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Federal Tax Outline Complete
I. Introduction

A. A look forward

1. “Tax practice is of two main types: (1) an application of tax principles to past events or transactions, and (2) advice as to how tax principles will apply to proposed events or transactions.”-3

2. Two main questions must be asked prior to answering any tax question, at least in the “Why? Why?” approach: “Why do we postulate a particular answer to a tax problem? …; But then why did Congress write this provision into the Code?”-3

B. A glimpse backward

1. Laws prior to 1939

a. “The act of July 1, 1862, is largely the basis of our present system of taxation.  It contained the first law under which any income tax was collected, and it created the office of Commissioner of Internal Revenue.”-6

2. The need for an internal revenue code

3. Internal revenue code of 1954

a. “The Internal Revenue Code of 1954 was replaced by the Internal Revenue Code of 1986.  The 1986 legislation, it was said, was to be broad-based, simple, fair, and revenue neutral (not productive of greater or less amounts of revenue).  Toward that end the 1986 Act reallocated the tax burden, subjected more items to taxation and, at the same time, reduced tax rates, essentially from a maximum rate of 50 percent to a maximum rate of 28 percent.”-13

C. The income tax and the United States Constitution

1. The power to tax

a. “The federal government’s power to tax is derived from Article 1, Section 8, clause 1 of the Constitution of the United States, which confers on Congress the ‘power to lay and collect taxes, duties, imposts and excises….’  If no other constitutional provision affected the taxing power, this would clearly be enough to authorize the imposition of an income tax.  However, Section 2, clause 3 and Section 9, clause 4 of Article 1 require that ‘direct’ taxes be apportioned among the several states in accordance with their respective populations.  Further, Article 1, Section 8, clause 1 reads: ‘all duties, imposts, and excises shall be uniform throughout the United States.’  These provisions provide the substance for Mr. Justice Chase’s famous quote: ‘The power of Congress to tax is a very extensive power.  It is given in the Constitution, with only … two qualifications.  Congress … must impose direct taxes by the rule of apportionment, and indirect taxes by the rule of uniformity.’”-15

b. “A direct tax is a tax demanded from the very person who is intended to pay it.  An indirect tax is a tax paid primarily by a person who can shift the burden of the tax to someone else or who at least is under no legal compulsion to pay the tax.”-15

2. Apportionment among the states

a. “The rule of apportionment to which direct taxes must conform requires that, after Congress has established a sum to be raised by direct taxation, the sum must be divided among the states in proportion to their respective populations.  This determines the share that must be collected within each particular state.”-15

3. The 16th Amendment

a. “What the 16th Amendment provides is that income taxes shall not be subject to the rule of apportionment regardless of the sources from which the taxed income is derived.”-16

b. The Amendment provides: “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.”-16

4. Uniformity among the states

a. “Article 1, Section 8, clause 1 states: ‘but all duties, imposts, and excises shall be uniform throughout the United States.’”-18

b. “it is well settled that the Constitution requires only geographic uniformity.”-19

c. “Whenever some manner or mode of taxation is used somewhere in the United States, the same manner or mode must be used everywhere throughout the United States.”-19

d. “the Tax Court … now decides cases on the basis of the law in the circuit to which an appeal will lie.”-19

5. Due process

a. “Congress may impose an income tax measured by the income of a prior year or by income of the year of the enactment earned before the enactment date.”-20

b. “in Brushaber the Court expressly held that the due process clause of the Fifth Amendment ‘is not a limitation upon the taxing power conferred upon Congress by the Constitution….”-20

c. “If a supposed taxing statute is so arbitrary or capricious as to amount to spoilation or confiscation it may be held invalid as a denial of due process.”-20

6. Self-incrimination

D. The tax practitioner’s tools

1. “In any matter governed by statutory law, as are all federal tax questions, the approach to an answer is two fold.  (1) The statutory law, all such law that bears on the problem must first be found.  (2) The proper meanings must be ascribed to such law.”-21

2. Legislative materials

a. “The code—The taxing power of the federal government is vested in Congress.  Congress exercises its power by enacting legislation.  Therefore, the exercise of the federal taxing power is by statute and, as far as internal taxes are concerned, the current statutory document is the Internal Revenue Code of 1986.”-21

1. “Some provisions affecting tax liability appear in other federal statutes.”-22

b. “Bills—The formal beginning of the tax legislative process is the introduction of a bill in the House of Representatives where, under the Constitution, bills for raising revenue are supposed to originate.”-22

c. “Hearings—Upon submission, in both the Senate and the House tax bills are usually referred to committees.  In the House the Ways and Means Committee to which a tax bill is referred may hold quite extensive hearings on the proposed legislation.”-22

1. “Similar proceedings may take place in the Finance Committee in the Senate.”-22

d. “Committee reports—When the Ways and Means Committee brings a bill back to the floor of the House, a report accompanies the bill….  Later, when the Finance Committee reports its bill to the Senate another committee report emerges.  These reports are the most important part of the so-called ‘legislative history’ of a statute and, in this country, practitioners, the Treasury, and the courts often resort to them as guides to the meaning of the legislation.”-23

1. “Distinct from ad hoc conference committees is the permanent Joint Committee on Taxation, made up of five members of the Finance Committee and five members of the Ways and Means Committee.  Its role in Congress is collateral to the formal legislative process.  Nevertheless, it has a staff of experts and authority, among other things, to investigate the tax laws and their administration, and some of its publications are enlightening as to the likelihood of changes in the law or as to the meaning of recent statutory changes.”-23

e. “Debates—“Our legislative process contemplates parliamentary debate of proposed legislation.  A tax bill is no exception.”-23

1. “of all the subordinate legislative materials mentioned, the committee reports are clearly the most significant.”-24

f. “Prior laws—Statutory changes present two special problems for the student and practitioner.  (1) If we are not talking about tax liability for the current year (questions controlled by the Code most recently enacted or as most recently amended), what was the status of the statutory law as of the year with which we are concerned?  (2) If we find a case bearing on a tax problem, a current problem, did the decision in that case rest on provisions of statutory law that are the same as or at least similar to the current provisions?  If not, the case is obviously irrelevant.”-24

g. “Treaties—In the hierarchy of laws in the United States, a federal statute and a treaty enjoy equal status.  Treaties made under the authority of the United States are the supreme law of the land, along with laws made in pursuance of the Constitution and the Constitution itself.  Consequently, a tax treaty, of which we now have many can supercede a provision of the Internal Revenue Code.”-24

3. Administrative materials

a. “Regulations—The Secretary of the Treasury is given general authority to ‘prescribe all needful rules and regulations for the enforcement’ of the Internal Revenue Code.  [I.R.C. § 7805]’”-25

1. “Not infrequently courts have accorded interpretive regulations ‘force of law’ status.”-25

2. “In general, the Treasury may not issue retroactive regulations.  I.R.C. § 7805(b)(1)….”-25, FN 6

3. “Some Treasury Regulations are more than mere interpretations of the statute.  Congress sometimes carves out areas in which the Treasury can actually make, not merely interpret, the rules.”-26

4. “in using the regulations it is well to remember that they are generally subordinate to the statute and, in any instance in which an exact answer must be achieved, it is entirely improper to rely on the Regulations (or on instructions on a tax form, which generally have about the same status) as a substitute for the statute.”-26

b. Rulings—“Revenue Rulings are issued under the same statutory authority as the Regulations.  They are generally the Treasury’s answer to a specific question raised by a taxpayer concerning the taxpayer’s tax liability….  [t]hey are published to provide precedents for use in the disposition of like cases.  While they do not have the force and effect of regulations, they do at least reflect the current policies of the Internal Revenue Service.”-26

1. “Published Revenue Rulings appear first in the weekly Internal Revenue Bulletin and then, in more permanent form, in the semi-annual Cumulative Bulletin….  Since 1939, the Cumulative Bulletin has also been a source for the tax legislation committee reports, otherwise rather elusive documents.”-26

2. “The great majority of rulings are not officially published and thus remain ‘private’ in the sense that they are issued in response to the request of a taxpayer and are officially kept confidential.  However, as part of the Tax Reform Act of 1976, Congress added Section 6110 to the Code generally to require that many such private ‘letter rulings’ be open to public inspection.”-26

3. “Although letter rulings may not be relied upon as authority by anyone other than the taxpayer to whom the ruling was issued, they serve a useful function as planning tools especially in light of the announced policy of the Service that only rulings that involve important substantive tax questions and issues of widespread interest will be officially published as Revenue Rulings in the future.”-27

c. “Acquiescences—The Internal Revenue Service publishes its acquiescence or nonacquiescence in the Tax Court’s determination of issues adverse to the government….  [t]he Service is saying either we will or we will not continue to contest the point as it arises in other cases.  Less methodically, notice is given from time to time whether the Treasury will follow a decision of the Claims Court, a district court, or court of appeals; obviously, Supreme Court decisions are controlling.”-27

