction basis looking at each one separately to determine if its income

b. §62 defines adjusted gross income (AGI) as [(GI) – (deductions allowed under §62)]

c. §63 defines taxable income (TI) as [(AGI) – all other allowable deductions)]

B. Compensation for Services 

1. General Rule: All compensation for services, regardless of the source or receipt is includable in gross income.

a. §1.61-2(a)(1) : wages, salaries, fees, commissions, fringe benefits, are included as gross income – form of compensation is irrelevant (stocks, notes, property transferred for services, tort liabilities)

b. §1.61-1(d)(1): the amount of income is the fair market value of the transferred property

2. Forms of Receipt – Old Colony Trust Co. v. Comm.

a. Facts: T was president of co. Co.’s compensation arrangement was to pay salary, plus pay tax liability for employee

b. Issue: Does payment by the Er of tax liability constitute add’l income? Yes

c. Rule: tax on Ee’s salary paid to the IRS by employer is taxable income b/c Ee benefited by the discharge of his tax liability and this is a form of compensation for services

d. Reasoning: the tax liability payment was a significant benefit of value to T.  Form of payment is not important.  Code covers benefits in cash or in kind.  T clearly received this payment as compensation for services.

3. §132 Employee Fringe benefits ( Certain in-kind benefits are EXCLUDED from GI.  Idea is that if such benefit actually forwards a business purpose of the Er, it is not purely consumption for the Ee.

a. No Additional Cost Service: (requirements):


1. Such service is offered for sale to customers in the ordinary course of the line of business

2. The Er incurs no substantial add’l cost

3. Example: Free stand-by flights for airline Ees

b. Qualified Employee Discounts ( 

1. The discount must not exceed the gross profit percentage of the price at which property is being offered by Er to customers(must be at or above cost)

2. In the Case of Services: Discount must not exceed 20% of the price at which the services are being offered by the Er to customers

c. Working Condition Fringe: Benefits to assist Ee in doing the job, not to compensate the Ee for doing the job (almost always on job premises – e.g., work tools)

1. All expense paid vacation is not a working condition fringe even though the Er benefits from a happier, more productive Ee and even if the Ee doesn’t enjoy the trip

2.   Ex: parking lots, security guard protection, painting on the wall

d. De Minimis Fringe: 

1. Any property or service the value of which is so small as to make accounting for it unreasonable or administratively impracticable

2. Eating facilities can be treated as de minimis fringe if:

a. Such facilities are located on or near the business premises of the Er, and 

b. Revenue derived from such facility normally equals or exceeds the direct operating costs of such facility, and 

c. All Ees can eat there (no discrimination against lower paid Ees)

3. Examples, Occasional supper, nightime tai fare, company picinics, secretary typing an occasional personal memo

e. Qualified Transportation fringe

1. Transportation in a commuter highway vehicle if such transportation is in connection w/ travel b/w employee’s residence and place of employment, transit pass, or qualified parking

2. Amount provided by Er excludable from gross income does not exceed $60/month in the case of aggregate of the travel benefits and $155 in case of qualified parking

3. Cash for transit pass when transit pass or voucher is unavailable to the Er

f. Qualified moving expenses Reimbursements

1. Any amount received by an  individual from an Er as a payment for expenses which would be deductible as moving expenses if directly paid or incurred by the individual (doesn’t apply to an expense that is actually deducted by the individual?)

g. Examples:

1. Use of Company Car for Personal Use: 

a. Used only on rare occasions ( de minimis

b. Used everyday ( No deduction, b/c it isn’t in connx w/ work

2. Airline Employees flying free on RESERVE

a. Compensatory b/c not a real business justification

b. If it were on stand by ( then it would be no add’l cost

3. 20% discount for Ees ( work related in that the Ees often need to know the merchandise, would have to still be at or above costs

4. Personal Work done by Secretary

a. Technically, compensatory, but probably de minimis

h. Problems:

1. As a reward for doing extraordinary work, the Er hangs an expensive painting in Ees office.

a. Seems to benefit Er, makes work environment more enjoyable

b. Ee can’t take it home, so it isn’t really consumption, b/c its only usable in connection w/ working

c. Answer: §132 Working Condition Fringe

2. Er permits Ee to use company car for personal use after work

a. It should be includable in Ees income b/c it looks like clear consumption – BUT if it is only on rare occasions, then it is §132 De minimis fringe

i. Valuation of In-Kind Benefits – 4 methods

1. Fair market value

2. Cost to the Er

3. Value to Ee

4. Resale value by Ee

5. §1.61.21(b): FMV at retail – arms’ length price Ee would have had to pay for benefit if paid himself.  Rational the fact that er could buy cheaper than FM price doesn’t have any bearing at all on consumption benefit to Ee

j. Dominant Purpose of the Er test, United States v. Gotcher

1. if DP of Er is to further the payor’s business and not as compensation then the value is excludable from gross income

2. if DP of Er is to compensate the payee (by means of a reward) then the value is not excludable from gross income

3. DPE Test – More objective than the H/S consumption test b/c it is often difficult to determine the value to the Ee

4. DPE is similar to the “working condition” concept, it is true that there is some consumption

k. H/S Analysis: Although many fringe benefits qualify as income under H/S, the IRS has decided not to tax them

l. Is §132 good tax policy?

1. Pros:

a. Administratively easier

b. Historically used, uniform treatment is better

c. Often wages are lower when these benefits are offered

2. Cons:

a. Unfair b/c some Ees are not taxed for their full compensation, (e.g.: Airline workers)

b. Resulted in unintended distinctions that do not make sense, hard to rationalize the dividing lines (see CB 119)

4.  §119 Meals and Lodging for the Convenience of the Er:  The value of any            meals or lodging furnished to the Ee, his spouse, or his dependents by the Er for the convenience of the Er are EXCLUDED from income IF:

a. The meals and lodging are for the “convenience of the Er” – business connection which furthers the business purposes of the Er (similar to Gotcher rule) and 

b. In the case of meals, the meals are furnished on the business premises of the Er

c. In case of lodging, the Ee is required to accept such lodging on the business premises of the Er  as a condition of his employment

d. Rule 1.119-1 Convenience of the Er standard: Must be a “substantial non-compensatory business reason”



e. Meals on the Business Premises Required, Comm. v. Kowalski 




i. Does cash meal allowance constitute income?





a. YES

ii. Cash reimbursement for meals does not satisfy §119 “furnished by the Er” requirement



f. Lodging on the Business  Premises




i. Dole v. Comm.

A. Is lodging deductible when it is just for convenience and b/c that is how the Er wants it?

B. NO – The housing wasn’t a necessary part of business




ii. Adams v. US

A. Is lodging deductible when it has a business purpose (at US company’s Tokyo office, also, place where customers were entertained)

B. YES – it was necessary to Ee in doing his job for the benefit of the Er


