INCOME TAX OUTLINE—FALL 2000—PROFESSOR KELLER

I. The Economic (Haig-Simons) Definition of Income

a. H-S Definition:

i. Income is the increase or decrease in net worth between two points in time (savings) + the amount expended in consumption.

b. Five Rules of H-S

i. Rule 1:  All receipts that increase a taxpayer’s net worth are income without regard to source.

1. Assets (A) – Liabilities (L) = Net Worth (NW)

2. IRC definition of gross income:  See § 61 p. 52

ii. Rule 2:  The receipt of property is includable in income to the extent of its fair market value.  

1. Why do we tax in-kind (property) income?

a. It’s still an increase in net worth.

b. If we didn’t it would encourage people to dodge the income tax system through barter.

2. Reg. §1.61-1(a) p. 872

a. “Gross income means all income from whatever source derived, unless excluded by law.  Gross-income includes income realized in any form, whether in money, property or services.” 

iii. Rule 3:  Only amounts expended to earn income are deductible.  Amounts spent for consumption are not deductible.

	Taxpayer A
	Taxpayer B
	Taxpayer C

	$50,000 salary
	$100,000 salary
	+ $100,000 gross receipts

	
	
	($50,000) bus. Exp.

	
	
	$50,000 taxable inc


1. Relevant IRC sections

a. § 162 p. 131

b. § 212 p. 194

c. § 262 p. 215

2. There are exceptions to Rule 3 under the IRC

a. Mortgage Interest

b. Large Medical Expenses

iv. Rule 4:  The fair market value of a taxpayer’s in-kind consumption is income.  

1. Your net-worth does go up, but you must pay tax on the item consumed.  

v. Rule 5:  The increase in the value of property over the time period in which income is being measured constitutes income (a decrease reduces income) even if the property is not sold or otherwise disposed of during that period.

1. Rule 5 does not apply in the IRC.    

c. Problem 1A

	
	H-S
	Code
	Reg.

	Salary
	30K
	30K
	§61(a)  (1)

	Corp. bond int.
	10K
	10K
	§61(a)( )

	S+L bond int.
	8K
	___
	§103(a)

	Prize
	2K
	2K
	§74

	Bus. Receipts
	20K
	20K
	§61(a) (2)

	AT & T stk.
	2K
	2K
	§61(a) (3)

	IBM stk. (not sold)
	3K
	___
	§

	
	75K
	64K
	

	
	
	
	

	Bus. Exp.
	(10K)
	(10K)
	§162

	Mtge. Int.
	___
	(8K)
	§163(h) (3)

	Car Loan Int.
	___
	___
	§163(h) (1)

	
	65K
	46K
	


d. Problem 1C:  Valuation of in-kind property.  Unrealized appreciation only applies to the value of the property itself.  

H-S
vs.
IRC

13K

10K

(+ 3K stock sold)

II. The Tax Rate Structure

a. Tax Rate Systems

i. Progressive System:  People who earn more income will pay a higher % of their income as tax.

ii. Proportional System:  Everyone pays the same % of tax.  (Higher incomes will still pay more tax)

iii. Regressive System:  People who earn more income will pay a lower % of their income as tax.

1. Example:  Consumption Tax (see handout)

b. Income under the IRC:  

i. Income without regard to source:  

1. §61 (definition of gross income)

a. §61(a)(1):  compensation included in income

b. §61(a)(2):  gains derived from business included in income

c. §61(a)(4):  interest received included in income

2. §§101-137:  Items specifically excluded from gross income

a. §103(a):  interest on state and local bonds is not income.  

ii. Income without regard to form:  

1. Reg. 1.16-1(a):  income may be realized in the form of services, meals, accommodations, stock, etc.  

2. See §132 and §74(c).  

iii. Increase in value of property is taxable:

1. §61(a)(3):  inclusion in income of gains derived from dealings in property.  

2. But see §1001:  how to determine the amount of gain or loss.

iv. Cost of earning income is deductible

1. See §162 and §212:  business expenses are deductible.  

a. §162(a) deductibility of the ordinary and necessary expenses of carrying on a trade or business.

2. §262:  personal expenses are not deductible

a. See also §163(b)(3)

b. §163(h)(1):  personal interest is generally not deductible.  BUT under §163(h)(2)(D) mortgage interest while personal is deductible.  

3. §170:  certain charitable contributions are deductible

v. Value of in-kind consumption is taxable.

1. Example:  A free trip to Hawaii is taxable according to its value.  

c. Theories of Taxing

i. Horizontal Equity:  this would take income commensurate to people’s ability to pay.  

ii. Vertical Equity:  people with more income should pay more taxes.  Question is how much more.

d. Effects of Rates:  your tax rate affects how much you really pay for things for which you get a deduction

i. Gifts to charity and the charity deduction

	Tax Bracket
	TP gives to Charity (amount)
	Gov’t refunds to TP
	Out of Pocket cost to TP

	[50%]
	$10K
	+$5K
	(5K)

	Not taxable
	$5K
	___
	(5K)

	[33%]
	$7.5
	+$2.5K
	(5K)


e. Advancing Non-tax policy through Credits & Deductions

i. Deductions:  are subtracted from gross income before the tax rate is applied.  It’s a reduction in your gross income.  

1. A subsidy program based on deductions tends to benefit the people in higher tax brackets (the rich).  

ii. Credits:  are subtracted from the amount of tax owed after the tax rate is applied.  It’s a direct decrease in tax liabilities.    

1. Targeted tax credits benefit the lower income families/individuals.  At the same time the tax credit is phased out at a certain income level.  The higher your adjusted gross income the less you get to reduce your tax liability.  

2. Example:  §23 adoption tax credit

a. $6K tax credit for income up to $75K.  After that it starts to phase out until $115K when it disappears.  

3. Problem with credits:  They are non-refundable.

a. I.E., if you have no tax liability you get no benefits.  

b. Five Year Carryover Provision:  exists in certain tax credits

III. Tax Expenditures and the Tax Expenditure Budget

a. Tax Expenditure Budget

i. Attached each year to the budget and details how we spend money through the tax code.  Politicians can cut discretionary spending by making it a deduction instead and say they have cut taxes and spending.  

ii. Purpose: details how the government uses the tax system to spend money

b. Mortgage Interest Deduction

i. If we had to start over the gov’t might have made it a tax credit.

ii. Limit on interest up to $1 million

iii. Only works for up to two homes per family

c. Exempt state and local bond interest

i. §103:  interest from state and local bonds is not subject to taxation

ii. Why is this in the code?

1. To help state and local government

2. S+L governments don’t have to pay as high an interest rate on the bonds they issue.  

IV. Alternative Tax Bases:  Consumption Tax and Value Added Tax

a. Consumption Tax (CT)

i. Gross Income – Savings = Taxable income for consumption tax

ii. Arguments in favor of CT

1. You should pay for what you take.

2. It encourages savings and investment

iii. Disadvantage:  The CT would benefit the wealthy because the wealthier you are the more you save.  At the same time it would be harder on the poor because they save the least.  

b. Value Added Tax (VAT)

i. Basic Principle:  It is levied on the value added to goods and services by those who manufacture, distribute, and sell goods or services.  Each link in the chain of production pays a tax equal to the difference between its costs of materials and its sales proceeds.  Much like a sales tax only it is collected piecemeal in the chain of production while the sales is collected solely from the retailer.  

ii. Difference between CT and VAT is that consumption can be levied against TP at different rates for taxpayers with differing levels of income.   