1. “If a deficiency in tax is asserted by the Treasury, of if the taxpayer claims a refund on the grounds of an overpayment of tax, the initial decision of any ensuing controversy must be made by the Treasury.  But such determinations give rise to no published opinions or reports, and procedures for judicial review always take the form of trials de novo.”-27

4. Judicial materials

a. “When a tax controversy gets into court, the court’s function, at least at the trial level, is to identify the problem, determine the relevant facts (findings of fact), and interpret and apply the Code provisions.”-28

b. “the function of the appellate process is not so much fact line drawing as it is interpretation.”-28

c. Trial courts

1. Tax court decisions—“If the Commissioner of Internal Revenue asserts a deficiency in income tax (charges in effect that the taxpayer has paid less then he owed) for any year, one thing the taxpayer can do is petition the Tax Court for a redetermination of the deficiency (or hopefully, a decision that no additional tax is due).”-28

A. “The adversarial  nature of Tax Court cases is now clearly indicated by the inclusion of ‘Commissioner’ in the style of the cases, e.g., Diedrich v. Commissioner….”-29

B. “The Tax Reform Act of 1969 established the Tax Court as an Article I Court to be known as the United States Tax Court.  Though not an Article III Court (the judiciary article of the Constitution) the United States Tax Court is now a de jure court albeit under the Legislative Article of the Constitution.”-29

C. “It may be well to recognize three categories of Tax Court decisions.  (1) The Court sits in divisions so that only one of the nineteen regular judges hears and decides a case.  A Tax Court case is always tried without a jury before one of the judges.  Such cases may be officially reported in the Tax Court (formerly B.T.A.) Reports, after required review by the Chief Judge.  (2) The decision may not be officially reported if it involves primarily factual determinations and the application only of settled legal principles….  (3) Some officially reported decisions are, upon determination of the Chief Judge prior to publication, reviewed by the entire court.  In such instances, the Court can reject the decision of the judge who heard the case….  [a] decision that has the concurrence of all the judges of the Tax Court (or which has at least been considered by all) may have somewhat greater weight than the decision of a single judge”-29

2. “District court decisions—When a tax deficiency is asserted the taxpayer’s judicial remedy is not limited to suit in the Tax Court.  One can pay the deficiency, file an administrative claim for refund and, upon its denial or prolonged administrative inaction, file suit in the district court for a refund.”-29

3. “Court of Federal Claims decisions—An alternative forum for refund suit is the United States Court of Federal Claims [,] an Article I trial forum replacing the Court of Claims….  It resembles the Tax Court in organization and procedure.  It is similar to the District Court in that it is a forum for refund claims, but no jury trial is available in the Federal Claims Court.  Decisions of the Federal Claims Court appear in the Federal Supplement and in a separate claims court reporter published by West Publishing Co.”-30

d. Appellate courts

1. “Court of Appeals decisions—Tax decisions of the district courts and of the Tax Court can be appealed (as of right) by either party to the courts of appeal, and tax decisions of the Federal Claims Court are appealable to the Court of Appeals for the Federal Circuit….  It is not uncommon, as such appeals fan out to the various circuits, to find divergent views expressed on like questions in the several courts of appeal.  This is often unsettling in matters of tax planning and often a factor taken into account in the forum-shopping state of tax litigation.”-30

5. Unofficial tax materials

E. Tax policy considerations

1. A flat tax is “a tax with a broad base (few or no deductions) on which tax is imposed at a single low rate; (2) a modified flat tax: a tax on a tax base containing more deductions but imposed at modestly graduated low rates; (3) a consumption tax: a personal tax at graduated rates on consumption, or consumed income, levied by exempting all savings from tax, allowing a deduction for repayment of debt, and taxing all borrowing and withdrawals from savings; and (4) a general sales tax: either a familiar retail sales tax or a value-added tax (in effect a multistage sales tax that is collected at each stage in the production or distribution process).”-33

2. “the 1986 legislation is the platform for our current tax structure.  While the 1986 and subsequent legislation has retained a modified flat rate tax system (although less modified than in 1986), as we move toward the next century, there is renewed talk of scrapping the income tax and enacting some alternative type of taxing system.”-33

3. The current U.S. federal income tax system

4. Proposals to replace the federal income tax system

a. “Value added taxes—A value-added tax (“VAT”) generally is a tax imposed and collected on the ‘value added’ at every stage in the production and distribution process of a good or service….  [t]he amount of value added can generally be thought of as the difference between the value of sales (outputs) and purchases (inputs) of an enterprise.”-35

b. “Flat taxes—In general, a ‘flat tax’ is any tax system with only one marginal tax rate….  There are two main approaches: a consumption base and an income base.  The difference between the two is in the treatment of saving: an income based tax includes the return to saving in the tax base; a consumption based tax does not.”-35

c. “Savings exempt income tax—S. 722 … is another example of a consumption based tax.  S. 722 would replace the current individual income tax with a ‘savings exempt income tax’, a broader-based individual income tax with an unlimited deduction for net new saving….  [i]n general, business would pay tax on the amount by which their gross receipts from the sale of goods and services exceed their business purchases of goods and services.  This bill would provide a refundable credit for employment taxes.”-35

d. “Retail sales tax—A retail sales tax is a tax imposed on the retail sales (i.e., sales to consumers) of taxable goods or services.”-36

e. “Effectiveness of new tax system—Analysts often evaluate tax systems under four criteria: efficiency, equity, simplicity, and administration.”-36

1. “Efficiency generally refers to the extent to which the tax system is neutral toward taxpayer behavior or distorts taxpayer behavior (e.g., encourages consumption versus saving), and the extent to which the system promotes economic growth.”-36

2. “Equity—Whether a tax system is ‘fair’ is by its nature a subjective question.”-37

3. “Simplicity and administration—“The extent to which an alternative tax system would be easier to enforce and administer depends greatly on the specifics of the proposal.”

f. “Transition issues—In changing from an income-based tax to a consumption-based tax, some of the possible effects include changes in prices and interest rates.  Transition rules may be designed to alleviate the effect of the transition.”-37

F. The road ahead

II. Federal Tax Procedure

A. Civil liability for tax

1. “Under our system of self-assessment, a potentially taxable individual is required to file an income tax return annually, and, upon filing, to pay any amount of tax shown on the return to be due….  ‘Assessment’ takes place when the assessment officer in the District Director’s office or a Service Center signs the summary record of assessment.”-978

2. “Civil or criminal penalties, or both, may result from a taxpayer’s failure to file any required return, including, if applicable, the familiar Form 1040.  See I.R.C. §§ 6651, 7203.”-978, FN1

3. Controversy over tax liability

a. It is impossible to tell exactly how and when the IRS decides to audit.-979

b. “Audits can be triggered by informants seeking bounty or revenge.  Section 7623 authorizes the Service to pay a reward to an informant for tax collected as a result of the informant’s ‘tip.’  Returns may also be selected for audit by ‘infection’—for example, an audit of a corporation may lead to an audit of its principle shareholders and officers.”-979

c. “Tax audits (called ‘examinations’) take several forms.  Some are handled entirely by correspondence between the taxpayer and the Examination Division of the Regional Service Centers.  These are known as ‘correspondence audits.’  The other two types of audits are the ones dreaded by taxpayers: first, the so-called ‘office examination,’ conducted in the IRS office (with the taxpayer bringing his records with him to the office), and second, the much-feared ‘field examination,’ in which a Revenue Agent actually visits the taxpayer’s home or place of business to conduct the audit.”-979

d. “Under a Supreme Court opinion [Andresen v. Maryland], the business records even of an individual may be seized subject to a search warrant without offending his privilege against self-incrimination.”-980

e. “[The] Taxpayer Bill of Rights Act of 1988, which was followed by a second Taxpayer Bill of Rights Act in 1996 and a third proposed such act in 1997.  This legislation was designed to ensure that the tax laws are administered in a fair and equitable manner.”-980

f. “Under the legislation, the IRS must deliver a comprehensive notice of taxpayer rights to every taxpayer it contacts concerning the determination or collection of tax.  This notice must be written in simple and nontechnical terms and describe the procedures to be followed and how to appeal an IRS decision.”-980

g. “During [IRS] interview[s], if the taxpayer requests to be represented by an attorney or other enrolled representative, the interview must be suspended and the taxpayer must be allowed to seek such representation.  [I.R.C. § 7521(b)(2)].”-980

h. “One possible consequence of an audit is a ‘no change’ letter indicating that, after consideration, no adjustments are required.  The alternative … is a statement or letter indicating required adjustments and the amount of additional tax to be paid.  The taxpayer may very well disagree with the adjustments proposed by the examining agent.  If so, the District Director sends the taxpayer a preliminary or ‘30-day letter’.  The 30-day letter is a form letter which states the proposed adjustments and is accompanied by a copy of the examining agent’s report explaining the bases for these proposals….  [h]e may request an administrative review of issues not settled with the Examiner.  Although taxpayers are not required to pursue administrative appeals as a pre-condition to litigation, doing so is advisable for several reasons.  First, the vast majority of all tax controversies are settled out of court, and the mission of the Appeals Office is to settle controversies without litigation in a manner that is fair both to the Government and to the taxpayer.  In addition, failure to pursue administrative appeals will preclude an award of attorney’s fees to the taxpayer who ultimately prevails in litigation.”-981

i. “In addition, the Tax Court has discretionary authority under Section 6673 to impose a penalty on the taxpayer for frivolous, groundless, or dilatory proceedings in the Court.  By amendment to Section 6673, the Tax Court now has authority to consider any unreasonable failure by the taxpayer to pursue available administrative remedies as an additional factor in imposing the Section 6673 penalty.”-981

