Federal Income Taxation Outline

Introduction to Federal Taxation

Functions of a Tax System:

1)   Raise revenue

2)   Means by which govt. can pursue fiscal policy

      -     Stimulate economy by reducing tax rates in depressions

      -     Increase tax rates in inflationary periods

3)   Accomplish a distribution of wealth and set up burden sharing among taxpayers

      -     Graduated/progressive system disproportionately burdens highest wage earners with greatest taxes

4) Accomplish social policy by providing incentives for people to do certain things 

· Done by exempting certain receipts, deductions, and tax credits

· Negative implications: 

· Tremendous amount of complexity

· Sometimes doesn’t operate fairly – the higher your tax bracket the more valuable tax deductions are

16th A.: The Congress shall have power to lay and collect taxes on incomes, from whatever source derived, without apportionment among the several States, and without regard to any census or enumeration.

-     Today, Internal Revenue Code of 1986
Overall fed. tax level  and individual tax have remained relatively constant, but:
-     Revenues for Social Security and Medicare have risen dramatically

-     Revenues from corp. tax decreased dramatically

Income (items of inflow)
Definitions of Income:

· Haig-Simons = increases in wealth + consumption
· Problem: isn’t workable admin., as everyone would have to appraise their property each year
· All income is either saved or spent, and thus def. usually produces a higher income figure than govt. def.
· Govt. def. GI (§61) =  “all income from whatever source derived”

      -     Glenshaw Glass: “an undeniable accession to wealth, clearly realized, over which individual had complete control”

      -     Problem: tautological
Income:
· Salary and other compensation for services rendered (regardless of form)

     -     Old Colony Trust: co. paying EEs fed. taxes 

· Fed. tax = tax-inclusive (amt. paid not deductible)

· Sales tax = tax-exclusive (amt. paid is deductible)

     -     If paid other than in cash = fringe benefits taxed at their FMV
· Punitive damages from lawsuit (Glenshaw Glass)


· Prizes and awards under §74

      -     However, excluded if they aren’t retained and meet several other criteria

· Gains derives from dealings in property (§61(a)(3))

· Treasure troves under Reg. §1.61-14: found $/FMV of found property in US currency

      -     Cesarini: cash found in piano bought for $15 includable as income, as would a ring 

Not Income (Exclusions):

· Certain fringe benefits: 

      -     Deviation of HS def., as govt. values consumption at 0
· Thus, better to get fringe benefits below than an increase in salary of that amt.
1)   Tax expenditure fringe benefits:
-     Contributions to health insurance, workers’ comp., disability, and medical expenses (§104-106)
-     Retirement plan contributions – taxes deferred until benefits received, except Roth IRAs
-     Dependent care – limited to $5,000/year under §129 (closely parallel dependent care credit)

-     Education – limited to $5,250/year under §127

-     Cafeteria plans – allow EEs to pick their fringe benefits
2)   Work related fringe benefits:
      -     Justified for admin. simplicity = policy reason

      -     §132 stat. exclusion for people in ER/EE rel. (1984):
                   b)   No-additional cost services – free airline tickets
                   c)   Qualified EE discount – must be a good/service of the same type ordinarily sold to public in the 
                         line of bus. EE works in

                         -     For goods, excluded to extent it doesn’t exceed ER’s gross profit 

                         -     For services, excluded to extent it doesn’t exceed 20% of selling price

                   d)   Working condition fringe – deductible to the extent that if EE had paid for it himself, he would 
                         have been able to deduct

                         -     Normal office furnishings (painting on EEs wall) 

                   e)   De minimis fringe – accounting unreasonable and admin. impracticable to tax
                   f)   Qualified transportation fringe

-     Gotcher rule: looks to dominant purpose of payer in providing benefit (for all, not just for his EE)
· Trips intended to benefit the payer’s bus. are NOT includable in income 

                  -     Mr. Gotcher (EE of Economy, not VW): didn’t really have a choice in going if he wanted to exercise sound bus. judgment (forced consumption) and VW set itinerary

· Trips intended to benefit the payee personally are includable in income as consumption 

                        -     Mrs. Gotcher
· Meals and lodging under §119 (to EE and his immediate family):

      -     Justified as forced consumption = policy reason
      -     Following criteria must be met:
      1)   Must be furnished 

            -     Kowalski: cash meal allowances to state troopers is NOT furnishing food, implying that the meal must be furnished “in kind” (bought by ER and handed to EE)

      2)   On the bus. premises – functional, not spatial test
            -     Adams v. US: US corp. house owned in Tokyo a bus. premise because co. bus. was done there

            -     Dole v. Commissioner: houses 1 mile from mile not on bus. premise because no bus. done there 

      3)   For the convenience of the ER – requires a substantial non-compensatory purpose
            -     Prong satisfied by:

· Being required to be on call after bus. hours

· Policy that precludes EEs from eating away from bus. premise

4)   Must be accepted as a condition of employment (for lodging only)

      -     Benaglia: wife and manger of 2 HI resorts allowed to exclude cost of hotel suite and dining room expenses
· Imputed income (deviation from HS def.) – benefits derived from labor on one’s own behalf or ownership of property
      -     Violates horizontal equity – similarly situated taxpayers pay diff. tax
· Gifts (donor is alive) and bequests/inheritances (donor is dead) under §102
      -     Justified because donor has already included amt. in income, and it shouldn’t be counted again in donee’s income = policy reason

      -     While HS would tax the donee and not the donor, the IRS taxes the donor and not the donee

· Admin. easier to trace $ and donor is more likely to be in a higher tax bracket

-     Duberstein: whether there is a gift is a fact-based inquiry into the dominant motivation of the donor

· Gift = proceeds from a “detached and disinterested generosity,” out of affection, respect, admiration, charity, etc. 

            -     Ex.: giving EEs a Christmas turkey/ham

· Not gift = proceeds from the constraining force of a moral/legal duty, incentive of anticipated benefit, or where payment is in return for services

                  -     Ex. not gifts: Christmas bonus, waitress’ tips, dress provided for an actress to wear to the Oscars, Cadillac given to Duberstein
      -     Limitations on exclusion:
· §102(c): transfers from ER to EE is always income, except if EE is ER’s child and gift doesn’t relate to bus.
                  -     However, §274(b) permits a $25 de minimis exception to this basic rule
· Donor and donee viewed together, so donor deducting the expense negates “detached and disinterested generosity” needed to qualify as a gift
· Scholarships and fellowships (including $ for teaching/rendering other services) under §117
      -     Exclusion for $ covering tuition, fees, books, and supplies, but not room and board
      -     Must be for “courses of instruction” at “an educational org.” (no research grant to work at NIH)
· Welfare and other govt. benefits
· Recovery of basis:
      -     §1001: gains and losses are accounted for in GI, but recovery of capital is not
· Gains = AR – AB 
· Loss = AB – AR
      -     AR = sum of any $ received + FMV of property