V. Windfalls and the Scope of Section 61

a. Income

i. Income without regard to source:  “Gross income includes income realized in any form, whether in money, property, or services.”  (See Reg. 1.61-1)    

ii. Income without regard to form:  in-kind receipts are income.  (Reg. 1.61 2(d)(2)(i)).  If a bank signs you up and gives you a free TV, it’s income.    

iii. Only tax realized appreciation is taxed:  

b. Glenshaw Glass case:  Expanded definition of income to include any undeniable accessions to wealth clearly realized and over which the TP has dominion and control (punitive damages from P’s case had to be included in income).  

c. Cesarini v. US:  TP found money in a piano he purchased several years earlier.  The Court ruled that this is income.  

d. Examples

i. $50 bill bound in the sand

1. Income

ii. Diamond ring found on the beach.

1. Income (in-kind)

iii. Diamond ring found in a piano.

1. Income (in-kind)

iv. Piano purchase

1. Cost $2000; Value $15,000; Unrealized Appreciation $13,000

2. It’s too difficult to value and tax the value of items purchased in arms length transactions.

3. TP only recognizes a gain when he sells the piano.

v. AT &T stock from employer to employee

1. Value $1500; Cost $500; Income to employee = $1000

2. This is really compensation which must be included in income.  Otherwise the income tax system would break down.  

vi. Old painting purchased for $20.  An original copy of the Declaration of Independence found behind the painting.  The copy’s value is $2 million in year 1.  In year 2 TP sells it for $3 million.  

1. Year 1 income = $2 million

2. Year 2 income = $1 million

vii. Buy two sweaters and get one free

1. Arms length transaction; The free sweater is not taxable.  

e. Tax Court:  see handout

i. The TC isn’t really bound by any court (except the Supreme).  However, they will abide by previous decisions in the same circuit.  

VI. Gifts and Bequests

a. What is a gift?

i. Duberstein v. Comm:  Dub gave Bermann names of potential clients.  Berman gave Dub a car & took a deduction.  Tax commish said it was a taxable windfall.  The Supreme Court drew a distinction between a common law gift and a gift in colloquial sense.  Also just because Berman took a deduction it doesn’t mean it’s not a gift.  (Test for gift and deduction are different.)

1. CL gift:  Is that there is not a legal or moral obligation (consideration).  If Court used this definition, Dub would win.  

2. Colloquial gift:  Is given with detached and disinterested generosity out of affection, respect, etc.  Thus, must

ii. Stanton:  Involved a church organization which P helped run.  P received a serverence package for his good work.  

1. Dist. Court = gift

2. 2nd Circuit = income

3. Supreme Ct = remand (gift)

iii. §102(c) :  Overruled Stanton.  Employee gifts from employer will be treated as income.  

1. Exception:  §1.102-1(2) p. 909

iv. Tips and Tokes:  They are both income under §1.61-2.  

v. Deductibility (for the giver)

1. Old Rule:  Ask whether or not there is sufficient business motivation to make the gift.  If there is then it can be deducted.  

2. New Rule:  See §274(b).  If the property/money is not considered income, then not deduction is allowed.  If it counts as a deduction then it’s income.  BUT you can’t have a gift and allow a deduction for the same item.    

b. What is a Bequest?

i. §102 states:  A gift made at death.  So long as there is no obligation to make the bequest and the bequestee could not have brought an action to get the money then its not taxable

ii. Estate & Gift Tax:  

1. Gifts are not income, but they are taxable under the Estate & Gift tax.

2. A giver can pass on a lifetime total of $1million before the gift tax applies.     

3. Giver can give up to $10,000 a year without applying it to $600,000 lifetime total.  

iii. A life insurance payment after death is not considered income.  But it is included in the deceased’s overall estate.  So it can be subject to the estate and gift tax.  

c. Basis:  Your basis in property is the amount you are not taxed on if you sell the property.  E.G. when you buy stock your basis is normally the cost of the stock.  

d. Transfers at Death for Everyone §1014:  Whether the property is left to a beneficiary at death is appreciated or depreciated the rule is the same.  

i. Rule:  There is no gain or loss to the decedent.  The beneficiary takes a basis equal to the date of the death value of the property (not the transforer’s basis).  Stepped Up Basis Rule  

e. Transfers at Death for H & W Only §1041 (life-time transfers):  This section applies to all transfers (including property) between spouses whether for consideration or not and whether of appreciated or depreciated property (except for property inherited from a spouse which is governed by §1014).  

i. §1041 rule is that the transferor recognizes neither gain nor loss and the transferee takes over the transferor’s basis.  There is no double basis rule as there is in §§1015 & 267.  These sections don’t apply to transfers between spouses.  

f. Transfers of Appreciated Property by Gift (Not H & W) §1015

i. Rule:  A donor who gives appreciated property to a donee does not recognize gain.  The donee takes over the same basis as the donor had.  

g. Transfers of Depreciated Property by Gift §1015

i. Rule:  A donor who gives depreciated property to a donee does not recognize loss and the donee takes two bases in the property

h. Sales of Appreciated Property from one family member to another (other than a sale between spouses)

i. No special rule here.  The sale results in gain to the seller and a cost basis to the buyer.  

i. Sales of Depreciated Property from one family member to another (other than a sale between spouses) §267

i. Rule:  The seller recognizes no loss under §267(a)(1) and the buyer effectively takes two bases in the property:   the carryover basis for determining gain and a cost basis for determining loss.  This rule does not apply to sales between spouses

VII. In-Kind Income:  Taxable and Nontaxable

a. Barter and Other Taxable In-Kind Income

i. Part Sale/Part Gift:  see handout

ii. Old Colony Trust v. Commissioner:  employer paid income tax for employee.  The Court said this payment was additional income which is taxable.  

iii. Reg. §1.61-14 codified the Old Colony ruling.  

iv. Stock Bonus to Employee

1. Problem 7B:  Employer gives employee GM stock with a fair market value of $5K.  The next year employee sells the stock for $10K.  In year 1 employee recognized $5K in income and takes a $5K basis.  In year 2 employee recognized $5K in capital gains.  Employer gets a deduction of $5K.    

v. Cash Method:  You report income when you are paid either in cash or by in-kind income.  Vice versa for deductions.

vi. Accrual Method:  You report income the year that you earn it rather than when you’re paid.  Vice versa for deductions.  

vii. Stock Bonus to Employee #2 (Problem 7H):  Employer transfers GM stock with a fair market value of $5K and a basis of $3K to employee.  

	EMPLOYEE
	EMPLOYER

	$5,000 income
	$5,000 amount realized

	$5,000 basis
	($3,000) basis

	
	$2,000 gain in income


viii. Ask what would the transaction look like if it was done in cash?

1. Payment 1:  Employer pays employee $5,000 cash compensation.  

2. Payment 2:  Employee buys employer’s GM stock for $5,000

ix. Interest Fee Loans:  If employer gives employee $100K interest free loan for one year, then IRS will impute applicable federal rate (10%).  Employee will have $10K in income and possible interest deduction of $10K.  Employer will have $10K in interest income and a $10K business deduction.  