4. Refund controversies

a. If the taxpayer asserts a right to a refund, he/she may file “a refund claim; and if the claim is not allowed, one can then sue for a refund.”-981

b. “A refund suit may also arise in another way….  [t]he taxpayer can elect utter inactivity in response to deficiency assertions, although the taxpayer will then have to pay the asserted tax.  But payment does not necessarily foreclose the recovery of the very tax that the taxpayer decided initially not to contest.  If one has not cut off this possibility, one may … take administrative and judicial steps to contest the liability through a refund claim and suit.”-981

c. “In either case the procedure starts with a claim made by an individual on Form 1040X or on an amended Form 1040.  The claim is generally filed in the Service Center serving the Internal Revenue district in which the tax was paid.”-982

d. “After rejection … the taxpayer may be able to give up on administrative relief and seek judicial intervention by way of a refund suit.”-982

5. Tax litigation

a. “In general, except in the case of a waiver and jeopardy assessment, assessment or collection of an income tax deficiency is barred until a statutory notice of deficiency, the ‘ninety-day letter,’ has been sent to the taxpayer.  The taxpayer has a right to this notice, whereas the 30-day letter is not mandatory and need not be sent.  Moreover, the required terms of this notice give the taxpayer ninety days within which to file a petition in the Tax Court for a ‘redetermination’ of the asserted deficiency; assessment and collection continue to be barred for that period and, if the taxpayer files a petition, until the decision of the Tax Court becomes final.”-982

b. “efforts to get the taxpayer to agree to the asserted deficiency during the administrative deficiency steps described above are presented in terms of a request that the taxpayer execute Form 870, which is an authorized waiver of one’s statutory right to receive a ninety-day letter prior to assessment.”-983

c. “Form 872, … is an authorized extension of the limitation period….  Refusal to sign will simply bring on the statutory deficiency notice.”-983

d. “Suppose now a taxpayer has received the statutory notice of deficiency giving the taxpayer ninety days in which to file a petition in the Tax Court.  If one files such a petition, one relinquishes all other administrative and judicial remedies otherwise available, except the right to appeal the Tax Court’s decision.  What the taxpayer relinquishes specifically is the alternative of permitting the tax to be assessed, paying it, filing a claim for refund and then a suit in either the District Court or the Court of Federal Claims.”-983

e. “Upon the mutual consent of the Service and the taxpayer, a notice of deficiency may be rescinded.”-983

f. “Of course the Service may subsequently issue a notice of deficiency in an amount greater or less than the amount stated in the rescinded notice.”-983

g. “if the Tax Court’s jurisdiction is properly invoked in response to a deficiency notice the Court can, in addition to finding that there is no deficiency, determine there has been an overpayment to be refunded to the taxpayer.  On the other hand, neither the District Court nor the Court of Federal Claims is given jurisdiction to redetermine deficiencies; tax litigation commenced in those courts rests on the taxpayer’s suit for a refund.”-984

h. “The losing party in a deficiency proceeding in the Tax Court or in a refund suit in the District Court or the Court of Federal Claims may appeal the decision (as of right) to the Court of Appeals.”-984

i. “Tax Court cases are tried by attorneys in the office of the Chief Counsel for the Internal Revenue Service, which is a unit in the Legal Division of the Treasury Department not under the Commissioner of Internal Revenue.”-984

j. “Other services performed by the Chief Counsel’s office [include] participation in the drafting of proposed legislation and the promulgation of rulings and regulations….”-985

k. “Whoever appeals a Tax Court decision, the appeal is handled for the government by attorneys in the Tax Division of the Department of Justice.”-985

l. “The Court of Appeals is authorized to review decisions of the Tax Court ‘in the same manner and to the same extent as decisions of the district courts in civil actions tried without a jury.”-985

m. “Tax litigation that takes the form of refund suits in the district courts and the Court of Federal Claims is also handled by attorneys in the Tax Division of the Justice Department.”-985

6. Procedures generally unavailable

a. “While the use of the injunction in tax cases is not now completely outlawed, its utility is very limited.”-986

b. “Although declaratory judgment actions are rare, taxpayers may obtain rulings from this IRS in advance of a planned transaction.  These rulings, known as ‘private letter rulings’ or ‘PLRs,’ are issued to specific taxpayers and may not be relied upon by others.”-986

7. Collection of taxes

a. “After proper assessment, the government has ten years (or longer by agreement with the taxpayer) within which to collect the tax.”-987

b. “without judicial intervention the taxpayer’s property may be seized and sold to satisfy the tax obligation.  Finally, an unpaid federal tax becomes a lien on the taxpayer’s property which, when perfected, may be enforced to collect the tax.”-987

c. “if a tax lien has attached to one’s property, it will follow the property into the hands of the donee….  The Internal Revenue Code invokes state law by permitting enforcement of a taxpayer’s tax liability against a transferee, to the extent of the transferee’s liability ‘at law or in equity.’  Liability ‘at law’ may arise, for example, when a continuing corporation assumes the tax liability of a merging corporation.  A transferee’s liability ‘in equity’ is likely to be less clear cut, raising as it does conventional problems of creditors’ rights.”-987

B. The profile of a tax fraud case

1. General description of procedures

a. “The hierarchy of enforcement personnel in the Internal Revenue Service is essentially as follows: (a) Director [now an Assistant Commissioner] Criminal Investigation Division, National Office; (b) Assistant Regional Commissioner, Criminal Investigation Division; (c) Chief, Criminal Investigation Division, District Director’s Office; (d) Special Agents (including certain other ‘technical positions.’)”-988

b. “When a tax fraud investigation is approved by the Criminal Investigation Division, a Revenue Agent is assigned by Audit Division for a joint investigation, but is specifically under the control of the Special Agent and, until the criminal aspects of the case are terminated, no civil negotiation concerning the amount of the tax will be allowed.”-989

c. “The most usual time of acquiring knowledge of a tax fraud investigation is when a Special Agent introduces himself or herself into the case and seeks an interview with the taxpayer.”-989

d. “When the Special Agent has completed an investigation, if the Agent recommends prosecution, a detailed report is required.  This report is similar to the Revenue Agent’s Report and contains all necessary facts to support the recommendation.  The report is reviewed by the Special Agent’s Group Chief.”-989

e. “As a matter of policy, the Service will provide the taxpayer or the taxpayer’s representative a ‘district Criminal Investigation conference’ with the Special Agent and the Agent’s Group Chief before the report is approved, but no ‘right’ to this conference exists.”-989

f. “The Special Agent’s Report, if approved by the Criminal Investigation Division, is forwarded to the Regional Counsel’s office in the region where the Criminal Investigation Division is located….  Another conference is afforded to the taxpayer or the taxpayer’s representative at this level….  Regional Counsel’s analysis of the file is basically limited to a determination (1) that the taxpayer is in fact guilty of violating one or more specific criminal statutes and (2) that there is a reasonable probability of securing a conviction.”-990

g. “If the Regional Counsel approves the Special Agent’s report, the report with the recommendation by Regional Counsel for criminal prosecution is forwarded to the Department of Justice, Tax Division, Criminal Section.  When the Justice Department receives the case, it will classify it either as ‘complex’ or as ‘noncomplex.’  For the latter, [the case] … will simply be forwarded to the United States Attorney for prosecution, and no conference will be available.  On the other hand, ‘noncomplex’ cases will be reclassified as ‘complex’ if there is a request for a conference….”-990

2. The examination of witnesses and records

a. “Section 7602 authorizes the IRS to examine any books, papers, or records, to summon the person liable for the tax or any person having possession or custody or care of relevant books and records to produce them and given relevant testimony, and to take any such testimony under oath of the person summoned as maybe relevant or material to the inquiry.  Section 7609 grants taxpayers the right to notice when an administrative summons is served on a ‘third party record keeper.’”-990

b. “This power to issue a summons under Section 7602 may also be exercised to ascertain the correctness of any return and to determine any tax liability, or to collect any tax due.  Section 6020 also authorizes the Service to make a return if the taxpayer has filed none.  Under Section 7608(b), ‘a criminal investigator of the Criminal Investigation Division’ is authorized to execute and serve search warrants and to serve subpoenas and summonses.”-991

c. “The administrative summons is not self-executing and the Agent or hearing examiner has no power to enforce it if the person summoned refuses, or is enjoined from, compliance.  The Service must apply to a district court for enforcement by filing an ex parte petition.”-991

d. “If the district court enters an order enforcing the summons, an appeal may be taken to the Court of Appeals.”-991