      -     AB = the means employed to ensure that taxpayer is taxed only once on his accruements by tracking appreciation and depreciation until a realization event occurs

· §1012 general rule: basis = cost 
· Rule holds true even if taxpayer got a good deal unless the bargain purchase is the result of a rel. between the parties
· If ER and EE as essentially a substitute for salary, EE is treated as acquiring the asset at FMV with the amt. of price reduction being included in GI
· Philadelphia Park: basis = FMV of property received, or if that can’t be valued then the FMV of what was given up as consideration for it (presumed to be roughly equal)
· §1015 rule for property received by gift (NOT a realization event):
                  -     For gains: carryover basis = donee’s basis is that of donor’s (cost)

· Otherwise, appreciation in hands of donor would go untaxed
· Converts what would otherwise be a complete exclusion of gifts from income under §102 to a partial exclusion (donee doesn’t pay taxes on basis) and partial deferral (donee, NOT donor, pays gain that accrued in hands of donor when property is finally sold)            
-     For loss: basis = lesser of 1) donor’s carryover basis, or 2) FMV of property at transfer

· Unlike gains, precludes shifting of loss from donor to donee (loss simply goes away)
· Only loss at end matters, not those at time of transfer

· §1041(b)(2) rule for exchanges between spouses/recent ex’s: carryover basis applies
      -     Same as §1015 except there is no special rule for loss (here, loss CAN be shifted)

      -     Applies to ALL transfers of property (everything treated like gifts)
· §1014 rule property acquired from a decedent: stepped-up basis = FMV of property at death 
      -     Controversial because this doesn’t fir into overall tax scheme, but viewed as an inappropriate time to tax appreciation occurring during life of decedent
· Allocation: basis should be divided between the parts of the property
      -     Inaja Land rule when allocating basis reasonably is impossible: $ received is credited against basis first until fully recovered, and then there is income (like installment sale)
· Could also have been treated as renting part of the land or a partial sale, all resulting in the same amt. of gain being taxed
      -     Hort: payment received to terminate lease agreement includable as GI since basis for right to lease property can’t be carved out of other bundle of rights owner has in property
Sometimes Income and Sometimes Not Income:
· Realization requirement (deviation from HS def.; AR from §1001 above):
      -     Realization – the sale or disposition of property that is not identical in the absence of a non-recognition provision (hair trigger requirement)

      -     Realization requirement necessary because:

1) Admin. difficulty in reporting

2) Valuing assets every year to see how much appreciation or depreciation has occurred

3) In order to pay the tax without a realization event, taxpayers would have liquidate 

4) With a contracted def. of realization, gain would be realized only when property is sold and cash is kept (many triggers)

      -     Would reduce HS def. of income to just consumption

      -     Makes tax deferral a major tool of tax planning

      -     Requirement often results in violations of horizontal equity
      -     Ex. realized/taxable transactions and inclusion in GI:
· Getting a dividend (cash), or getting a stock dividend and selling the extra shares

· Cesarini: year when $ in piano was reduced to undisputed possession (when it is found)

· Haverly: principal claimed a charitable deduction for unsolicited sample textbooks

      -     Otherwise, he would receive a double benefit by deducting from income an excluded item
      -     Problematic rationale since it also applies to D who decided to keep book/give it to a friend 
· Prof. recommends using Gotcher instead – books were given not as a gift or compensation, but to further publisher’s bus. 
· Cottage Savings Ass’n: exchanges of interest in one group of res. mortgage loans for another lender’s interest in another group are materially diff. to result in realization of losses here since they were made to diff. obligors and secured by diff. homes/properties (diff. legally distinct entitlements)

· Ex. of no realization and exclusion from GI: 

· Eisner v. Macomber: stock dividends since shareholder simply has what he had before (% of co.)

· Installment accounting method: 

· Most preferred open transaction: allows basis/cost recovery 1st with anything left being taxable gain

      -     Strict requirements:

             a)   FMV of property received and given up most not be readily ascertainable 

                   -     IRS often disagrees

             b)   Gain must be contingent on future events

      -     Burnet v. Logan: taxpayer sold stock for cash and a right to receive $.60 for each ton of ore removed from a mine

· Middle installment method: §453 calls for proportional gain and basis recovery (NOT equal over years), and thus allows tax deferral

      -     Eliminates cost recovery 1st (Inaja Land) for fixed price sales: 

· Installment sale – any sale that takes more than 1 year to complete

· Gross Profit Ratio =   GP_  = _______                       selling P – AB_________________

                                           

    TKP       selling P – qualifying indebtedness (mortgage assumption)

      -     Curtails cost recovery for contingent payment sales:

                        1)   If max. price, then it is used as selling price (mirror to reg. installment method above)
                              -     If agreement says A should receive up to $2M for 9 years, ONLY max. price since could receive that amt. before 9 years is up

                        2)   If no max. price but price is incurred over a fixed # of years, then basis is allocated in equal amts. over the years

                              -     Leftover basis is carried over, so that at the end if any is left unrecovered taxpayer can claim a loss

                        3)   If neither max. price not fixed # of years, then basis is allocated over 15 years

      -     Installment method is the presumption, so you have to elect/opt out to get either closed or open treatment

· Caution: can elect out thinking you have an open transaction (esp. with contingent sales) just to have IRS determine that you are wrong and put you way back in closed category again
· Least preferred closed transaction (TKP considered realized at once in Year 1)

      -     Might be preferred if change in Exec. control (get lower Repub. rate before Dems. move in)

· Life insurance (pure insurance and savings elements – interest earned excluded from tax):

     -     Premiums paid for life insurance by insured (not deductible) 
     -     Payments due to insured’s death under §101 ≠ income
· Borrowed funds: 
      -     From illegal sources = income:
· James v. US: taxpayer has received income when he “acquires earnings, lawfully or unlawfully, without the consensual recognition, express or implied, of an obligation to repay and without restriction as to their disposition”

· Collins: EE first stole $80k and then spent it unwisely by gambling (punching his own betting tickets), so $38k loss at end of day (placed $42k in winnings back in till) is a taxable gain
      -     Loans ≠ income since there is a mutual understanding of a legal duty to repay, and borrower has a bona fide intent to do so (no deduction for repayments)
      -     Discharge of indebtedness (cancellation of debt - COD) = usually income (ordinary, not capital)
· Old way of thinking about COD = balance sheet approach
      -     Kirby Lumber: co. repurchased bonds (debt) for less than it was taken out for, with diff. being income
· Assets = capital/net worth + liabilities

      -     §61(a)(12) codified Kirby Lumber by listing COD as income
· New way of thinking about COD = tax benefit/consistency 
      -     Income results at the point taxpayer knows he no longer has to pay the loan back