1. §7872(f)(2)(B) fixes the rate imputed to interest free loans.   

x. Let employee live in employer apartment rent free:

	Rental Income
	$10,000

	Rental Expense
	($4,000)

	Net Rental Inc.
	$6,000


	


Employer/Land Lord
	Employee/Tenant

	($60,000) salary deduction
	$60,000 salary income

	($6,000) net rental income
	$6,000 in-kind income


xi. Arms length cash bargain purchases:  no income

1. A buys painting from C for $50K.  No income.  Basis in the painting is $50K.  

xii. An employer/employee sale can be recognized as an armslength transaction in certain circumstances.  

1. If offered to the public as well.

2. (See Example above) Employer doesn’t know the painting is worth $20K.  

3. Employee gets it for $10K.

a. Basis is $10K.  No income gain.  

b. Fringe Benefits:  §132
	Non-taxable working conditions fringe §132
	Non-taxable (Pure) Fringe Benefits
	Taxable In-kind Income

	My office
	Space available flights
	Stock bonus

	Pilot’s flight
	Group Term insurance
	Free apartment use

	Show reviewer’s ticket
	Medical insurance
	Cheating

	
	Occasional theatre ticket and other small items
	Season baseball tickets (personal use)

	NOTE:  Extravagent Benefits are income
	Free Tuition
	Interest-free loan

	
	Free Parking
	


i. Non-taxable working conditions fringe benefits:  governed by §§132(a)(3), 132(d) and Reg. 1.132-1.  

1. §132(d) provides:  working condition fringes are defined as property or services provided to an employee to the extent that the employee would have been able to take a §162 or §167 deduction had the employee paid for the services or property.  

a. §162:  allows the taxpayer to deduct all the “ordinary and necessary” expenses paid or incurred during the taxable year in carrying on a trade or business.  

b. §167:  allows taxpayers to take depreciation deductions for wear and tear on property used in a trade or business or held for the production of income.  

ii. Non-taxable (Pure) Fringe Benefit:  §132(a), 79, 106, 122, 1279, etc.  This category would be taxable under H-S but they aren’t because of this exception

1. Employer-provided insurance and health, accident, and death benefits:  would be income under H-S but Congress wanted to encourage employers to provide health insurance.

a. Medical Expenses §105

i. Employer health plans must not discriminate in favor of highly compensated employees.

ii. This is better for employee because for the employee to pay themselves & then take the deduction they must itemize and have at least 7.5% of adjusted income in expenses.  

b. Health and Accident Insurance Premiums §106

c. Life Insurance §79:  employee can exclude the vlue of the insurance from gross income to the extent the insurance provides death benefits not greater than $50K.  

i. No discrimination in favor of highly compensated employees

d. §125:  Even though you have the choice of cash you can still take the benefit tax free.  But if you take the cash it’s taxable.  

i. Example:  cafeteria plan or cash

2. §132 Miscellaneous Fringe Benefits (non-discriminatory):  

a. No-additional cost services (requirements for deductibility)

i. The service is offered for sale in the ordinary line of business of the employer in which the employee is performing services.  §132(b)(1)

1. Example:  airline gives employee available seats.

2. No investment type products

3. Conglomerates:  must be related to employee’s job.  

ii. The benefit (service) imposes no substantial additional cost on employer.  §132(b)(2)

iii. Non-discrimination provision of §132(j)(1)

b. Qualified employee discount:  Two kinds

i. Goods[§132©(1)(A)]:  An employee purchasing goods can exclude a discount up to the employer’s gross profit percentage.  Gross Profit Percentage = (Agg. Sale Price-Agg. Cost)/Agg. Sale Price

ii. Services [§132©(1)(B)]:  An employee purchasing services may exclude a discount of up to 20%.  

c. De Minimis Fringe Benefits:  §132(e)(1) defines them as any property or service the value of which is so small as to make accounting for it unreasonable.

i. Examples:  occasional parties, occasional tickets, occasional meal if working late, etc.

ii. Under §132(e)(2) an eating facility qualifies as a DM fringe benefit if it is on or near the employer’s business premises and the revenue from the facility generally equals or exceeds the employer’s cost of operating the facility.    

d. Qualified Transportation Fringe Benefit:  includes qualified parking, transit passes and transportation provided in a “commuter highway vehicle” that is used principally to drive employees to and from work.  §132(f)(1)(A)

e. Qualified Moving Expense Reimbursements §217

f. On premises athletic facility §132(j)(4)

VIII. Damages and Related Receipts

a. Taxability of Damage Recoveries:  Ask what is the recovery for?

i. Contract suit for back wages:  If the recovery is for the failure to pay back wages, the wages and interest are taxable.  It’s income replacing income.  

ii. If you overpay on a deductible item (e.g. state property taxes) and you get a refund recovery next year.  You must bring back the income you deducted.  

iii. Tax recovery (Clark case):  P’s accountant negligently forgot to deduct $5K in P’s tax return.  P recovers $5K and interest in a malpractice suit.  The $5K is not taxable because it’s putting P in the same place he would have been had he taken the deduction.  However the interest is always taxable.  

	Recovery
	Amt.
	W/O Statute
	§104(a)(2)

	Medical
	$15K
	NT*
	NT*

	Lost Earnings
	$3K
	T
	NT

	Lost Future Earnings
	$12K
	T
	NT

	Pain & Suffering
	$20K
	NT*
	NT

	Punitive Damages
	$50K
	T
	T


*If deducted in the previous year(s), it’s taxable in the current or future year.  

b. Settlements

i. Specify that the damages be paid out over a period of years.  Make sure that D includes interest on the damages.  In this situation the interest on the damages aren’t taxable. 

ii. Specifying damages allocation:  You can specify an allocation of damages (compensatory v. punitive) in a settlement agreement and if it’s not unreasonable, the IRS will respect it.

iii. No specification:  The IRS can assume that if you asked for punitive at a ration of 4 to 1 (compensatory) then they can apply the same ratio to the settlement agreement.     

IX. Liabilities and the Discharge of Indebtedness

a. Discharge of Indebtedness:  Cancellation of a debt is income to the debtor. See §61(a)(12)

i. Exception:  If the debtor is insolvent it’s not income.

ii. Exception:  §108(e)(5) provides that if the seller of property takes back debt on the property sold (so-called purchase money debt) and later reduces the purchaser’s debt, the reduction in the debt is treated as a purchase price adjustment; it does not create discharge of indebtedness income that has to be included under §61(a)(12).  

iii. Exception:  §108(e)(2) also provides that the discharge of a liability does not result in discharge of indebtedness income to the extent that the liability would have been deductible had it been paid.

iv. Exception:  If a lender cancels the debt at a discount as a gift to the borrower, the borrower does not have to include the discount in income.  §102

v. Exception:  If a lender and borrower disagree about the amount owed and the borrower ultimately pays the lender less than the amount owed and the borrower ultimately pays the lender less than the amount that the lender said was owed, the difference in the amount does not have to be included in income.       

b. Introduction to the Bad Debt Deduction:  A financially troubled TP can exclude the discharge of indebtedness income if TP files a bankruptcy petition.  §108(a)(1)(B) & (d)(2)

i. IF TP didn’t file:  He can exclude D of I income only to the extent of TP’s insolvency at the time of the debt discharge.  §108(a)(1)(B), (a)(3), and (d)(3)  

c. Inclusion of Liabilities in Basis and Amount Realized:  how a debt is held does not affect the basis in the property.  

i. Recourse Lender:  can go after other assets of borrower (personally liable).  

1. D of I is = to income unless bankrupt or insolvent.  

ii. Non-recourse Lender:  can’t go after other assets other than property for which loan was made.  