3. Resisting a summons

a. “A court will not enforce a summons issued for an improper purpose, such as harassment of the taxpayer, pressure to settle a collateral dispute, or any other purpose reflecting on the good faith of a particular investigation, nor one where the leads to the records in question were obtained in an unlawful search and seizure.”-991

b. “In Donaldson v. United States, the Court held that a summons under Section 7602 may be issued, if it is issued in good faith, prior to a recommendation for criminal prosecution.”-992

c. “In resisting the summons for lack of good faith, the taxpayer must prove the Service had no valid purpose concerning civil tax collection or civil tax determination when it issued the summons.”-U.S. v. LaSalle Nat. Bank.-992, FN 21

d. “In United States v. LaSalle Nat’l Bank, the Court held that the critical recommendation occurs when the Service forwards the case to the Department of Justice.”-992

e. “The taxpayer … must prove that the Service, in an institutional sense, had abandoned its pursuit of civil tax liability.”-992

f. “If the person summoned intends to comply and the taxpayer has a protectible interest in the records or testimony sought, the taxpayer may apply to the Federal Courts for an injunction enjoining compliance by the person summoned.”-992

g. “The taxpayer has a statutory right to intervene in situations encompassed by Section 7609.  If that provision is not applicable and the person summoned refused to comply, the taxpayer may intervene in an enforcement proceeding pursuant to Federal Rules of Civil Procedure 24(a)(2), but only if the taxpayer has a proprietary interest in the records sought which is ‘significantly protectable.’”-993

4. Generally additional tax must be due

a. “Proof of a tax deficiency is ordinarily an essential element in proving tax fraud.”-993

b. “if the Government can prove sizable understatements of taxable income for a number of years, they are a long way toward proving tax fraud to a judge or jury.”-993

c. “It is important to realize that several options are available to the Service to prove a deficiency, especially in the early stages of an investigation.”-993

d. “The Service is not limited to proving a tax deficiency through the taxpayer’s own books and records; the Commissioner is empowered to use less direct methods of proving income.”-993

e. “The first step any tax advisor should take, where legally possible, is to stop the flow of information and evidence to the Special Agent.”-994

5. Meeting the Special Agent

a. “Virtually every successful tax fraud prosecution contains statements made by the taxpayer to the Special Agent.  These statements are almost invariably damaging.”-994

b. “a taxpayer’s false statements may themselves constitute an offense punishable under Section 7207 or 18 U.S.C.A. § 1001.  The latter statute is a general non-Code provision that makes it a criminal violation to knowingly give false information or a false statement to any representative of a government agency.”-994

c. “It is best that the taxpayer not even be present at any meeting or conferences.”-994

d. “At least two courts have held that [the] administrative requirement of modified Miranda warnings, even if self-imposed and not required by the Constitution itself, is binding on the Service.  In Beckwith v. United States the Supreme Court held that a special agent who is investigating suspected criminal tax fraud need not give full Miranda warnings unless the taxpayer is taken into custody or the interview is inherently coercive.”-994

6. Constitutional protection

a. “the Fifth Amendment privilege against self-incrimination applies to an individual’s oral testimony and to documentary communications; this includes the personal and business tax records of an individual.  The Fifth Amendment privilege does not apply, however, to corporate records, or those of a partnership.”-995

b. “Now the Supreme Court has held that an individual’s Fifth Amendment privilege against self-incrimination does not protect business records from seizure pursuant to a valid search warrant.”-995

c. “Unauthorized inspection of records by an Agent constitutes a violation of the Fourth Amendment and the material inspected may be suppressed.  However, if a taxpayer fails to make a timely assertion of rights, the taxpayer may be held to have waived them.”-995

d. “While a taxpayer has no way to silence the accountants, at least two things should be done immediately.  First, obtain all of the taxpayer’s personal books, records and documents in the accountant’s possession (including workpapers) over which the taxpayer can assert an ownership interest.  Second, advise the accountant that the accountant is under no obligation to cooperate with the Special Agent and if the Special Agent wants testimony, the Agent should be required to issue a formal summons to compel the accountant’s appearance and testimony.”-996

e. “In Couch v. United States the Supreme Court held that personal books and records of a taxpayer, which had been turned over to an independent accountant and maintained in the accountant’s office for a considerable period of time, must be produced upon a proper summons to the accountant issued by the Special Agent and that the taxpayer did not have constructive possession of the documents.”-996

f. “In the case of a subpoena for production of the records, the taxpayer will have a valid Fifth Amendment privilege if he or she has possession of the records.”-996

g. “If the records are in the hands of a third party there must be a privilege relationship, such as attorney-client, between the parties in order to prevent enforcement of the summons.”-996

h. “If a search warrant is used, the taxpayer will not have a Fifth Amendment privilege to prevent seizure of the records and he or she can contest the validity of the search warrant only on the grounds that it violates his Fourth Amendment privilege.”-996

7. Cooperation by the taxpayer

a. “Any doubts about cooperation with the Special Agent should be resolved against cooperation.”-997

b. “the overwhelming number of fraud cases that are won without trial are stopped because there is insufficient evidence to prove guilt, not because there is sufficient evidence to prove innocence.”-997

c. “Cooperation should be constantly assessed; nothing should be turned over to the Agent unless it has been reviewed and approved by counsel.”-997

d. “Voluntary disclosures [in which the taxpayer is forgiven] appear to be effective now only in failure to file cases, if then, and the disclosure must be made in advance of an audit or other Service contact.  Voluntary disclosures in regard to fraudulent returns are, quite frankly, a guess and a gamble….”-997

8. Administrative review

a. Regional counsel

1. “When the case is forwarded to Regional Counsel by the district director, it is assigned to the Assistant Regional Counsel, Enforcement, who then assigns it to an assistant.”-998

2. “It is the function of the Regional Counsel to provide legal advice tot he Criminal Investigation Division.”-998

3. “The questions formally presented to Regional Counsel are: (1) is the taxpayer in fact guilty of violating a criminal statute?  And (2) is the taxpayer’s conviction a reasonable probability?”-998

4. “Conference in the office of the Regional Counsel is not considered a discovery proceeding.”-998

5. “the conference is for the purpose of permitting the taxpayer to offer argument and evidence on the taxpayer’s behalf.”-998

6. “A decision by Regional Counsel not to prosecute can be protested by the District Director or Criminal Investigation Division.  If the Assistant Regional Commissioner for Criminal Investigation concurs in the protest, the case is forwarded to Washington where it is determined either by the Director, Enforcement Division, in the Commissioner’s office, or by the Director, Enforcement Division, in the Chief Counsel’s Office.  The judgment of the latter division is final and not subject to appeal.”-999

b. Department of Justice

1. “The taxpayer may request a conference at Justice.”-999

2. “The Justice Department’s attorney may make the following recommendations on the case: (1) prosecute; (2) forward to U.S. Attorney with instructions for a grand jury investigation of recalcitrant witnesses; (3) forward to U.S. Attorney with instructions that the Attorney exercise discretionary judgment in light of local factors that may have serious jury impact; (4) return case to Service for further specific investigation; or (5) no prosecution.”-999

9. To trial

III. Refund Procedures

A. Relevant I.R.C. Provisions:

1. § 6402—Authority to make credits or refunds—X

2. § 6511—Limitations on credit or refund

a. (a) Period of limitation of filing claim—Claim for credit or refund must be filed within 3 years from time return was filed, or 2 years from time tax was paid, whichever period expires later; if no return was filed, 2 years from time tax was paid; for tax required to be paid by stamp, claim must be filed within 3 years.

b. (b) Limitation on allowance of credits and refunds—(1) Filing of claim within prescribed period--No credit or refund shall be allowed beyond the expiration of the period in (a); (2) Limit on amount of credit or refund.

c. (c) Special rules applicable in case of extension of time by agreement—(1) Time for filing claim—Period for filing claim shall not expire prior to 6 months after expiration of the period within which an assessment may be made pursuant to the agreement; (2) Limit on amount.

d. (d) Special rules applicable to income taxes—(1) Seven-year period of limitation with respect to bad debts and worthless securities; (2) Special period of limitation with respect to net operating loss or capital loss carrybacks.

3. § 6512—Limitations in case of petition to Tax Court

a. (a) Effect of petition to Tax Court—In case a taxpayer petitions for Tax Court review, he may not simultaneously recover a refund or credit, or institute a suit for refund or credit in another court except in (1)-(6).

4. § 6513—Time return deemed filed and tax considered paid

a. (a) Early return or advance payment of tax—Any payment received before the last day permitted for filing shall be considered filed on such last day.

5. § 6532—Periods of limitation on suits

a. (a) Suits by taxpayer for refund—(1) General rule—No suit or proceeding for recovery of any tax, penalty, etc., shall be begun before 6 months from the date of filing the claim unless the Secretary renders a decision before that time; nor after the expiration of 2 years from the date of mailing by the Secretary of the notice of disallowance.