      -     Zarin: taxpayer lost $3.4M at casino, paid back $500k, and casino forgives remainder

· Tax Ct. finds $2.9M COD income, relying also on new and old balance sheet approach  

                  -     §165(d): gambling losses are deductible only to offset gambling gains (basket approach)
· 3rd Cir. Ct. of App. reversed, saying debt was unenforceable
· BEWARE: sometimes COD is the mechanism for which gift/compensation between ER and EE is delivered, but this is not COD income

      -     COD exists when there is no other source of income to classify $ as

· §108 exceptions for COD income excluded from GI (because of harshness of rule):
      1)    Insolvency of the debtor (§108(a))
                         -    Exclusion limited to extent of insolvency (excess of liabilities over FMV of assets)
                         -    Debts are discharged, but most of debtor’s assets are also taken to pay off as much debt as possible in order of priority and credit is tarnished for many years               
                  2)   Purchase price adjustment/reduction of basis (§108(e)(5))
-    Very similar to contested liability doctrine – settlement amt. of disputed debt is taken for the actual amt. of the debt
-    Does NOT apply if taxpayer is insolvent, subject to bankruptcy proccedings, or if seller or purchaser transferred debt to a 3rd party

3)   Qualified farm indebtedness
4)   Student loan forgiveness – for those taking jobs benefiting the public

      -     Effect of Debt on AB and AR:
· Seller’s side:
      -     Crane rule: R and nonR loans are treated the same, and included in both AB and AR because taxpayer obtained an economic benefit from cancellation of debt assumed by purchaser
· Woodsam rule: however, only INITIAL borrowing included in AB, NOT any refinanced amt.
      -     Installment sales: same rules as above, except that amt. of mortgage in excess of AB is treated as gain in Year 1
· Buyer’s side = proportional treatment:
      -     Tufts: value of land exceeded mortgage initially, but mortgage exceeds FMV upon sale/foreclosure = mortgage included in AB and AR 

· Maj. analysis for nonR mortgage: Crane rule applies since risk of losing $ has shifted from taxpayer to lender, resulting in economic benefit of COD for taxpayer (gain)
· O’Connor concurrence (more a dissent) for R mortgage: bifurcates into 2 transactions
                  -     Normal AR – AB calculation results in loss, with diff. between AR and amt. of mortgage being COD income
-     Estate of Franklin (abusive, artificial case): mortgage exceeded value of land when 1st incurred (here, because of a leaseback) = mortgage not included in AR or AB

· Trial ct rationale: depreciation isn’t predicated upon ownership of property, but rather upon investment in it
                  -     Here, all down and upside belongs to seller of hotel, not partnership buying it

· 9th Cir. affirms under diff. rationale: if nonR mortgage exceeds property value, excess is only contingent debt (not real indebtedness) not included in AB

· Damages:
      -     Justification: can be viewed as a policy reason deviation from HS (shouldn’t tax physical injury compensation), or simply not included in income because there is no increase in wealth

      -     Punitive damages = income
      -     Compensatory damages:

· Business injury: Raytheon test – “in lieu of what were the damages awarded?”
      -     If in lieu of things that would be ordinary income (lost profits), then damage award substitute also = income

      -     If in lieu of destruction of property that isn’t ordinary income but return of capital (destruction of goodwill), then damage award substitute is also treated as capital gain after basis is recovered
· Personal injury: §104(a)(2) excludes from income “the amt. of any damages received (whether by suit or agreement and whether as lump or periodic payments) on account of” injuries or illness physical in origin (though can lead to non-physical manifestations)
      -     Recovery of lost wages, pain and suffering, medical expenses (unless previously deducted when paid) = not income
· Considered putting taxpayer back in position he was originally in

· Recovery for discrimination, emotional distress, wrongful termination, and other non-physical injuries = income 

-     Interest received = income since taxpayer would owe it if he had invested the $ on the date of injury  

· State and local bonds: 

      -     Justification = pure policy reason

      -     Gain from sale of bonds at more than face value = income

      -     Interest under §103 = tax-exempt/not income    
· Inefficient way to unlimitedly subsidize local/state govt. (and thus taxpayers who pay its interest) because:

      -     A 3rd party (high-income investor) also benefits
      -     Cost to fed. govt. is substantially greater than interests savings to state/local govt.
Deductions and Credits (items of outflow)
   GI (§61)

- Above-the-line deductions = trade/bus. deductions (§162 et seq.)

   AGI (§62 – applies ONLY to individuals, not corps.) 
- Below-the-line deductions = itemized deductions OR standard deduction
- Personal exemptions

Taxable income (§63)
x Tax rates (ordinary and capital)
  Tax liability

- Credits

  Final tax liability
Deductions:
· Greater $ value to those with greater TI (amt. of deduction x marginal rate)
      -     $1 of deduction saves only part of that amt. in taxes depending on taxpayer’s tax bracket
· Current deduction offsets income immediately (best situation timing wise)
      -     Accelerates deductions = tax deferral
      -     Likened to:
            1)   An interest free loan

            2)   Tax forgiveness

            3)   A tax free return on the amt. invested
· Above-the-line = trade/bus. expenses:
      -    §62(a): categorizes certain deductions as above-the-line (GI – these = AGI), but does NOT allow deduction in this section

            (1): Deductions for trade/bus. carried on by taxpayer

 -    §162: allows deduction “for all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade/bus.”

· Definitions:

                  -     Necessary = appropriate and helpful

                  -     Ordinary = 1) expense must be typical/customary for the taxpayer’s type of bus., but can be unique to him individually, or 2) expense must be currently deductible (not capital expenditure)
· Most focus here, since def. of necessary isn’t that useful

· Tends to involve factual inquiries
· Ex. of not “ordinary and necessary” and thus not deductible:
            -     Welch v. Helvering: payments made to satisfy debt of 1st co. and solidify credit/standing with old customers in interacting with 2nd co.  
            -     Gilliam: artist with a history of mental problems goes crazy on plane and tries to deduct costs of lawsuit

            -     Unreasonable salary/compensation – essentially income transferred by gift from ER to related EE to funnel corp. income from higher to lower income taxpayers
· Ex. “ordinary and necessary” and thus deductible:
-    Trade/bus. interest (§163(a))

-     Losses incurred in trade/bus. (§165(c)(1))

-     Dancer: taxpayer caused injuries to kid hit in auto accident when auto travel was integral to his bus. and unfortunately lapses seem inseparable from driving cars
-     Reasonable salary/compensation (explicitly stated in §162(a)(1))
· Exacto Spring Corp.: want to ensure corps. don’t disguise dividends (no deduction) as salary (deduction), thus eliminating corp. tax part of corp. double taxation

      -     Reasonable salary not determined by 7/multi-factor test, but by: 

· Independent investor test (supply side) that asks what exec. is worth based on his mngt. of shareholder’s assets