1. No D of I:  if a TP is relieved of a nonrecourse liability in connection with the disposition of encumbered property, the consequences are not determined under §61(a)(12) or §108.  Instead the debt relief is included in the amount realized for the purpose of computing gain or loss in the property transaction.  

a. Amount realized includes the debt relief even if the encumbered property is worth less than the amount of debt at time the TP disposes of property.  

b. Exception:  if the lender writes down the loan before the property is disposed of, then the write off = D of I, and if insolvent don’t need to include as income.  Different from §108(e)(5) because there is a seller.  

d. Sale of Property v. Discharge of Debt:  If the loan is recourse then can have D of I; if the loan is non-recourse then any discharge of indebtedness is factored into amount realized.

i. Example of Recourse:  D buys land for land for $20K.  It’s fair market value increases to $100K.  D borrows $50K from the bank in the form of a recourse loan.  Land value decreases to $40K and creditor accepts land in full discharge of $50K debt.  D has $20K capital gain ($40K-$20K) of D of I.  If D is insolvent before and after discharge then he doesn’t have income gain.  Reg. 1.1001-2©, ex. 8.  

ii. Example of Non-Recourse:  same facts as above, but loan is non-recourse.  D recognizes $30K of capital gain (amount realized of $50K-$20K basis).  There is no D of I.  The whole non-recourse debt is treated as being received by D in exchange for the land.  Reg. 1.1001-2©, ex. 7 (cattle).  Here you don’t need to know the fair market value of the land because the amount received is always the amount of debt not the value of land. 

iii. Ex. Of exception to non-recourse:  aa 

e. Part Sale/Part Gift:  Reg. 1.1001-1(e) and 1.1015-4

X. Preparing a Form 1040

a. Mechanics

	Gross Income
	

	LESS: Business Expenses
	(above the line deductions)

	=Adjusted Gross Income (AGI)
	

	
	

	LESS:  Itemized Ded. OR Standard Ded.
	(below the line deductions)

	LESS:  Personal Exemptions
	

	=Taxable Income
	

	Tax before Credits
	

	LESS:  Tax Credits
	

	=Tax after Credits
	


b. Above the line v. Below the line deductions:  §62 says whether it’s an above the line or below the line deduction.  

c. Above the line deduction:  available to every TP

i. Trade and business expenses

ii. Rental

iii. Alimony??:  check this one out.

d. Below the line deduction:  TP can take either a standard deduction or itemized personal deduction.  §63(b).  

i. Charitable contributions:  can take up to 50% of your AGI.  

ii. Mortgage interest

iii. State taxes:  includes state income and real property taxes.  §164.  Not sales tax or gasoline tax.  

iv. Miscellaneous deductions:  can only deduct misc. to the extent that they exceed 2% of your AGI.  §67 tells you what is misc. and what isn’t.  

v. Medical expenses:  can only take this if the med expenses are in excess of 7.5% of AGI.  §213(a) 

e. Personal exemptions:  Each TP receives a personal exemption and an additional dependent exemption for each dependent.  §151(b)-(c).  Amount listed in §151 is adjusted for inflation each year.  

i. Who is a Dependent?:  In general, a dependent must receive more than ½ of his or her support from the TP taking the exemption and must be either:  

1. A relative (including blood relative, step-relatives, legally adopted children and in-laws)

2. OR, a member of the TP’s household §152(a)

a. Scholarships can be excluded from support.  

ii. Even if an individual qualifies as a dependent, an exemption can be taken only if the dependent:  

1. Earned less than the exemption amount

2. OR, was a child of the TP and was either under age 19 or was a full-time student under age 24.  §151©.  

iii. Phase-Out:  Personal and dependent exemptions are phased out for TPs with high incomes.  

1. If a TP’s adjusted gross income exceeds the threshold pahse out amount, TP’s personal exemptions are reduced 2% for each increment (see rule) of AGI in excess of the phase out amount.  §151(d)(3)

2. The threshold amount is adjusted for inflation under §151(d)(4)(B).  

f. Earned Income Tax Credit:  Perhaps the most significant credit premised on “ability to pay” is the earned income credit, designed to reduce the tax burden on low income workers.  If the credit amount exceeds the taxpayer’s tax liability, the excess amount is refundable.  As the taxpayer’s income increases, the credit is phased out.  

i. The §32 credit equals the credit percentage of an eligible taxpayer’s earned income up to the earned income amount.  

ii. For every $1 you earn the gov’t provides $.40 up to $9,720.  Between $9,720 and $12,690 the EITC stays the same.  Anything higher than $12,690 the gov’t takes away 21.06% of every dollar over the limit.  

1. Take the amount over the limit and multiply it by 21.06%.  Subtract the difference from $3,888 and the end result is your EITC.  

XI. The Mechanics of Capital Gains and Losses

a. Capital gains 

i. Capital gains are taxed at a better rate than ordinary income.  §1h  

1. They are taxed at a flat rate of 20% for all tax brackets except the 15% bracket.  (double check the rates)

2. HOWEVER, capital gain recognized by corporations does not receive favorable treatment.  §1201

b. Capital Losses

i. Capital losses are treated worse than ordinary losses.  

ii. Both corp. and non-corp. taxpayers can deduct the capital losses they recognize during that year.  §1211

iii. Corporate Taxpayers

1. Corp. taxpayers are not allowed to deduct their capital losses in excess of their capital gains.  §1211

2. However, they may carry the excess capital loss back three years and forward five years.  §1212(a)(1).    

iv. Non-Corporate Taxpayers

1. You can deduct up to $3,000 of the capital losses in excess of the capital gains in a given year and carry forward indefinitely the excess capital losses disallowed.  §§1211(b) and 1212(b)(1).  

c. Long-Term Capital Gain v. Short-Term Capital Gain

i. Long-term capital gain is taxed at the §1(h) preferential rates. 

1. Capital gain (or loss) is long-term if the taxpayer held the capital asset sold for MORE THAN one year.   

ii. Short-term capital gain is taxed at ordinary income rates.

1. Capital gain (or loss) is short-term if the taxpayer held the capital asset for a year or less.  §1222(1)-(4).  

XII. The Definition of a Capital Asset:  A Primer

a. Section 1221 defines a capital asset as “property that DOES NOT fall within any of the following five ordinary asset categories:  

i. Inventory or property held for sale to customers in the ordinary course of business

ii. Depreciable or real property used in the taxpayer’s trade or business

iii. Certain copyrights or literary properties

iv. Accounts receivable or notes receivable acquired in the ordinary course of a trade or business

v. Certain US government publications

b. Charitable Contributions

i. An itemized deduction for charitable contributions is permitted under §170.  CCs are defined as contributions to or for the use of certain listed non-profit enterprises.  

ii. Gifts of property to charity:  Donors of appreciated property deduct the value to the property they contribute despite the fact neither the taxpayer nor the organization will ever pay tax on the appreciation.  