6. § 6611—Interest on overpayments

a. (a) Rate—Interest shall be allowed and paid upon any overpayment at the overpayment rate set in § 6621.

7. § 6621—Determination of rate of interest

a. (a) General rule—(1) Overpayment rate—sum of Federal short-term rate plus 3 percentage points (2 in case of corporation); (2) Underpayment rate—sum of Federal short-term rate plus 3 percentage points.

8. § 7422—Civil actions for refund

a. (a) No suit prior to filing claim for refund.

b. (b) Protest or duress—Suit may be maintained whether or not such tax has been paid under protest or duress.

c. (e) Stay of proceedings—X

d. (f) Limitations on right of action for refund—X

9. § 7502—Timely mailing treated as timely filing and paying

a. (a) General rule—(1) Date of delivery—Date of delivery for filing or mailing shall be determined by the date of the postmark.

B. Introduction

1. “In the course of an audit a taxpayer may make a payment against the amount of a prospective deficiency to stop the running of interest.”-1001

2. “in Flora v. United States the Supreme Court, in agreement with the Commissioner, stated the ‘full payment’ rule, which requires that the entire amount of an asserted deficiency be paid before a refund suit may be maintained.  If the taxpayer chooses to pay less than the deficiency asserted, the taxpayer’s remedy is a deficiency proceeding in the Tax Court.”-1002

3. “if the taxpayer files a Tax Court petition in response to the deficiency notice, the taxpayer gives up any refund suit, and the Tax Court takes jurisdiction of the entire controversy.”-1002

4. “The Code expressly permits the government to credit any overpayment against any internal revenue tax liability of the taxpayer who otherwise would be entitled to a refund.”-1002

5. “if one is unsuccessful in an administrative claim for refund, one may properly think in terms of judicial intervention.  In either event, a prerequisite to suit is an administrative refund claim and either (1) a six months period of patience, or (2) prior adverse action on the claim.”-1002

6. “The requirement of an administrative claim prior to suit is a facet of the doctrine of exhaustion of administrative remedies.”-1002

7. “the statutory prerequisite to suit is satisfied only if the claim filed gives notice of the nature of the suit which is subsequently brought.”-1003

8. “a refund claim should in a sense be viewed as if it were a pleading.  Failure to assert grounds on which the taxpayer may later wish to rely in a suit may by procedural error squander a valuable right.”-1003

9. “Another fundamental principle is that a taxpayer is entitled to an income tax refund only if the taxpayer has in fact overpaid tax for the year.”-1003

10. The equitable defense of recoupment, used by the Government on occasion, involves a case where “the taxpayer has given a different tax treatment tot he same transaction in different years.  This is an equitable doctrine not always applied mechanically which is to some extent codified now in the statutory provisions concerning ‘Mitigation of Effect of Limitations’….”-1004

C. Problems

1. Refund claim is administrative in nature, and falls within § 7422(a).  Refund suits are judicial in nature and require, under § 7422(a), prior claim for refund or credit AND 6 month patience period OR prior adverse action on the claim.

2. (a) April 11, 2002--§ 6511(a)—3 years from date of filing

(b) May 1, 2002--§ 6511(a)—3 year period, regardless of whether late or not.

(c) June 1, 2002--§ 6511(a)—2 years is LONGER than 3 years from date of filing in April of 1999 or earlier.

(d) April 15, 2006--§ 6511(d)(1)(A)—7 years from date of filing in case of worthless securities.

3. No.  Under § 7502(a)(1), the date of filing is the date of the postmark, which in this case is already late.

4. (a) September 1, 1998--§ 6532(a)(1)—6 months is earliest time.

(b) March 1, 2001--§ 6532(a)(1)—2 years after mailing of disallowance.

(c) March 1, 2000--§ 6532(a)(3)—2 years from date of filing waiver.

(d) If waiver of notice is filed after filing of claim, you get more than 2 years since the period of limitations runs from time of filing notice under § 6532(a)(3).

5. No.  Section 7422(b) provides that protest or duress is irrelevant in determining sufficiency of the suit.

6. Yes.  Section 6611(b)(2) provides that interest will be counted from the date of overpayment until not more than 30 days before the refund check is mailed.

IV. Deficiency Procedures

A. Relevant I.R.C. Provisions:

1. § 6013(e)—Spouse relieved of liability in certain cases—X

2. § 6211—Definition of a deficiency.

3. § 6212—Notice of deficiency

(a) In general—If secretary determines deficiency, he is authorized to send notice to taxpayer.

(b) Address for notice of deficiency—In the absence of notice to the Secretary, mailing of notice to last known address, even if taxpayer is dead, under legal disability, etc., such mailing is sufficient.

(c) Further deficiency letters restricted—(1) General rule—No additional deficiency shall be asserted for the same taxable year by Secretary if notice is sent and taxpayer files a petition in the Tax Court within the time prescribed.

4. § 6213—Restrictions applicable to deficiencies; petition to Tax Court

(a) Time for filing petition and restriction on assessment—Taxpayer must file petition for Tax Court within 90 days of notice, or 150 if outside the U.S.

(b) Exceptions to restrictions on assessment—X

(c) Failure to file Tax Court petition—If no petition is filed, the deficiency shall be assessed and the taxpayer must pay.

(d) Waiver of restrictions on assessment—The taxpayer has the right to waive notice requirement in (a).

5. § 6214—Determinations by the Tax Court—X

6. § 6501—Limitations on assessment and collection

(a) General rule—The amount of any tax imposed shall be assessed within 3 years after return was filed.

(b) Time return deemed filed—(1) Early return—Return of tax filed early shall be treated as filed on last day.

(c) (c) Exceptions—(1) False return—In case of false or fraudulent returns with intent to evade tax, tax may be assessed at any time or a proceeding may begin without assessment at any time; (2) Willful attempt to evade tax—In case of willful attempt to evade tax, the tax may be assessed or proceeding begun without assessment at any time; (3) No return—In case of failure to file a return, tax may be assessed or proceeding brought without assessment at any time; (4) Extension by agreement—Tax may be assessed at any time prior to expiration of agreement to extend limitation period.

(d) (e) Substantial omission of items—(1) Income taxes—(A) General rule—If taxpayer omits from gross income an amount in excess of 25% of total, the tax may be assessed, or proceeding brought for the collection without assessment, at any time within 6 years after return was filed.

7. § 6503—Suspension of running of period of limitation

(a) Issuance of statutory notice of deficiency—(1)—Running of period of limitations in § 6501 on making of assessments or collection by levy or proceeding in court, shall be suspended during the period in which the Secretary is prohibited from making the assessment or collecting levy or proceeding, and for 60 days thereafter.

8. § 6601—Interest on underpayment, nonpayment, or extensions of time for payment of tax

(a) Interest shall be paid for underpayments, from last date to file until the date paid.

9. § 6621—Determination of rate of interest—Above

10. § 6651—Failure to file tax return or to pay tax

(a) Addition to the tax—In case of failure to file a return, unless failure is due to reasonable cause and not willful neglect, added to tax will be 5% of the amount of tax if failure is less than 1 month, with an additional 5% for each month thereafter, not exceeding 25% in the aggregate; (2) In case of failure to pay tax shown, added to tax will be .5% of such tax if failure is less than one month, with an additional .5% each month thereafter, not exceeding 25% in the aggregate; (3) in case of failure to pay tax required including assessment within 21 days of notice and demand therefor, added to tax will be .5% per month, not exceeding 25% in the aggregate.

11. § 6662—Imposition of accuracy-related penalty

(a) Imposition of penalty—20% shall be added to amount not paid if this section applies.

(b) Portion of underpayment to which section applies—(1) Negligence or disregard of rules or regulations; (2) Any substantial understatement of income tax; (3) Any substantial valuation misstatement under chapter 1; (4) Any substantial overstatement of pension liabilities; (5) Any substantial estate or gift tax valuation understatement.

(c) Negligence

(d) Substantial understatement—Substantial understatement is present if amount of understatement exceeds the greater of 10% of tax required or $5000.

(e) Substantial valuation misstatement under chapter 1—Substantial valuation misstatement is present if the value of property claimed is 200% or more of amount determined to be correct; price for property or services claimed is 200% of correct amount.

12. § 6663—Imposition of fraud penalty

(a) Imposition of penalty--If any part of any underpayment is due to fraud, a 75% penalty shall be added to portion of underpayment attributable to fraud.

13. § 6673—Sanctions and costs awarded by courts

14. § 6861—Jeopardy assessments—X

15. § 7121—Closing agreements—X

16. § 7122—Compromises—X

17. § 7421—Prohibition of suits to restrain assessment or collection

(a) Tax—No suit for restraining the assessment or collection of any tax shall be maintained in any court by any person.