      -     Here, 13% was expected, but investors got a 20% return (50% greater than expected), so salary should be higher than expected too

· Other circs. (demand side, since supply side is incomplete), such as what similar EEs in similar cos. earn (was 6th factor of old, rejected test)

· Ex. could go either way = expenses contrary to public policy:

                              -     Must relate to income-producing activity and be otherwise “ordinary and necessary” first
· Ex. deduction allowed (general rule):

                                          -     Tellier: legal expenses in defending and appealing criminal conviction

                                          -     Sullivan: law made it illegal to gamble or pay rent to maintain a gambling establishment, but rent deductible since it is only illegal because bus. itself is (usually deductible)

· Ex. deduction not allowed as contrary to public policy (exceptions to general rule):

                                         -     §162: codified rules to preempt cts. from deciding what was contrary, NOT allowing deductions for:
· (c)(1): Illegal payments to govt. officials or EEs of any govt.
· (c)(2): Illegal payment under US/State law, but only if law generally enforced

                                                      -     Applies to payments to people who aren’t govt. officials or EEs

· (f): Fines paid in violation of any law

                                                      -     Tank Truck Rentals v. Commissioner: PA weight limit law for trucks carrying cargo would frustrate well-defined state/national policy if co. was permitted to deduct fine for violating it

· §280(E): if the trade/bus. is drug trafficking (taxed on GI, not net income like all other bus.)

                  -     Deductible bus./investment expenses v. nondeductible personal expenses (§262):
· Line here is very hazy, and has width (unlike most categorizations)
· Ex. inherently personal and not deductible:
                              -     In general, clothing/grooming 

· Pevsner: objective test (not taking into account taxpayer’s subjective lifestyle) where clothing is deductible as a bus. expense only if:
            1)   Clothing is of a type specifically required as a condition of employment,

            2)   Is not adaptable to general usage as ordinary clothing, and
            3)   Is not so worn as ordinary clothing

· Uniforms are deductible because they are required as a condition of employment and aren’t adaptable to general usage to the extent that they take the place of regular clothing    

            -     Consulting rel. leaders about bus. decisions 

· Ex. sometimes personal and sometime bus.:

                              -     Travel expenses:

· Bright-line rules for deductibility: 
                  -     Deductible under §162(a)(2) only if: 
            1)   Reasonable and necessary

            2)   Incurred “while away from home”

                                                      -     Diff. meanings of “tax home” 

· Most common = principle place of bus. (PPB)
· Personal residence
            -     Traveling salesman is a tax turtle who can never be away from home
            3)   Necessitated by the exigencies of bus.

      -     “Overnight rule” from US v. Correll, but must be less than 1 year (temporary)
            -     Expenses can’t be lavish/extravagant
· Ex. personal and not deductible:

                  -     Transportation:
· Daily commuting costs to and from PPB, as are solely a result of personal choice to live too far away to wal

                  -     Exceptions:

· Can deduct additional expenses in getting to/from work that are necessary from need to transport work tools
· Can deduct daily transportation to and from temporary work location outside metro. area taxpayer normally lives/works in

· McCabe: extra mileage and tolls NYC cop acquired since he must carry service revolver in city at all times and can’t get a permit to drive the direct route through NJ, as costs are solely a result of his personal choice to live outside city
· Hantzis: 2L took summer job in NYC while her husband remained in Boston to teach
                  -     Fails “while away from home” requirement because she lacked bus. ties to Boston, and thus didn’t incur duplicative expense of keeping both residences for bus.

-     Entertainment expenses (meals, lodging):
· §274 rules: 

                  -    (a): no deduction for 1) activity unless taxpayer establishes that it was “directly related to/assoc. with” a bus. discussion, or 2) facility (hunting lodge, yacht, country club dues, etc.)

   -    (d): to take deduction, taxpayer must substantiate with adequate records/other evidence the amt., time and place, bus. purpose, and bus. rel. between people

· Solves 1st avenue of abuse opened because taxpayers are in control of the facts

      -    (n): deduction allowed for only 50% meals/entertainment
· Policy: rest is considered personal consumption element
· Solves 2nd avenue of abuse opened by taxpayer disguising personal expenses as bus. expenses
· Exceptions where 50% limitation does NOT apply:

                                                      -     (2)(A):  Reimbursed EE expenses, so corp. AND individual get to deduct entire amt.

                                                      -     (2)(B):  Food/beverage expenses excluded from EEs income as de minimis fringes under §132(e)
· Moss: partners at law firm meet every bus. day for lunch to discuss bus.
                  -     Impt. that partners already knew each other, instead of between profession and new client that might need social lubrication of meal

            -     Home office expenses:
· §280A: 

                  -     (a)  No deduction for homes used as residences

· (d)  Used as residence (v. vacation home) = use exceeds the greater of:

                  -     14 days/year
                  -     10% of the # of days during the year for which such unit is rented
                  -     (c)  Makes exceptions to general rule if home is used: 

                                                (1)(A): as PPB

· 2 primary considerations for “principal:”
1) Relative impt. of activities performed at each bus.
2) Time spent at each place

· PPB includes place used for admin./mngt. activities if there is no other fixed location

                  -     Enacted to change outcomes like Soliman, where anesthesiologist not allowed to deduct before section was enacted because he spent 30-35 hours/week treating patients at 3 hospitals, and only 2-3 hours/day in home office

                                                (1)(B): as a place of bus. used by patients/clients in dealing with taxpayer in the normal course of his bus.

                                                (1)(C): separate structure not attached to the dwelling unit

                  -     Deductible bus./investment expenses v. nondeductible capital expenditures (§263):
· INDOPCO: Deductions are a matter of leg. grace and are the exception (specifically enumerated in Code), whereas capital expenditures are the general rule (not exhaustively enumerated)
· Capitalization and depreciation deductions (§167) for capital expenditures: 
                  -     Policies justifying capitalization:

· Accountant: matches costs with revenues for an item each year of its life
· H-S: there shouldn’t be a deduction until there is a reduction in wealth (only when bldg., etc. begins to depreciate)

                  -   Capitalization = diff. between income and consumption tax  

                  -     Amt. of expenditure added to basis in the asset (no immediate offset of income)

· If asset is NOT depreciable, basis is recovered when it is sold (worse timing situation)

                              -     Includes land, personal assets (personal residence, and stock – since taxpayer never has to sell it), antiques, paintings, and anything else with an indefinite life

· If asset IS depreciable/wears out, cost paid (usually basis, and includes nonR debt) is recovered and basis correspondingly adjusted downward by taking a deductions each year (in between timing wise)

                  -     Includes income-producing property
                  -     §168 Modified Accelerated Cost Recovery System 1) simplified things and 2) provided incentive to purchase capital expenditures by stating useful life as shorter than it really is:

· For personal property: everything mostly in 5 year depreciation category
· For real property:

                                          -     Residential = 27.5 year depreciation

                                          -     Commercial = 39 years depreciation

· For intangibles: §197 creates 15 year amortization using straight line method

-     Salvage value no longer considered

-     Methods of depreciation (how much basis is allocated/recovered each year):
· For personal property: option of either

· Straight line method: use same % (cost allocated in equal amts. over useful life) each year, resulting in equal deductions

· Double declining balance method: double straight line % and apply it to new AB each year, resulting in larger deductions in beginning

· Switch to straight line when that produces a greater deduction, since sticking with this method would never get you to 0

· For real property: MUST use straight line method
            -     Special rules:

· Depreciation conventions:
                                                -     For personal property: 

· ½ year convention –get ½ year deduction each in year of acquisition and disposition (regardless of how long property is held for)

                  -     Since this created incentive to buy late in the year, mid-quarter convention (Nov. 15) applies if more than 40% is bought in last 3 months

-     For real property:

· Separate mid-month convention rule because $ is much larger here (regardless of what day it was bought on)

· §179: taxpayer can elect to deduct immediately up to $100,000 for the cost of tangible personal bus. property if his total annual investment in such property is less than $400,000 (mostly for small bus.)
· §280F: limits depreciation deductions to $25,000 for luxury automobiles (with 5 year useful life) since a personal consumption element exists in buying them

                                         -     Since basis is higher than it would otherwise be, taxpayer won’t gain much when he sells his car          

· Factors cts. have used to help in deciding cases consistent with policy:

                                          1)   Whether the taxpayer has used $ to acquire a “separate and distinct” asset 

                                                -     Dismissed in INDOPCO, but still around because of subsequent IRS Rulings

                        -     “Separate and distinct” = “a property interest of ascertainable and measurable value in money’s worth that is subject to protection under law and the possession and control of which is intrinsically capable of being sold, transferred, or pledged separate and apart from a trade/bus.” (Regs. 1.263(a)-4(b)(3))

                                          2)   1-Year Rule: benefits accruing only within the 1st year after purchase are NOT capital, but those incurring benefits on purchaser for longer are
· Ex. capital expenditure and thus nondeductible:

                                          -     Cost for acquisition/disposition of assets/benefits:

· Of tangible assets (depreciated):

                                          -     Woodward: examined origin/char. of the claim

· Atty’s fees and ct. costs to set price of stock acquisition capitalized as they are really a substitute for failed negotiation to do so

                                          -     Costs of constructing an asset, whether you hire someone or do it yourself

-     Demolition – §280B allows deduction, but requires amt. be added to basis in land

· Of intangible assets (amortized):

                                                      -     INDOPCO: friendly takeover expenses

                                                      -     Extra amt. of attributable to intangibles purchased such as goodwill (catch-all category), customer lists, covenants not to compete, etc. 

                                                      -     Costs of acquiring contracts and patents

                                                      -     Generally, costs incurred in defending or perfecting title

· Ex. not capital expenditure and thus deductible:

                                          -     In contrast to INDOPCO, expenses from a hostile takeover
                                          -     Amorphous advertising, even though future benefit often lasts longer than 1 year  

                              -     Expenditures for amorphous, self-created goodwill 
· Ex. sometimes deductible bus. expense and sometimes nondeductible capital expenditure:

                              -     New bus. expenses:

· Richmond Television: costs in changing or expanding to a new bus. = nondeductible capital expenditure

                              -     In response, Congress enacted §195: elective provision where up to $5k (lesser of amt. of expenditure or $5k-amt. over $50k) is currently deductible with the rest amortized over 15 years

· Costs of maintaining an existing bus. = deductible bus. expense

                              -     Technical interp. of §162 “in carrying on a trade or bus.”

-     Repairs, rehabilitation, and improvement:
· Repairs that allow property to last its normal expected life = deductible bus. expense

                              -     Fixing a hole in the roof

· Rehabilitation/improvement costs that 1) increase the value of the asset, 2) prolong its life longer than original expected, or 3) adapt it for additional use 

                              -     Replacing all water pipes, windows, elevator, etc. as part of a general plan to extend life of bldg. = ALL expenses, even those that would have been deductible repairs, are capitalized
                        -     Combination of personal v. bus. and capital v. non-capital:
· Ex. sometimes deductible/non-capital bus. expense and sometimes nondeductible/capital personal expense:
                              -     Job-seeking and education expenses (§162): all-or-nothing, with NO basis and NO capitalization
· Job seeking: 

                              -     If looking for a new job in the same trade/bus. = deductible even if not successful

                              -     If looking for a job in a new bus. (seems to require a license) = nondeductible

· Includes those who haven’t worked ever/in a long time, as they are viewed as being out of all trade/bus.

· Education:

                                    -     If maintains/improves skills required by person’s trade./bus = deductible

                              -     If was in order to meet the min. requirements to carry on job or will qualify person for new trade/bus. = not deductible

· Wassenaar: expenses for LLM undertaken right after grad. from law school not deductible because taxpayer wasn’t in the trade/bus. until he could practice law (at bar admission in May)

            (2):  Certain trade/bus. deductions of EEs

       (A) Reimbursed EE bus. expenses – don’t affect income at all and thus can be ignored  on tax return
       (B-D) Certain expenses of performing artists, officials, and elementary/2ndary school teachers
            (3):  Losses from sale/exchange of property, BUT limited by:
        -     §165(f): losses from sales/exchange of capital assets allowed ONLY to extent in §1211-1212
            (4-20): Rent/royalties, life tenants, pension/profit-sharing/annuity plan of self-employed individuals, retirement savings, alimony, moving expenses, interest on education loans, higher education expenses, health savings accts., and costs involving discrimination suits  

________________________________________AGI LINE________________________________________
· Below-the-line = not trade/bus. expenses:

      -     Take greater amt. of (Form 1040 line 40):

            1)   Standard deduction: OR
      -     Flat amt. taxpayer deducts if his itemized deductions don’t exceed it

· Amt. depends on taxpayer’s filing status (single, married filing jointly, married filing separately, head of household, or surviving spouse)

            2)   Itemized deductions:
                  -     §67: when combined, miscellaneous itemized deductions deductible ONLY in excess of 2% floor of AGI for individual:
· (b) Miscellaneous itemized deduction = things not listed, which leaves:

                  -     Unreimbursed EE bus. expenses (another area where taxpayer is taxed on more than net income)

-     Investment expenses (§212)
· For people who can’t take deduction, being taxed on more than their HS income

                  -     §68: ALL itemized deductions must be reduced by 3% of the excess of AGI over $100k (haircut/cap), but reduction can’t exceed 80% of deductions

· Does NOT include: 

      -     Investment interest, casualty and gambling losses subject to stricter basket approach rules 