1. Note:  Don’t donate depreciated property to a charity.  Instead sell, take the loss and donate the money.  

2. Limitation on the rule:

a. Ordinary income & short term capital gains:  If the property would have produced ordinary or short  term capital gain had it been sold, the donor may deduct only her adjusted basis in the contributed property.  §170(e)(1)(A).  

b. Even if the sale would produce long-term capital gain, the deduction is limited to the donor’s adjusted basis if either:  

i. The contributed property is tangible personal property (e.g. art works, antiques, etc.) AND the donee charity’s use of the property is unrelated to the organization’s charitable purpose.  

ii. The property is donated to certain private foundations.  §170(e)(1)(B).  

c. If the donor contributes the property to an “A” charity, as is generally the case, her §170 deduction for the contribution is limited to 30% of her AGI.  §170(b)(1)(C)(i).  Any excess contribution is carried forward for five years §170(b)(1)(B).  The donor can elect to apply §170(e) instead of the 30% of adjusted gross income limitation.  §170(b)(1)(C)(iii).  If this election is made, the donor’s §170 deduction is limited to the donor’s basis in the contributed property.  

i. Example:  R bought a piece of raw land, as a long-term investment, for $20K in year one.  In year 10, he contributes the land (which is till held for investment), to a university, which is an “A” charity.  The land is worth $300K at the time of contribution.  R’s year 10 adjusted gross income is $700K.  A sale of the land by R would have produced long-term capital gain, so §170(e)(1)(A) doesn’t apply.  Section 170(e)(1)(B) doesn’t apply either because the land is not tangible personal property and R did not give the land to a private foundation listed in §170(e)(1)(B)(ii).  However, §170(b)(1)(B) will limit R’s year 10 §170 deduction to $210K which is 30% of his $700K AGI.  The $90K excess contribution ($300K contribution less $210 allowed as a deduction in year one) is carried forward to the next tax year.    

iii. Part Sale/Part Gift to Charity (See handout):  In these problems you need to follow the formula for how much of the basis is used.  Take amount paid by charity and divide by amount realized to get the percentage.  Then take that percentage of the basis and subtract from the amount paid to the donor to get LTCG.  

1. Example:  Basis is $40K, value is $100K, amount given by donor is $40K.  $40K/$100K = 40%.  40% of $40K = $16K.  $40K - $16K = $24K of LTCG.

iv. Giving to charity and getting a gift back:  If you donate $60 to PBS and they send you a book worth $20 then you only get a $40 deduction.  

v. Substantiation:  §170(f)(8) says that if you make a gift to charity of $250 or more, you can’t take the deduction unless you have a receipt from the charity saying that they received your gift and you received nothing in return.   

vi. Valuing gifts:  see §6115

XIII. The Time Value of Money

a. Timing is very important.  One of the questions a tax lawyer deals with is when a client has to pay tax and when they can take a deduction.  

b. Rules to Follow

i. Deductions:  You want to take these as soon as possible.  

ii. Paying Tax:  You want to delay paying this as long as possible because it saves money

iii. Even a 10 year deferral equals a 50% exemption.  

c. Present Value  

i. r = rate of interest; t = time period

ii. Present Value = Future Value/(1+r)^t

d. Future Value

i. r = rate of interest; t = time period

ii. Future Value = Present Value * (1+r)^t

XIV. Retirement Planning:  Generic Principles

a. See Problem 15

XV. Annuities

XVI. The Timing of Business and Investment Deductions

a. Depreciation

i. Reasoning behind Depreciation:  The property has a useful life beyond the year in which it was acquired.  Also it will produce income beyond that year so depreciation would match the income.  

ii. Expense:  You deduct the item’s value all in the first year.  E.G. employee salary.  

iii. Capital Expenditure:  You do not deduct all in the first year.  You capitalize the item and give the asset a basis under §1012.  Generally you capitalize an item that will provide you with benefits in future years.  

1. Depreciate (tangible business or investment property) under §167 & 168.

a. Assets that physically wear out

b. Example:  machine, building

2. Amortize (intangibles)

a. Intangibles with a specific useful life:  e.g. patent, leasehold.  See §167

b. Intangibles with no specific useful life but for which Congress has assigned a life:  e.g. purchased good-will §197 

3. NOT DEPRECIABLE

a. Inventory, any personal asset, land, works of art (generally), antiques (generally)  

iv. Accelerated Cost Recovery System set up under §168 (ACRS):  it accelerates the taxpayer’s depreciation deductions in three ways

1. It uses recovery periods that are substantially shorter than the actual useful lives of the property.

2. It allows the use of accelerated depreciation methods.

3. It assumes that the salvage value of the property is zero, permitting deductions of the entire cost of the property.  §168(b)(c)(e).

v. To determine a taxpayer’s depreciation deductions for an asset, we must determine:  

1. The useful life of the asset:  Usually the Code tells you what it is.  See §167 and §168

2. The cost of the asset:  no longer a salvage price so cost = cost.  

3. Depreciation Method:  Code tells you which method to use.  TP can elect to slow down depreciation, but don’t usually want this.  But the Code also tells you how.  If you elect not to take depreciation it still comes off your basis.  If you mess up and take more depreciation than you should have you must still deduct this from your basis.   

a. Straight Line Depreciation

i. Basis/# years of depreciation

b. Double Declining Balance

i. 2 * Straight Line Rate

ii. DB takes more earlier than later.  l

c. Double Declining Changing to Straight Line (This is the normal method used)

i. DDB takes more earlier than later.  Must eventually switch to SL because DDB is a % so you will never reach zero.   

4. Applicable Convention, §168(d):  

a. When was the property placed in service?

b. Half-Year OR Mid-Month

vi. Examples 

1. Automobiles

a. Useful life:  depreciable over 5 years §168(e)(3)(B)(i)

b. Method:  Start with DDB and switch to SL when the depreciation is more on SL than DDB (i.e. the adjusted basis / the # of years left > continuing on DDB.)  §168(b)(1).  OR just use chart in materials which builds in switch over to SL in the percentages.  

c. Convention:  ½ year

2. Alternative for Automobiles:  if you want to slow down depreciation.

a. Useful Life:  depreciable over 5 years §168(g)(3)(D).  

b. Method:  Straight Line §168(g)(2)

c. Convention:  ½ year

3. Residential Rental Real-Estate:  i.e. apartment building

a. Useful Life:  27.5 years §168(c)(1)

b. Method:  Straight Line §168(b)(3)(B).  

c. Convention:  Mid-Month

4. Commercial Real-Estate:

a. Useful Life:  39 years §168(c)(1)

b. Method:  Straight Line §168(b(3)(A)

c. Convention:  Mid-Month

5. Alternatives for Comm. Or Residential Rental Property:

a. Useful Life:  40 years §168(g)(2)

b. Method:  Straight Line §168(g)(2)

c. Convention:  Mid-Month  

vii. Exception:  §179 allows election to expense depreciable business assets placed in service that year.  See rule for details. 

b. Capital Expenditures:  Unlike current expenses which are deductible in the year in which they are incurred, business expenses for an asset with a useful life that extends beyond the year in which the expense is incurred must be capitalized.  §263

i. What must be capitalized:  The §162 regulations provide several rules for determining whether certain types of expenses are currently deductible or must be capitalized.  

1. Reg. §1.162-3 provides that a taxpayer may generally deduct the costs of incidental materials and supplies (for example, legal pads and pens) in the year in which the supplies are purchased.  

2. Reg. §1.162-4 also provides that a taxpayer does not have to capitalize the cost of incidental repairs that do not materially increase the value or the useful life of the repaired property.  

3. If a TP prepays an expense that is attributable to later years, the expense must be capitalized.

a. Example:  A cash method taxpayer that prepays three years of insurance premiums has to allocate that expense over the three years and deduct a portion in each year.  