18. § 7422—Civil actions for refund

(a) No suit prior to filing claim for refund—Above

(b) Protest or duress—Above

(f) (e) Stay of proceedings—X

19. § 7482—Courts of review

B. Introduction

C. Additions to tax

1. “if the taxpayer loses a deficiency controversy, either by suit or by settlement, the taxpayer may be required to pay more than the bare amount of the asserted deficiency.  For one thing, interest runs against the taxpayer from the date the amount should have been paid.”-1007

2. “In addition to interest on the deficiency, the taxpayer may be subject to penalties.”-1008

3. “The penalty for failure to file a return is five percent of the tax per month.  The penalty for failure to pay the tax is one half of one percent of the tax per month.”-1008

4. “Section 6651(a) provides that the total penalty may not exceed 25 percent of the tax.  If there is a fraudulent failure to file a return, the penalty is increased to 15 percent of the tax per month with a maximum of 75 percent of the tax.”-1008

5. “These are civil, not criminal, sanctions, and in each instance the penalty is simply ‘added to the tax’ and therefore collected as tax.  But the possibility of criminal sanctions exists as well….”-1009

6. “Proof of fraud for purposes of sustaining the Commissioner’s imposition of the civil fraud penalty requires something less than the proof beyond a reasonable doubt required for conviction of a crime [, clear and convincing evidence].”-1009

D. The innocent spouse

1. “It will be recalled that, if a joint income tax return is filed by husband and wife, both are generally jointly and severally liable for the tax.”-1009

2. Section 6013(e) provides that “The innocent spouse rule applies if the one claiming benefit of the rule (1) filed a joint return on which there was a substantial (over $500) understatement of tax attributable to grossly erroneous items of the other spouse; (2) establishes that in signing the return he or she did not know there was a substantial understatement; and (3) shows that, under all the facts and circumstances, he or she could not equitably be held liable for the tax attributable to the substantial understatement.  If these requisites are satisfied the statute grants amnesty for tax liability, interest and penalties attributable to the grossly erroneous items.”-1010

3. “to the extent that the liability results from a deduction, credit, or basis error (as opposed to an omission of income) it must exceed a specified portion of the innocent spouse’s adjusted gross income in the taxable year preceding the year in which the deficiency notice is mailed (preadjustment year).”-1010

4. “a non-fraudulent spouse  is relieved of the 75 percent fraud penalty arising from a fraudulent joint return of the spouses, unless some part of the underpayment is due to the fraud of each spouse.”-1010

E. The Tax Court in the judicial hierarchy

1. “The losing party in a Tax Court case may appeal (as of right) to the United States Court of Appeals.  The manner and scope of review generally are the same as in the review of civil, nonjury cases in the district court.  Further review is only by way of certiorari to the Supreme Court.”-1011

2. “Usually, if an individual taxpayer seeks review of a Tax Court decision he or she must appeal to the Court of Appeals for the circuit in which his or her residence is located.”-1011

3. Since the case of Golsen v. Commissioner, the Tax Court “has decided cases in accordance with decisions in the circuits to which appeal probably would be taken.”-1012

4. Concurrent refund and deficiency suits

a. “after a refund suit is commenced the Commissioner may still be able to issue a notice of deficiency….  [t]he receipt of that notice opens up to the taxpayer another trial forum, the Tax Court.”-1013

b. In dealing with the possibility of overlapping refund and deficiency suits, “The statutory answer is to stay the refund suit for the time within which the taxpayer may file the Tax Court petition, leaving with the taxpayer the customary choice of forum.  However, the stay is extended a further 60 days so that, if the taxpayer disdains the Tax Court, the Commissioner may file a counterclaim in the refund suit.”-1013

5. Invoking Tax Court jurisdiction

a. “The statute clearly makes the issuance of a notice of deficiency a prerequisite to a Tax Court suit.”-1013

b. “Section 6861 authorizes jeopardy assessments in cases where the usual cumbersome procedures might threaten to impede collection of the tax.”-1014

c. “Section 6861(b) requires the issuance of a statutory deficiency notice within sixty days after the mailing of the jeopardy assessment, assuring the taxpayer of a ticket to the Tax Court.”-1014

d. “Section 6851 … authorizes the Commissioner immediately to make a determination of tax for he current or immediately preceding year, and to make an immediate demand for payment, if the Commissioner finds the taxpayer designs to take action that may prejudice the collection of income tax for such year or years.”-1014

e. “In Laing v. United States the Supreme Court … held that the assessment and demand for payment under Section 6851 creates a deficiency and, further, that in such circumstances the taxpayer has the right to a formal deficiency notice as provided in Section 6861(b) for jeopardy assessments.”-1014

f. “amended Section 6851(b) requires the Service to send such a taxpayer a notice of deficiency within sixty days after the later of the due date or the actual filing date of the tax return for the taxable year involved.”-1014

g. “The consequences of requiring statutory notices of deficiencies in the context of jeopardy and termination assessments are twofold: (1) If the notice of deficiency is not issued, the taxpayer may enjoin enforcement; he is within an expressed exception to the Section 7421(a) proscription of injunctions found in Section 6213(a), third sentence….  (2) Demand for payment under Section 6851(a) is not itself a deficiency notice, so that a taxpayer who petitioned the Tax Court on the basis of such demand had misconceived his remedy; he should have sought to enjoin collection.”-1015

h. “Section 7249 … enables a taxpayer who is subject to a jeopardy or termination assessment to obtain an almost immediate administrative and judicial review of both the reasonableness of the making of the assessment and the appropriateness of the amount of the assessment.”-1015

i. “Filing a petition within the specified ninety days may be accomplished by a timely mailing of the petition either with the U.S. Postal Service or with a private delivery company which has been designated by the Service as a ‘designate delivery service.’”-1015

F. Small tax cases

1. “There are many instances in the law in which it is just too expensive for a person to take the judicial steps needed to enforce one’s rights.”-1016

2. “In general, a ‘small’ tax case within this section is an estate or gift or income tax case in which the amount of the deficiency placed in dispute does not exceed $10,000, and the Tax Court is authorized to conduct such cases in accordance with simplified rules of procedure.”-1016

3. “Decisions under it are not subject to appeal and do not serve as precedents.”-1016

4. “It seems likely the Tax Court will tend to support the taxpayer’s desire to use the small cases procedure over objections by the Commissioner, but, in some situations, the court might properly remove a case from the small tax procedure so that it can be consolidated with a regular case involving common facts or a common issue of law.”-1016

G. Burden of proof

1. “The burden of proof shall be on the petitioner, except as otherwise provided by statute or determined by the Court; and except that, in respect of any new matter, increases in deficiency, and affirmative defenses, pleaded in the answer, it shall be upon the respondent….”-1017—Tax Court Rules

2. “Forbes v. Hassett emphasizes that in a refund suit the taxpayer must prove, not only that the Commissioner was wrong, but also the essential facts upon which a correct determination of liability can be made.  Thus, it is sometimes said that the taxpayer has a double burden in refund suits.”-1017

H. Finality in tax controversies

1. Statutory finality

a. “Some principles of finality operate to preclude controversy, rather than to settle a developed controversy.”-1018

b. “In some instances outside the limitation periods the statute forecloses the development of an otherwise possibly controversial issue.”-1019

2. Administrative finality

a. “The Code expressly authorizes administrative officials to enter into binding agreements with taxpayers with regard to their liability for taxes.  In general such agreements, called ‘closing agreements,’ are ‘final and conclusive.’”-1019

b. “Closing agreements are of two kinds.  The agreement may, for example, fix the income tax liability of a taxpayer for a particular taxable year.  On the other hand, the agreement may relate only to one or two questions, such as the fair market value of property received as compensation for services.”-1019

c. “Closely akin to the government’s closing agreement authority is its authority to compromise tax controversies.  The Treasury views its authority to compromise as limited to two situations: (1) doubt as to liability or (2) doubt as to collectibility, or both.”-1020

d. “one who wishes only to relinquish his right to go to the Tax Court, and to maintain his right to litigate in the District Court or the Claims Court should amend any proffered Form 870AD expressly to preserve his right to file claim and suit for refund.”-1020

e. “What is the status of the taxpayer who has requested and received an administrative ruling on a question of federal income tax liability?”-1020

f. “a ‘determination letter’ is a kind of ruling that is issued by the District Director, which is limited to the tax aspects of transactions that have been completed.”-1021

g. “As a general rule, oral communication by Service personnel and various Service publications, such as the popular ‘Your Federal Income Tax,’ have no more final effect on the determination of tax liability than the opinion of private tax counsel.”-1021

3. Judicial finality

a. “The familiar doctrine of res judicata is of course fully applicable in tax controversies.”-1021

b. “The judgement is controlling not only with respect to the issues litigated but to all issues that could have been raised which bear on the determination of liability for the year.  Neither the form of the litigation … nor the forum in which the case is tried … makes any difference.  While the doctrine is dependent upon a prior adjudication of a controversy between the same parties or their privies, the same parties requirement is satisfied by the proposition that the contest is between the taxpayer and the government….”-1021

c. “The related doctrine of collateral estoppel or estoppel by judgement is especially likely to be of importance in tax cases.”-1022

d. In Commissioner v. Sunnen, it was held that “A single controversial circumstance may have a bearing on income tax liability for several years….  [c]ollateral estoppel forecloses the relitigation of issues that were in fact raised and decided in the earlier litigation, even when they arise in a new cause of action, such as a dispute as to liability for a later year.”-1022

I. Problems

1. (a) April 1, 2002--§ 6501(a).