      -     Medical expenses subject to stricter 7.5%

· Applied after 2% floor for miscellaneous itemized deductions
· Implicitly increases marginal tax rate/bracket
-     Interest:
· §163(a): allows a deduction for all interest on indebtedness, but other provisions carve out exceptions

      -     Tracing principle – whether deduction is allowed depends on the purpose the loan was taken out for/what the proceeds were used for 

· Ex. deductible interest:
      -     Investment interest, but limited to net investment income (basket approach) with the rest carried forward under §163(d)

      -     Home mortgage interest (major exception to general rule that personal interest is not deductible)

· 2 categories for qualified residence interest (QRI – principal residence and 1 other) under §163(h)(3):

1) Acquisition indebtedness – interest deductible up to $1M to buy/improve home

2) Home equity indebtedness – interest deductible up to $100k regardless of the purpose of the loan (NO tracing here), so long as debt doesn’t exceed FMV of home

                  -     Allows taxpayers to purchase consumer goods and deduct the interest they would otherwise have to pay tax on

                  -     Like imputed income, another tax benefit for homeowners

· Ex. nondeductible interest:

      -     Personal nonbus. interest except that for a home mortgage = catch-all category for anything not mentioned elsewhere (§163(h))

      -     Borrowing to purchase tax-exempt bonds (§265(a)(2)) or other tax-preferred assets, but a direct connection between the 2 must be established

· Allowing an interest deduction along with the zero tax rate would permit a negative tax rate = ex. of tax arbitrage
      -     Losses:

· Losses can only occur when there is an event of realization – an identifiable or definitive event indicating a closed transaction or no reasonable prospect of recovery

      -     Tax law closes its eyes to both unrealized appreciation as well as depreciation

· §165: allows deduction for losses not compensated for by insurance or otherwise

            -     Amt. of deduction = lesser of: 

                        1)   Property actually destroyed (FMV before casualty – FMV after casualty), or 

                        2)   AB (not ripping off taxpayer with appreciated property since increase was never  

                              included in income or taxed)

-     (c): for individuals, deduction limited to:

                        1)   Losses incurred in a trade/bus. (above-the-line, see above) 
                                    2)   Losses incurred in making a profit, though not in a trade/bus. (investment)
                                    3)   Personal losses incurred ONLY due to fire, storm, shipwreck, theft, or other casualty
                                          -     Other personal use property that results in loss from sale is regarded as personal consumption

                                          -     Rationale: taxpayers faced with casualties suffer from an inability to pay 

                                          -     Loss must result from an identifiable event of a sudden/unexpected nature
· Ex. sudden and therefore included in “other casualty” def.:

                                                      -     White: ring fell off when taxpayer shook hand after slamming it in door

                                                      -     Kielts: AB of lost diamond from ring deductible even though taxpayer couldn’t remember identifiable event that caused it because evidence showed dent could only have been left by “fairly strong blow” 

· Thus, identifiable event doesn’t have to be delineated clearly

                                          -     Damage from Southern pine beetles, because they kill quickly

· Ex. not sudden and therefore not included in casualty def.:

                                                      -     Damage from termites and other slow eaters not causing sudden damage

                                          -     Subject to 2 independent limitations in §165(h) for each casualty event:

1) First $100 isn’t deductible
                                                      -     Below this amt., loss doesn’t affect taxpayer that much

2) Net casualty loss allowed only to extent amt. exceeds 10% of AGI 

      -     Special rule:

· Reg. 1.165-7(a): for property totally destroyed, deduction allowed in amt. of AB – insurance payments, since otherwise the rest of AB won’t be recovered

· Bus./Profit-Seeking Losses v. Personal Losses:
      -     For residential property that has been used for both/dual purposes:

· Ct. examines taxpayer’s primary purpose/motivation to categorize loss:

      -     Ex. primarily personal motivation and no loss deduction:

· Austin: buying a house for personal use (moving in and then leaving), renting it, and then selling it at a loss

· Home acquired for rental purposes, but then used as a personal residence up to time of sale

      -     Ex. primarily bus./profit-seeking motivation and loss deduction:
· Moving into house personally, then renting it for several years before sale

      -     Loss can’t exceed value of property when converted from personal to profit use

      -     Gambling losses:
· Groetzinger: ct. rejects old trade/bus. test (not limited just to gambling) that required taxpayer to offer goods/services to customers, replacing it with one requiring sufficient, continuous activity of a personal nature engaged in for primary purpose of earning profit
      -     Ex. personal loss and limited deduction:

· §165(d): gambling losses limited to the extent of gambling gains (basket approach), with no carryforward and the rest being nondeductible personal loss       

      -     Gambling gains = any increase in wealth as a result of gambling transactions (winnings, comps like free use of a car, etc.)

      -     Section limits deduction since losses are so easy to fake (heel marks)
      -     Ex. trade/bus. loss and deduction not limited:
· Professional gambler not subject to limited deduction under §165(d), but can fully deduct losses as §162 ordinary and necessary bus. expenses 

      -     Hobby Losses: 
· §183: 

     -     (d): if, within 5 years, activity is profitable in 3, rebuttable presumption that activity was engaged in for profit

     -     (b): what happens if activity is NOT engaged in for profit (MUST do in order):


                  1)  Deduction for things that would be deductible without regard to whether  activity was engaged in for profit aren’t taken away (taxes)

                        2)  Allows deduction in amt. that would have been allowable if such activity had been engaged in for profit, but limited to extent of GI – (b)(1) deductions

· Remember, taxpayer can still deduct losses to the extent he has income from activity
· Ct. uses factors to determine whether activity is engaged in with “the actual and honest objective of making a profit” (NOT reasonableness of profit expectation, though this matters as well):
1) Manner in which taxpayer carries on the activity
2) Expertise of taxpayer/his advisors
3) Time and effort expended in carrying out activity
4) Expectation that assets use in activity will appreciate
5) Success of taxpayer in carrying on other similar/dissimilar activities
6) Taxpayer’s history of income or loss with respect to activity
7) Amt. of occasional profits

                  -     Plunkett: most impt. distinction between mud racing where no deduction was allowed and truck pulling where deduction was allowed was that profitability potential only existed in latter

8) Financial status of taxpayer, and
9) Whether elements of personal pleasure/recreation are involved

· Tax shelter losses:

      -     Tax shelter = transactions that yield negligible or negative returns, but are entered into for sign. after-tax returns

· Problems: creates horizontal inequity, decreases progressivity by reducing burden on high income taxpayers, inefficient since taxpayer are encouraged to enter economically unproductive transactions, and undermines taxpayer confidence in fairness of tax system 
· Solution: Congress has limited who can take advantage of tax shelter benefits almost solely to real estate bus.