4. Capitalization is required if an expense produces a long-term benefit even if the expense does not create a separate asset.  

a. Example:  Banking and legal fees incurred in connection with a friendly takeover that produces significant long-term benefits for the TP’s shareholders must be capitalized.

b. Advertising:

i. Deductible in the current year in 95% of the cases.

ii. Advertising for a special product must be capitalized.    

c. Training Costs:  Capitalized only when the business expects revenue above and beyond the normal business activity.  

5. Reg. §1.263(a)-1 and 2 provide that a TP must capitalize certain costs, including the costs of:  

a. Acquiring or constructing buildings or machinery 

b. Making permanent improvements in property

c. Securing a copyright

d. Defending or perfecting title to property

e. An architect’s services

f. Commissions paid in purchasing securities

g. If a TP incurs expenses that would otherwise be deductible business expenses (e.g. wages paid to employees) in constructing a building or machinery, the otherwise deductible expenses must be capitalized.  See Comm. V. Idaho Power.  This is codified in the §263A uniform capitalization (UNICAP) rules.  

6. What if you use your own construction equipment to build your building instead of renting the equipment?  

a. In year 1 you rent a truck; In year 2 you use your own truck for your construction project.  

i. Truck costs $50K; five year useful life

1. Year 1:  $10K depreciation deduction; basis is now $40K.

2. Year 2:  $10K in depreciation is added to the cost of the building (deducted over 39 years).  NO CURRENT DEPRECIATION DEDUCTION.  But the truck’s basis is now $30K.  

b. Any repairs to the truck in year 2 are not currently deductible.  The cost is added to the cost of the building.  

7. Construction Loans:  If TP takes out a loan to pay for his building, the interest must be capitalized (i.e. added to the cost of the building and depreciated over 39 years).  

a. Example:  TP has a $2 million bond that accumulates 10% annual interest.  The bank is offering a $2 million construction loan with a 10% interest rate.  What should TP do?

b. If TP uses the bond (THE BETTER CHOICE):

i. It reduces TP’s income ($200K)

c. If TP keeps the bond in the bank and takes the loan:

i. It increases TP’s income +$200K

ii. The ($200K) loan interest is capitalized over 39 years.   

8. Building own bldg versus hiring someone to build another building which TP would sell:  Prob 18(G).  If TP builds he pays ($170K).  If TP gets someone else he pays and sells the building, TP gets +$80K income and a $250K basis in the building.  It’s better to build it himself because he recognizes no income and a $170K basis.  If he hires someone else and builds another bldg then he has income and a $250 basis.  In the 1st instance no tax upfront, in the 2nd TP pays tax upfront and the gov’t gives it back over 39 years.  VERY BAD

ii. Depreciable Assets:  A depreciable asset is not a capital asset, despite the fact that the cost of the depreciable asset must be capitalized.  §1221(2).  Depreciable assets are instead “§1231 assets.”  Gain or loss from the sale of §1231 assets may be capital or ordinary.  Thus, even if the cost of a business asset must be capitalized, the asset may not be (and in fact, usually is not) a capital asset.   

iii. Repair and Maintenance Expenses:  Reg. §§1.162-4, 1.263(a)-1

1. Per Midland:  difference between repairs and maintenance are

a. Repair:  is to restore to a sound state or to mend.  Its purpose is to keep the property in an ordinarily efficient operating condition.  It doesn’t add to the value of the property or appreciate it.  It just keeps it in working condition.  

b. Replacement:  connotes a substitution in order to prolong the life of the property.  It increases the value or makes it adaptable to a different use.  

2. Deductibility of repairs and improvements

a. Repairs are currently deductible.

b. Capital improvements are deductible over the useful life of the property.  

c. Capital improvements to land are added to the basis.  

3. Foreseeability:  If the need for a repair was foreseeable at the time of sale or construction of the property the cost must be capitalized.  See Midland case & Drive-In Theater case.  

4. A repair could be considered a capital expenditure if it is part of a general overhall or expansion plan.  

5. Personal Property (e.g. house):  If the property is a personal asset, repairs are not deductible.  BUT if the improvement is a capital expenditure the cost is added to the home’s basis.  This will save TP money when he sells the home.  

c. Depreciation Recapture and the Sale of a Going Business

i. Section 1231 Property:  Under §1221(2), real or depreciable property used in a trade or business is excluded from the category of capital assets.  Instead, such property is characterized as §1231 property, provided the TP has held it for more than one year.

1. How it’s taxed:

a. Each year, gain or loss on any item of §1231 property is netted against gain or loss on other items of §1231 property.  If, in a given year, a taxpayer has a net gain on §1231 sales or exchanges, the §1231 gains are treated as capital and the losses are treated as ordinary subject to the following rules:  

i. Same Year Rule:  if 1231 gains and losses occur in the same year, they must be netted against each other first.  If end result is gain then it’s taken as capital gain.  

ii. Five Year Rule:  TP must look back 5 years when he has gain to see if there were any losses to recapture.  

2. Examples of §1231 property

ii. Depreciation Recapture §1245 and §1250

1. Rule:  If recognized gain falls in between the original cost of the property and the adjusted basis (depreciated value) then §1245 kicks in and converts what is otherwise a capital gain into ordinary income.  

2. Example:  If I buy a work truck for $5K and sell it wo years later with an adjusted basis of $3,200.

a. If sale price is $3K

i. ($200) ordinary loss

b. If sale price is $4K

i. +$800 ordinary gain

c. If sale price is $6K 

i. +$1K capital gain

ii. +$1800 ordinary income

3. TODAY, no depreciation recapture for real estate.  At least it works differently than normal recapture.  

a. New rate of depreciated real estate is 25%

b. Example:  You buy an office bldg for $3.9 million (original price).  In year 3 the bldg’s adjusted basis is $2.9 million.  You sell the bldg that year for $4.5 million.  

i. Amt Real 4.5 – Adj. Basis 2.9 = 1.6

ii. $1 mill is taxed at 25% (This recaptures the depreciation.)

iii. $600K is taxed at the normal capital gain rate of 20%

4. Goodwill:  Under §197 if you buy goodwill you can amortize it.

a. Example:  Orig. Cost is $1.5 mill and adj basis is $1 mill.  You sell it for $2 million.  You have $1 mill in gains.  $500K of that gain is ordinary income under recapture.  The other $500K is capital gain.  

iii. Sale of a Business:  Seller and buyer have different goals in valuing the assets of a business when a business is sold.  See Prob. 20.  Buyer and seller should agree on the allocation otherwise the IRS will get suspicious and audit them.    

1. Seller:  If the seller has a choice on how he could allocate the sale of a business, he generally would want capital gain and not ordinary income.  But he would like ordinary instead of capital loss.  Thus, you must negotiate over the price and the allocation.  Seller’s ranking is generally:  

a. Goodwill:  true cap. Asset taxed at 20%

b. Land:  1231 asset taxed at 20%

c. Building:  1231 asset taxed at 25% because of depreciation recapture at a higher rate for real estate.  

d. Equipment:  1231 asset taxed as ordinary income because probably of depreciation recapture.  

e. Inventory:  always ordinary income

f. Accounts Receivable:  always ordinary income  

2. Buyer:  He wants to put as much money into the assets for which he can recover deductions the following year.  Thus his ranking from best to worst is:  

a. Accounts Receivable:  taken as a business deduction when used

b. Inventory:  taken as a business deduction when used

c. Equipment:  7 year double declining balance

d. Goodwill:  15 year straight line depreciation

e. Office Building:  39 year straight line depreciation

f. Land:  not depreciable  

iv. Charitable Contributions & Depreciation Recapture:  §170(e)(1)(A)

1. Example:  You buy a truck for $10K.  Several years later you donate the truck to charity.  The truck’s adjusted basis after depreciation is $4K.  If the fair market value of the truck is $12K, you get a $6K deduction.  The other $6K is depreciation recapture.  