(b) May 1, 2002--§ 6501(a)—it makes no difference if the return was late.

(c) Anytime--§ 6501(c)(3).

2. (a) April 1, 1999--§ 6501(e)(1)(A)—anytime within 6 years of filing if unreported income would equal 25% or more of total gross income.

(b) Anytime--§ 6501(c)(2).  Yes under § 7201.  That section requires willfulness, as opposed to § 7206, which requires only negligence or recklessness.  Thus, the difference lies in the mens rea.

(c) ?

3. (a) Yes--§ 6213(a)—That section requires that the petition be ‘filed’ within 90 days of postmark on the 90-day letter, but § 7502 defines filing as the date on the postmark, so June 27 is timely.

(b) Not timely.  Most likely, the lack of an actual postmark will preclude the sufficiency of the filing.

(c) No--§ 7502(a)(2)(B)—the letter must be “properly addressed” to be sufficient.

(d) No--§ 6212(b)(1) provides that the last known address is sufficient.

(e) No—A refund suit in District Court or Claims Court is still possible.

4. Whether negotiation is an option worth preserving?

5. T has relinquished his right to contest liability in the Tax Court, but if he amended the Form, he may be able to file suit in the District or Claims Court.

6. No.  § 6861(b) requires mailing of statutory deficiency within 60 days of jeopardy assessment, and such deficiency will create a right to litigate in the Tax Court.

7. (a) District Court—only court permitting jury trial

(b) Tax Court because you must pay in the District Court before being permitted to litigate.

(c) District Court?  This litigation requires payment first.  The payment will stop the running of interest while still permitting litigation.

(d) Tax Court?  Best suited to handle complex cases.

(e) Claims Court because appeal is to the Federal Circuit rather than a local circuit court.

V. Identification of Income Subject to Taxation

A. Gross income: the scope of Section 61

1. Introduction to income

a. Section 61(a) of the I.R.C. defines gross income as “all income from whatever source derived….”  The section goes on to list 15 examples of gross income, but this list is not comprehensive: (1) compensation for services, commissions, fringe benefits, etc.; (2) income derived from business; (3) gains derived from dealings with property; (4) interest; (5) rents; (6) royalties; (7) dividends; (8) alimony and separate maintenance payments; (9) annuities; (10) income from life insurance/endowment contracts; (11) pensions; (12) income from discharge of indebtedness; (13) share of partnership income; (14) income in respect of a decedent; (15) income from interest in trust or estate.

b. “Taxable income is ‘gross income’ less certain authorized deductions.”-41

2. Equivocal receipt of financial benefit

a. Section 1.61-1 of the IRC provides the gross income includes income realized in any form, whether money, property, or services.  Section 1.61-2(a)(1) provides several examples of compensation for services, which fall under gross income: wages, salaries, commissions, tips, bonuses, jury fees, rewards, retired pay of employees, pensions, retirement allowances, etc.  All of these are gross income “unless excluded by law.”  Section 1.61-2(d)(1) provides that if services are paid for in property, the fair market value of the property must be included as income; if services are paid for in exchange of other services, the fair market value of such other services taken in payment must be included as income; and if the services are rendered at a stipulated price, such price will be presumed to be the fair market value in the absence of evidence to the contrary.  Section 1.61-14(a) provides that punitive damages and exemplary damages for fraud, another person’s payment of the taxpayer’s income taxes, illegal gains, and treasure trove, to the extent of its value in U.S. currency for the year in which the treasure was reduced to undisputed possession, all constitute gross income.

Cesarini v. U.S.—U.S.D.C., N.D. of Ohio, 1969

Issue: Whether currency in an old piano purchased at auction, found approximately 7 years after the purchase, is gross income under the meaning of the I.R.C.”? YES

Whether the tax on currency found 7 years after the purchase of an old piano at auction should be applied in the year of purchase or the year in which the currency was found? Found.
Holding: “This Court is of the opinion that Treas.Reg. § 1.61-14(a) is dispositive of the major issue in this case if the $4,467.00 found in the piano was ‘reduced to undisputed possession’ in the year petitioners reported it, for this Regulation was applicable to returns filed in the calendar year of 1964.”-46
Rule: “Treasure trove, to the extent of its value in United States currency, constitutes gross income for the taxable year in which it is reduced to undisputed possession.”-46

“In Ohio, there is no statute specifically dealing with the rights of owners and finders of treasure trove, and in the absence of such a statute, the common law rule of England applies, so that ‘title belongs to the finder as against all the world except the true owner.”-47
Old Colony Trust Co. v. Commissioner—S.Ct., 1929

Issue: Whether “a taxpayer, having induced a third person to pay his income tax or having acquiesced in such payment as made in discharge of an obligation to him, may avoid the making of a return thereof and the payment of a corresponding tax”? NO
Rule: Income tax paid by one party on behalf of another is considered part of the gross income for such other party, thus requiring taxation on the portion of the other party’s income originally designated as his or her income tax.
Commissioner v. Glenshaw Glass Co.--S.Ct., 1955

Issue: Whether “money received as exemplary damages for fraud or as the punitive two-thirds portion of a treble-damage antitrust recovery must be reported by a taxpayer as gross income under § 22(a) of the Internal Revenue Code of 1939”? YES
Rule: Gross income may be defined as “undeniable accessions to wealth, clearly realized, and over which the taxpayers have complete dominion.”-52
Charley v. Commissioner—9th Cir., 1996

Issue: Whether “travel credits converted to cash in a personal travel account established by an employer constitute gross income to the employee for federal income tax purposes”? YES
Holding: “In sum, we hold that the tax court was correct in concluding that the travel credits under the facts of this case constituted taxable income.”-56
b. Problems

1. Yes.  The Steinway is not a “treasure trove” under § 1.61-14(a), just a good deal.

2. No.  Winner need not include the $200 because the prize has nothing to do with income “from any source whatever,” § 61, and is not treasure trove under Reg. § 1.61-14(a).

3. Employee realizes $35,000 because the “gifts” are probably considered “bonuses” under Reg. § 1.61-2.

4(a) Yes.  The kickbacks are income.

(b) Yes.  Illegal gains are income under § 1.61-14(a).

5(a) $4000.  The improvements are the equivalent of rent.

(b) Under § 1.61-4(d), the fair market value of property or services counts as income, and since Owner still gains $3000 in improvements, the result is the same.

6(a) No.  While probably considered “rewards” under § 1.61-2(a), the credits did not come from an employer or as a result of any exchange of service or property.

(b) Yes.  The credits are probably considered “rewards” or “bonus” under § 1.61-2(a).

(c) Yes.

(d) Yes.

3.  Income without receipt of cash or property

a. IRC Section 1.61-2(d)(2)(i) provides that if property is transferred by an employer to an employee or if the property is transferred to an independent contractor, for an amount less than its fair market value, regardless of whether the transfer is in the form of a sale or exchange, the difference between the fair market value and the amount paid is compensation and therefore gross income.

Helvering v. Independent Life Ins. Co.—S.Ct., 1934

Issue: Whether “a taxpayer must include in gross income the rental value of a building owned and occupied by the taxpayer”? NO
Holding: “If the statute lays taxes on the part of the building occupied by the owner or upon the rental value of that space, it cannot be sustained, for that would be to lay a direct tax requiring apportionment….  The rental value of the building used by the owner does not constitute income within the meaning of the Sixteenth Amendment.”-60
b. Revenue ruling 79-24

1. Situation 1—In return for personal legal services performed by Lawyer, Housepainter painted Lawyer’s home.  Result—“The fair market value of the services received by the lawyer and the housepainter are includible in their gross incomes under section 61 of the Code.”-61

2. Situation 2—In return for rent-free use of apartment, Artist gave Owner a work of art.  Result—“The fair market value of the work of art and the six months fair rental value of the apartment are includible in the gross incomes of the apartment-owner and the artist under section 61 of the Code.”-61

Dean v. Commissioner—3rd Cir., 1951

Issue: Whether the rental value of property, occupied by the P and his wife, and held by a corporation of which the taxpayer and his wife are the sole shareholders is properly included in the couple’s gross income? YES
Holding: “It was the taxpayer’s legal obligation to provide a family home and if he did it by the occupancy of a property which was held in the name of a corporation of which he was president, we think the fair value of that occupancy was income to him.”-61
c. Problems

1(a) No, no exchange or transaction.

(b) No, no exchange or transaction.

(c) Yes.

(d) Yes.

(e) Yes.

2(a) They must account for the value of the services received, which represents income under § 1.61-2(d).