      -     3 elements/benefits of tax shelters:

                                    1)   Tax deferral – timing of tax 

                                    2)   Change in character – converting ordinary income into capital gains

                                    3)   Leverage – using his $ for only a portion of the price, but mostly using someone else’s $

      -     Passive loss:

· §469: losses from passive activities can ONLY offset gains/income from such activity and NOT that from active or portfolio activities (see chart), with excess being carried over in 

      -     (c):  Passive activity = 

                        1)   Trade/bus. in which taxpayer does NOT materially participate, and
                              -     Taxpayer can avoid passive loss rules by showing material participation:

· Spending more than 500 hours/year on activity
· Performing substantially all the activities performed by all individuals involved in the activity for the year
                                                2)   ANY rental activity (inherently passive no matter how involved taxpayer is) = depreciation deduction can’t be taken, but same amt. is set aside in PAL acct.

                                                      -    (c)(7):  This rule does NOT apply to real estate professionals if they “materially participate”

                                                      -    (i):  This rule does NOT apply when taxpayer is an “active participant”

· Allows $25,000 of losses to be used against non-passive income
· Phase-out beginning at $100,000 and complete at $125,000

      -     Anti-abuse rule to prevent investing to get an immediate depreciation deduction (most problematic with real estate) which lowers income from other sources 

· Timing, not actually taking the deduction, was the problem since you can’t really know if there is a gain/loss until sale/realization   
      -     Mechanics: 
· For only 1 passive activity:

      -     After sale/realization, ordinary income in PAL acct. offsets capital gain (still a char. issue, but timing is solved)
      -     If sold for a loss and there is more left in PAL acct., it comes out also since activity has terminated and we know that a loss has occurred

· For more than 1 passive activity:

            -     Must keep track of each activity separately, 

· Extra $ in PAL acct. would still come out if 1st activity is terminated for a loss even though 2nd has not
· If 1st activity is terminated at a gain larger than its amt. in PAL acct., $ in PAL from other activities are used to offset it

      -     If loan is used to invest in a passive activity, interest is also passive unless it is for QRI home equity indebtedness (have to trace for everything but this)

      -     Bad Debts:
· Types:

                  -     Bus. bad debts:  
· §166(a): allows deduction in full as ordinary loss for wholly worthless debts and to amt. charged off on taxpayer’s books for partially worthless debt in the taxable year they become worthless
· §166(b): deduction limited to AB 
                              -     Whether or not there even is a basis depends on method of accounting (see below)
-     Non-bus. bad debts:

· §166(d): (a) doesn’t apply, but loss from wholly worthless debts ONLY (no deduction for partially worthless debts here) is considered to be short-term capital loss (STCL) and thus can be used to offset capital gain + $3,000 ordinary income (see below)

      -     Personal bad debts: NO deduction 

· Loaning $ to a deadbeat relative
· Ct. uses dominant motivation test instead of sign. motivation to categorize debt:

      -     US v. Generes: taxpayer’s dominant motivation was to save his $300k investment rather than to save his $12k/year salary = non-bus. bad debt

· Amt. of deduction is limited by basis, so must actually HAVE basis (see cash v. accrual method of reporting)

-      Personal itemized deductions:
· Taxes paid:
                  -     §164: 

· Allows deduction for:

                              -     State and local real property taxes (another benefit of being a homeowner)

                              -     State and local personal property taxes

                              -     State and local income tax OR sales tax (since some states don’t have income tax)

· Does not allow deduction for:
                  -     Fed. income tax

                  -     Social Security tax

· Exception: self-employed can deduct ½ 

                  -     Creates parity with EEs, where ER usually pays ½ 

      -     Rationale/arguments:

· For: unseemly to pay tax on a tax, deduction provides a more accurate measurement of TI, and deductions for state/local taxes is a fed. subsidy for public services they pay for 

· Against: state in which someone lives is voluntary

· Charitable Contributions:
      -     §170: allows deduction for transfers of cash or FMV of property (but NOT for services) “to or for the use of certain orgs.” such as charitable, educational, or rel. orgs.

· FMV used to be assessed at what dealer would sell it for, but this sometimes created a higher deduction than FMV (esp. for used cars)

      -     Now, if charity sells property, they provide taxpayer and IRS with how much they got and that is the amt. of deduction 

· If they don’t, can deduct only up to $500

· % limitations:

      -     For individuals: usually limited to 50% AGI, but only 30% for certain gifts of appreciated property

      -     For corps.: limited to 10% of TI

· Duberstein “detached and disinterested generosity” standard recognized here too

      -     Leg. history indicates Congress wanted to differentiate between gifts and donations made in return for goods/services

      -     Ex. deduction not allowed:

· Hernandez: ct. found fixed amt. paid to Church of Scientology for auditing/training lessons not deductible because they were getting something out of it (quid pro quo)

      -    Supreme Ct. basically held that Scientology wasn’t a religion, and eventually IRS overruled this case with no explanation by issuing a private ruling that it is 

· Sklar: portion of private school tuition equal to value of rel. education received

·  “Contribution” given to private school when it is really a substitute for tuition payment 

      -     Ex. deduction allowed:

· $ spent on pew seats, public reading from Scripture, tithes and stipends (a.k.a. – membership dues)

· Medical Expenses:

      -     §213: deduction for medical expenses not compensated for by insurance or otherwise (by ER) for amt. that exceeds 7.5% of AGI 

· Medical expenses = includes payments for taxpayer/spouse/dependents for medical care, diagnosis, cure, treatment, and prevention; medical insurance; costs of transportation 

                  -     Excludes personal expenses to alleviate consequences of medical condition

· Hiring someone to take care of living needs instead of medical 

                  -     Distinguished from capitalized expenditures

· Swimming pools deductible ONLY to extent that expenditure exceeds increase in value to taxpayer’s property, which is capitalized

· 7.5% limitation essentially means deduction is only for catastrophic medical expenses, not everyday ones

Personal exemptions:

· §151: $2,000 exemption for each person (taxpayer, spouse, and dependents = children or other person living with taxpayer) with phase-out for high-income taxpayers 
Credits:

· Unlike deductions, provides same reduction in tax to all taxpayers

      -     $1 credit saves $1 tax
· Most nonrefundable, so only offset tax liability

· Earned income tax credit (EITC):

      -     §32: refundable (and advanced payable) credit available to low-income taxpayers who have earnings, a qualifying child, and are between 25-65 years old
· Elderly and disabled 

      -     §22(a): credit of 15% of income up to max. levels 
· Defs.:

      -     Elderly = 65+ years

      -     Disabled = permanently or totally disabled

· Hope and Life education credits

Methods of Accounting
· Cash Method:

      -     Income is realized when cash/property or services at FMV are received, and deductions are taken when cash is taken out

· Def. of property here does NOT include accounts receivable 

      -     Holding otherwise would obliterate diff. between cash and accrual methods

· Allows for tax deferral (permits flexibility)
· Most individual taxpayers use this method because it’s simple
· Accrual Method:
      -     Income is realized when it accrues, and deductions taken when they accrue