XVII. The Interest Deduction

a. Questions to Ask:  

i. When can you deduct?  

ii. Is it above the line or below the line?  

1. Above the line if on business.  §163(h)(2)(A) below the line if on home.  

2. Interest is NOT a miscellaneous itemized deduction.    

iii. Is it preferential income?

b. Personal Interest:  After 1986 personal interest is not deductible.  See §163(a)

c. Investment Interest:  §163(b)

i. Debt interest on investments is deductible with certain limitations.  

1. TP can only deduct investment interest against investment income.

a. Problem 21(d):  If you have $12,500 in investment interest and $12,00 in investment income, you can take a $12,000 interest deduction and under §163(d)(2) you can carry forward the $500 to the nest year.  If you have at least $500 investment income next year you take the $500 as a deduction. 

b. Example 58 p. 321 Bankman

	Year
	Interest Paid
	Interest Income
	Interest Ded.
	Carry-Over

	1
	$10,000
	$8,000
	$8,000
	$2,000

	2
	$10,000
	$3,000
	$3,000
	$9,000

	3
	$10,000
	$25,000
	$19,000
	_____

	Total
	($30,000)
	+$36,000
	($30,000)
	


2. Borrowing money for capital gains investment:  under §163 you can’t deduct interest for money borrowed to make capital gain investments unless:

a. You have other investment income to offset the interest

b. OR, you elect to tax your capital gain bracket as ordinary income.  If you don’t elect to do this you can still carry the interest forward to use against investment income in the following year.  

3. What are you giving up by waiving the capital gain treatment (see #2 above)?

a. Usually you want to have no income (no tax) but not necessarily in this case.  

b. It depends on your tax bracket and when you’ll be able to use the carryover.    

ii. Congress’ Reasoning:  We’re going to wait until you asset produces income before we will let you take the deduction.  

d. Anti-Abuse Provisions:  §§264 and 265

i. A number of anti-abuse provisions prevent taxpayers from deducting interest on debt incurred to purchase certain types of assets on which income is either exempt or deferred.

ii. Example:  Under §265(a)(2) loan indebtedness for tax exempt income will not be deductible.    

e. Ranking of Interest

i. Business Interest:  above the line, fully deductible

ii. Mortgage Interest:  below the line, fully deductible

iii. Investment Interest:  below the line, deductible subject to limitations

iv. Personal Interest:  NOT deductible

f. Mortgage Interest:  the Code allows a deduction for either acquisition indebtedness or home equity indebtedness with respect to a qualified residence of the taxpayer.  See §163(h)(3).

i. Qualified Residence:  It’s the taxpayer’s principle residence and one other residence of the taxpayer.  §163(h)(4)(A).  

ii. A dwelling that the TP rents to others is a qualified residence only if, during the year, the TP uses the dwelling for personal reasons longer than the greater of:  §§163(h)(4)(A)(i)(II) and 280A(d)(1)

1. 14 days

2. OR, 10% of the number of days that it is rented.

iii. Acquisition Indebtedness:  It’s any indebtedness that is secured by the residence and was incurred in acquiring, constructing, or substantially improving the residence.  §163(h)(3)(B).  

1. Acquisition indebtedness also includes any indebtedness, secured by the residence, from refinancing qualified acquisition indebtedness, but only up to the amount that was refinanced.

2. The aggregate amount of acquisition indebtedness can’t exceed $1 million.  §163(h)(3)(B)(ii).   

iv. Home Equity Indebtedness:  It’s any indebtedness, other than acquisition indebtedness, secured by a qualified residence.  §163(h)(3)(C).  

1. The loan must be secured by the residence.  But the loan can be used for any purpose.  (e.g. car, vacation, etc.)

2. Limitation #1:  The total of home equity indebtedness and acquisition indebtedness can’t exceed the fair market value of the qualified residence.

3. Limitation #2:  Home equity indebtedness can’t exceed $100,000 in any case.  

v. Points:  are amounts a lender requires a borrower to pay instead of charging the borrower a higher interest rate.  It’s interest paid up front.  

1. Usually points have to be capitalized and deducted over the term of the loan.  §461(g)(1).

2. Exception under §461(g)(2):  TP can deduct the points paid on indebtedness secured by TP’s principal residence and incurred to purchase or improve the principal residence in the current year they are paid provided that:

a. The payment of points is an established business practice in the area in which the indebtedness is incurred.

b. AND, the paints paid do not exceed the amount generally charged in the area.  

3. NOTE:  Points paid to refinance an existing home mortgage are not within the §461(g)(2) rule, so they cannot be immediately deducted in the year in which they are paid.  Instead, the points are deducted over the term of the loan.   

vi. Tracing Issues:  Where is the loan money really going?

1. Example:  $50K in TP’s bank account used to buy personal car for $50K.  TP borrows $50K from the bank for a machine for his sole proprietorship.  

2. Solution:  Keep the receipts and bank records to show that the loan actually went to the sole proprietorship.  

XVIII. Deductibility of Legal Expenses

a. What is the origin and nature of the claim:  

i. The deductibility of such legal fees depends on the “origin” of the claim, not on the potential consequences of the claim.  

ii. Gilmore:  wife tried to get more than ½ of stock for divorce based on adultery.  P argued this was for the preservation of income under §212(2).  The Supreme Court said what determines whether a deduction should be allowed is the origin and nature of the claim.  The Court said the fees related to the divorce not to stock.  The fact that P has to sell the stock is irrelevant.  

iii. An individual may deduct legal fees that are incurred in a trade or business or related to the production of income.  §162 and §212

iv. Legal fees incurred in a business context must be capitalized, however, if they are incurred in connection with the acquisition of property that has a useful life extending substantially beyond the close of the year in which the legal expense is incurred.  Reg. §1.263(a)-1.  

b. Fees to collect tax exempt income:  Not deductible.  §265.  

i. Example:  Legal fees for a lawsuit to collect compensatory damages.  Not deductible.    

c. If origin is not business but income:  It’s deductible under §212 but it’s a below the line deduction.  If it’s not business related then the 2% floor for misc. deductions applies.  

i. Hunter:  TP said alimony increased his taxable income & the settlement from the present case would reduce his AGI.  Court said no it’s your gross income not your AGI.  

ii. Alimony:  Reg. 1.262-1 says generally legal fees associated with divorce are not deductible.  BUT fees paid for the collection of alimony are deductible.  

iii. Tax Preparation & Disputes:  Fees incurred in these activities are deductible.  §212(3)

iv. Tax related part of estate planning:  deductible under §212(3).

v. Alimony paid over 4 years:  fees paid are deductible but may or may not have to be capitalized.   

d. Alternative Minimum Tax

XIX. Travel and Entertainment Expenses

a. Travel

i. General travel expenses (travel, meals (50% deduction only), lodging and transportation) are deductible under §162(a)(2) if the following three conditions are met:

1. The travel expenses are reasonable and appropriate

2. The expenses are incurred while TP is away from home.

3. The expenses are motivated by the exigencies of the TP’s business not TP’s personal preference.

ii. Away from Home:  is defined as being away over night.  See US v. Correll.

iii. Definition of “Home”:  It’s defines as the TP’s principal place of business (if there is more than one regular place of business) OR if TP has no regular or principal place of business it’s the TP’s regular place of abode.

1. Flowers:  if you work in one state and choose to live in another state you can’t deduct your travel expenses.  It’s a personal choice.  

iv. No Home: some TPs don’t have homes so they cannot be away from home for the purpose of §162.  Then, they only get to deduct travel expenses but not meals or lodging.  

v. Temporary v. Indefinite Test:  away from home is also dictated by the nature and length of the stay.  

1. One Year or Less:  if the assignment is going to last approximately one year or less it is considered temporary and TP gets a travel deduction.  

2. Indefinite or More than One Year:  if the assignment falls into this category TP gets no deduction.  

3. Switch:  if the assignment was going to last 6 months and after 3 months you learn it will be 16 months then you get to deduct those 3 months but no more.  

4. Two Cities:  if 8 months in Boston, then extended for 8 more months in NYC then TP gets to deduct travel expenses for all 16 months.  But if TP knew from the beginning he would be away for 16 months in the 2 cities, he gets no deduction.  

vi. Commuting & Parking:  Not deductible

1. 1.162-2(e), 1.212-1(b), 1.212-1(f)

2. Policy Reasons:  It’s the taxpayer’s personal choice.  Even if it isn’t a free choice everyone will be treated the same.

3. Exceptions:

a. If a TP has a regular work location but takes a temporary assignment in a different location, the TP can deduct his costs of traveling to and from the temporary job site.  This deduction is a §162(a) deduction, not a §162(a)(2) deduction.  

b. If the TP is “away from home” the costs of commuting to and from work are deductible.  

4. Doing work while in your car does not change the nature of the trip.  There must be some extra expense incurred that is related to the TP’s trade or business. 

a. Example:  Transporting job related tools adds extra cost to the commute.   

5. If an employer pays TP’s commuting expenses, it’s income to the TP.

a. Exception:  Public transportation exception up to x%.  See §132(f).  

vii. Example:  expenses incurred on an overnight trip (hotel, plane ticket, value = $300)

	Self-Employed
	Employer pays Yee’s expenses
	Employee is          un-reimbursed

	§162(a)(1) above the line deduction ($300)
	Yer:  ($300) above the line deduction 
	

	
	Yee:  No income, No deduction
	Yee:  +$300 income, ($300) misc. itemized deduction subject to 2% floor


viii. Example:  meals incurred on an overnight trip ($200 value).  All meals are subject to the 50% deduction disallowance under §274.

	Self-Employed
	Employer pays Yee’s expenses
	Employee is          un-reimbursed

	§162 above the line deduction
	Yer:  ($100) above the line deduction
	

	($100)
	Yee:  No income, No deduction
	Yee:  +$200 income, ($100) misc. itemized deduction subject to 2% floor


ix. Split Work Weeks:  If TP works in Baltimore 1 week, NYC 3 weeks then NYC is his tax home.  If TP works 3 days in Baltimore, 2 days in NYC then he can choose which is his tax home.  

x. Families:  You don’t get a deduction for your family’s meals, travel, and lodging if they travel with you.  But if you stay in a double for $120 and a single is $100, you can take $100 deduction not $60 (1/2 of 120).  

xi. Moving Expenses:  can’t get a deduction if it’s for a temporary assignment.  But you can get it if it’s a permanent move.  

xii. One Day Business Trip:  TP gets deduction for business travel, but not for meals and lodging.  

b. Entertainment, Meals, and Gift expenses

i. Prior to 1963:  All you needed for a deduction was sufficient business motivation.  §162

ii. Today:  You must meet §162 and §274.  The expense must be either:  

1. Directly related to the active conduct of a trade or business

a. To meet this test, TP must engage in active conduct of business with the person being entertained.  

b. It’s hard to meet this test if TP’s spouse or others come along too.  

2. OR, associated with such business if the expense is for entertainment directly before or after a substantial and bona fide business discussion.  (i.e. TP can deduct cost of ball game tickets if it directly follows a business meeting.) 

iii. 50% Limitation:  all deductions for meal and entertainment expenses are limited to 50% of the amount spent.  §274(n).  This includes meal expenses incurred away from home on business trips.  

1. Employer Reimbursements:  even if employer reimburses employee in full, the employer can only take a 50% deduction.  

2. Exceptions:  See §274(n)(2).  These exceptions include:  

a. De Minimis Fringe Benefit:  50% rule does not apply to expenses for food and beverages that would be excluded by the recipient as a de minimis fringe benefit under §132(e).  

iv. Types of Entertainment

1. Direct Entertainment

2. Inherently Personal Events

3. Associated Entertainment

v. Goodwill entertainment:  e.g. giving tickets to client without any meeting is not deductible

vi. Documentation:  §274 says TP must have receipts or writing to document a business meal/entertainment expense.  

vii. No Hiding Income:  §274 says if employer tries to hide income as a business expense then he/she loses the deduction even if employee has to pick it up as income.  

viii. §274(e) exceptions:  even if you don’t qualify under §274(a), there are exceptions listed under §274(e) which allow one to qualify though they still must meet §162 requirements.  These exceptions include:  

1. A bona fide business meeting of employees, stockholders, etc.  Subject to 50% limitation.

2. Recreational expenses for employees who, for this purpose, are not highly compensated i.e. company picnics

ix. Example:  $100 ballgame tickets

	
	Self-Employed
	Reimbursed Employee
	Un-reimbursed Employee

	Entertainment §§162 and 274
	($50) above the line 
	Yer:  ($50) above the line

Yee:  ___
	Yee:  $50 misc.item ded. (below the line)

	Entertainment §162 NOT §274
	No deduction
	Yer:  No ded.

Yee:  ___
	Yee:  No deduction

	Entertainment (Personal)
	No deduction
	Yer:  No ded.

Yee:  +100 income
	Yee:  No deduction

	
	
	If de minimis 

Yer:  ($100) deduction

Yee:  ___
	


c. Home Office Deduction:  §280A 

i. Section 280A(c)(1) allows a deduction for an office in the taxpayer’s home (or a separate structure not attached to the home) only where the taxpayer used the home office exclusively on a regular basis:  

1. As the principal place of business for any trade or business of the taxpayer

2. OR, as a place of business that is used by patients, clients, or customers in meeting or dealing with the taxpayer in his business

3. OR, in connection with the taxpayer’s business if the office is in a separate structure that is not attached to the taxpayer’s home.  

ii. In addition, if the taxpayer is an employee (as opposed to being self-employed), she is allowed the home office deduction only if her use of the home office is for the “convenience of the employer.”  §280A(c)(1).  

1. An employee’s use of a home office is for the convenience of the employer if:

a. The employer does not provide the employee with an office at all

b. OR, if the employer has not provided adequate office space in which the employee can effectively carry out employment duties.   

2. If the employer has provided the employee with adequate office space, the home office is for the convenience of the employee, not the employer, even if the office is used exclusively for business purposes.  

iii. “Principal place of business” includes the TP’s home office if it is exclusively and regularly used to conduct substantial administrative or management activities for a trade or business of the TP and the TP does not conduct substantial administrative or management activities at any other fixed location of the trade or business.  
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