· Accrue = when something becomes fixed and determinable 

      -     All the events have taken place that give rise to the right to receive the set amt.
Capital Gains and Losses

· Controversial issue, with current treatment being a mere reflection of current Congressional thinking on the subject (changes often)
· Huge tax planning here

· Policy/Arguments:

-     For preferential treatment of net capital gain:

· Capital gains aren’t income

· Ameliorates bunching – realization rules forcing taxpayer to report in year of asset’s sale capital gains that have accrued over several years (thus, might be subject to higher marginal rate)

· Reduces lock-in – taxpayers refrain from selling appreciated assets even in favorable market conditions to avoid paying taxes

-     Against preferential treatment of net capital gain:

· $1 of capital gain is the same as any other $1 of economic gain

· Introduces complexity into tax system

· Creates inequity – primarily benefits high bracket taxpayers

· Mechanics:

      -     For non-corp. taxpayers (individuals and partnership pass-through entities):

· §1222: rewards long-term capital gains and dividends ONLY by giving a preferential tax rate (instead of old way, which taxed only 40-50% of capital gain)
      -     Preferential tax rates:

· If marginal rate exceeds 15%, capital gain preference is a lesser rate 

      -     For most assets (like stock), rate is 15% = general rule
      -     For real estate (depreciable), rate is 25%
      -     For collectibles, rate is 28%

· If marginal rate is lower than 15%, capital gain rate goes down to 5%
      -     Computation formula:
· 1st step: long-term losses offset long-term gains and short-term losses offset short-term gains:

                  -     Long-term capital gain = long-term capital gain (LTCG) – long-term capital loss (LTCL)
· Bad that these offset 1st since taxpayer wants to offset short-term gain taxed as ordinary income 1st and then long-term gain subject to preferential rate

                  -     Short-term capital loss = short-term capital loss (STCL) – short-term capital gain (STCG)
· Good that these offset 1st since short-term gain is otherwise taxed as ordinary income

· 2nd step: short-term and long-term offset each other:

      -     Net capital gain (NCG) = excess of long-term capital gain over net short-term capital gain = (LTCG – LTCL) – (STCL – STCG)
· If LTCG > STCL = NCG taxed at preferential capital gains rate
· If LTCL > STCG = excess STCG taxed at ordinary income rate

· If there is both LTCG and STCG = LTCG is taxed at preferential capital gains rate and STCG at ordinary income rate 

· If there is both LTCL and STCL = net losses are combined 

                              -     §1211(b): losses are deductible only to extent of gains (basket approach) + up to an additional $3,000, with carryover for loss left after this
· §1(h): figure ordinary income tax 1st, and then capital gain taxed at preferential rate

-     For corp. taxpayers:

· Calculated in same way as above, but remember that there is NO rate difference between capital gains and ordinary income for corps.
· §1211(a): losses are deductible only to extent of gains (basket approach), with a 3 year carryback and 5 year carryforward to be used against past or future capital gains
· §1222: net capital gain (NCG) results from: 
      1)   The sale or exchange (realization)

      2)   Of a capital asset 
            -     §1221(a): includes all property, with following exceptions/carve outs which are NOT capital assets but ordinary assets producing ordinary gain/loss:

                  (1)   3 categories:

                         a)   Stock in trade, 

                         b)   Inventory of a bus., or 
                         c)   Property held primarily for sale to customers in the ordinary course of a trade/bus. 
                               -    Determined at time of sale, since reason for holding property can change

                               -    Cases tend to turn on facts:

· Older cases focus decide that “primarily” = purpose of 1st impt. to taxpayer
      -     Malat v. Riddell: dual-purpose of taxpayer to develop or resell land, whichever was more profitable

· “Purpose of section was to distinguish between everyday bus. losses and those resulting form changes in value accrued over a substantial pd. of time
· On remand, ct. found primary purpose was to develop and resale was only 2nd alternative, so allowed capital gains status

· Newer cases interp. entire phrase, placing emphasis not on “primarily” but on “sale to customers in the ordinary course of a trade/bus.” (a.k.a. – was the taxpayer a dealer?):
                                          -     Cts. consider factors:
            1)   Frequency and substantiality of sales (most impt.)

            2)   Extent and nature of the taxpayer’s efforts to sell
            3)   Time and effort habitually devoted to sales

            4)   Improvement and advertising to increase sales
            5)   Brokerage activities – taxpayer’s supervision and control over sales reps.
            6)   Using a bus. office

            7)   Nature and purpose of acquiring property, and duration of ownership
-     Bramblett: partnership formed a corp. owned by same people, sold land to it under installment method (paid as corp. sells the lots to customers), thereby raising capital gains from sale while lowering ordinary income corp. receives 

· Need a bus. purpose for using corp.

      -     Corp. not an agent of partnership and not just a single entity doing the sales here (substance) dressed up as an installment note run through a corp. (over form) because bus. reason to limit liability of partners existed

· Harder to say today since LLC could have been created
                  (2)  Depreciable personal property, or real property used in a trade/bus. (NOT investment property):
                        -     Without more, this section would include this as ordinary income

                        -     However, §1231 divides what has been carved out of capital asset treatment into 2 groups:
                              1)   Held for a year or less = section doesn’t apply, and thus still ordinary income
                              2)   Held for more than a year = section applies, and called “quasi-capital assets”
                                    -    Includes land, bldgs., machines, fixtures

                                    -    Hotchpot = netting process giving taxpayer the best of both worlds 
· If sold at a net gain = gains and losses are capital gains and losses

                              -     Naturally, taxpayers didn’t want capital gain treatment and tried to make 1 year net gain and the next net losses

· 1st cutback of section: recharacterizing/ recapturing a portion of capital gains (amt. of previously deducted depreciation) as ordinary if there have been ordinary losses in previous 5 years 

· If sold at a net loss = gains and losses are ordinary gains and losses

-     2nd cutback on section: general recapture rule (most impt. than 1st)
· §1245: taxpayers enjoying gain from sale of personal property used in bus. because he was allowed to depreciate too much too soon must pay tax on diff. as ordinary income

      -     Gains NEVER gets to §1231, but stops here  

· §1250: allows for depreciation of real estate ONLY to extent it exceeds straight line depreciation 

      -     Today, real estate is ONLY depreciable under straight line method

· So, §1(h) taxes un-recaptured §1250 gain at 25% instead of 15%

                  (3)   Literary or artistic property held by its creator

                          -     Rationale: akin to personal services/being paid for his own services

                          -     However, patents sold by inventor get preferential capital treatment under §1235
                  (4)   Accounts or notes receivable acquired in the ordinary course of the taxpayer’s trade/bus.

                  (5)   US govt. publications received for less than public is charged
      3)   Held for more than 1 year
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