(b) No.  There is no exchange or transaction.

VI. The Exclusion of Gifts and Inheritances

A. Rules of inclusion and exclusion

1. Section 102(a) provides that gross income does not include the value of property acquired by gift, bequest, devise, or inheritance.  However, subsection (b) provides that the income received from any such property is considered income.  Regulation § 1.102-1(a) provides that property received as a gift or under a will or under statutes of descent and distribution, is not income although income received from such property is.  Subsection (b) again provides that the income from such property is considered gross income.

2. “Gross income includes the receipt of any financial benefit which is: (1) Not a mere return of capital, and (2) Not accompanied by a contemporaneously acknowledged obligation to repay, and (3) Not excluded by a specific statutory provision.”-64

3. “In … Irwin v. Gavit, the Supreme Court held, in effect, that language such as now appears in Section 102(a), excluding from gross income property acquired by bequest, did not exclude a gift of the income from property.”-64

B. The income tax meaning of gift

Commissioner v. Duberstein—S.Ct., 1960

Issue: Whether “a specific transfer to a taxpayer [by his employer] in fact amounted to a ‘gift’ to him within the meaning of the statute”? NO
Holding: “It seems to us plain that as trier of the facts [the trial court] was warranted in concluding that despite the characterization of the transfer of the Cadillac by the parties and the absence of any obligation, even of a moral nature, to make it, it was at bottom a recompense for Duberstein’s past services, or an inducement for him to be of further service in the future.”-72

The District Court’s conclusory determination that the money was a “gift” is insufficient and therefore merits vacating the Court of Appeals decision and remanding for further proceedings not inconsistent with this opinion.
Rule: “A gift in the statutory sense … proceeds from a ‘detached and disinterested generosity,’ … ‘out of affection, respect, admiration, charity or like impulses.’”-68

“the most critical consideration, as the Court was agreed in the leading case here, is the transferor’s ‘intention.’”-68

“the question here remains basically one of fact, for determination on a case-by-case basis.”-71

“Where the trial has been by a judge without a jury the judge’s findings must stand unless ‘clearly erroneous….’  A finding is ‘clearly erroneous’ when although there is evidence to support it, the reviewing court on the entire evidence is left with the definite and firm conviction that a mistake has been committed.”-71
1. Note

a. “the final message should be clear.  In this area, the law (Section 102(a)) is simple and concise.  The facts give rise to the complexity, and cases such as these are generally won or lost at the trial level.  This is the result in the trilogy of Duberstein, Stanton, and Kaiser.”-74

2. Problem

a. The trial court decision is usually what determines whether the IRS appeals, and may therefore lead to the establishment of a rule of law broader than the individual trial court ruling.

C. Employee gifts

1. Section 102(c) provides that gross income includes any amount transferred by or for an employer, to or for the benefit of, an employee.

2. Section 274(b) provides that no deduction shall be allowed for the value of gifts by employers to employees exceeding $25 in the same taxable year.  Subsection (2)(B) provides that a husband and wife are treated as the same taxpayer for the purposes of this section.

3. Section 74(c)(1) provides that gross income shall not include the value of an employee achievement award if the cost to the employer does not exceed the amount allowable as a deduction (in § 274(j)).  Subsection (2) provides that if the cost to the employer is greater than the amount allowable for deduction, the difference between the cost and amount allowable for deduction will be considered part of the taxpayer’s gross income.

4. Section 132 provides that “de minimis fringe benefits” are excluded from gross income, and subsection (e) defines de minimis fringe benefits as any property OR service the value of which is so small at to make accounting for it unreasonable or impracticable.  Subsection (2) provides that the operation of eating facilities by the employer shall be treated as de minimis fringe if (1) the facility is located on or near the business premises and (2) the revenue derived equals or exceeds the direct operating costs of the facility.

5. Section 274(j) provides that the deduction allowed for employee achievement awards that are not qualified plan awards may not exceed $400 per year per employee.  For qualified plan awards, the amount that may be deducted is no more than $1600 per year per employee.

6. Regulation § 1.102-1(f) provides that section 102 does NOT apply (?????) to prizes and awards, de minimis fringe benefits, any amount transferred by an employer to an employee for the benefit of the employee, or qualified scholarships.  Subsection (2) provides that “extraordinary transfers to the natural objects of an employer’s bounty will not be considered transfers to, or for the benefit of, an employee if the employee can show that the transfer was not made in recognition of the employee’s employment.”  This means that gifts from a parent to a child, if the child is an employee but the gift is not in recognition of the employment, are not within the scope of section 102.

7. With respect to § 102, “the statute seems to indicate a broad congressional intent to deny ‘gift’ classification to all transfers by employers to employees.”-76

8. In addition to the “natural objects” exception, “there are two additional limited exceptions to the Section 102(c) inclusion rule.  First, under Section 132(e) certain traditional retirement gifts are treated as de minimis fringe benefit; and second, under Section 74(c) certain employee achievement awards are freed from tax.”-76

a. Problems

1. No.  Extraordinary transfers to natural objects of bounty are not includable in gross income under § 1.102-1(f)(2).

2. Yes.  Both received “tips” under § 1.61-2(a).

3. Yes.  Under § 1.61-2(a) Reverend received a “bonus” or retirement allowance.

4. Yes.  The $2000 contributed by the employer constitutes a “bonus” under § 1.61-2(a).

D. The income tax meaning of inheritance

Lyeth v. Hoey—S.Ct., 1938

Issue: Whether “property received by petitioner from the estate of a decedent in compromise of his claim as an heir is taxable as income under the Revenue Act of 1932”? NO
Rule: “By § 22(b)(3) of the Revenue Act of 1932, there is exempted from the income tax—‘the value of property acquired by gift, bequest, devise, or inheritance.”-78

Wolder v. Commissioner—2d Cir., 1974

Issue: Whether “an attorney contracting to and performing lifetime legal services for a client receives income when the client, pursuant to the contract, bequeaths a substantial sum to the attorney in lieu of the payment of fees during the client’s lifetime”? YES
Rule: “In Commissioner v. Duberstein, … the Court held that the true test is whether in actuality the gift is a bona fide gift or simply a method for paying compensation.  This question is resolved by an examination of the intent of the parties, the reasons for the transfer, and the parties’ performance in accordance with their intentions.”-84
1. Problems

a. Yes.  No tax.

b. Yes.  No tax.

c. Yes.  No tax.

d. Yes.  No tax.

e. No.  Tax!

f. No.  Tax!

g. No.  Tax!

h. Yes.  No tax under Merriam.

i. Yes.  No tax.

2. ?

3. Yes.  § 102(c)(1) would resolve the issue in the same way because the gift was “any amount transferred by an employer” for the benefit of an employee.

VII. Limitations in Employment Relationships

A. Fringe benefits

1. Section 132 excludes from gross income: (1) no additional cost service; (2) qualified employee discount; (3) working condition fringe; (4) de minimis fringe; (5) qualified transportation fringe; (6) qualified moving expense reimbursement.  All of these will be defined below.

2. Section 79 provides that group term life insurance shall be included in the employee’s gross income under a policy carried directly or indirectly by his employer, but only to the extent that such cost exceeds that cost of $50,000 and the amount (if any) paid by the employee toward the purchase of the insurance.  The section requires that the insurance be non-discriminatory.

3. Section 83 provides that if, in connection with the performance of services, property is transferred to any person other than the person for whom such services were performed, the excess of the fair market value of the property over the amount (if any) paid for the property shall be included in the gross income of the person who performed the services.

4. Section 125 provides that no amount shall be included in the gross income of a participant in a cafeteria plan solely because the participant may choose among the benefits of the plan.  However, if the plan is discriminatory, then the highly compensated participants discriminated in favor of must include the amount as gross income.  Highly compensated participant is defined as an officer, shareholder owning more than 5% of the voting power or value of all classes of stock, highly compensated, or spouse or dependent of anybody described above.

5. Regulation § 1.61-21(a)(1) provides that gross income includes compensation for services, including fees, commissions, fringe benefits, and similar items.  Examples of fringe benefits includable in gross income are: employer provided car; flight on employer provided aircraft, employer provided free or discounted flight, employer provided vacation, employer provided discount on property or services, employer provided membership in a country or social club, or employer provided tickets to sporting events.  Subsection (2) provides that to the extent that any fringe benefit is specifically excluded from gross income, that section will prevail.  Examples of excludable fringe benefits are: qualified tuition reductions, meals or lodging, benefits under a dependent care assistance program, no additional cost services, qualified employee discounts, working condition fringes, and de minimis fringes.  Subsection (b)(1) provides that employees must include in gross income the difference in amount by which the fair market value of the fringe exceeds the sum of the amount paid for the benefit by or on behalf of the recipient, and the amount specifically excluded from gross income by some other section.  “Therefore, … if the employee pays fair market value for what is received, no amount is includible in the gross income of the employee.”  Subsection (b)(2) provides that the fair market value of a fringe benefit is the amount the individual would have to pay in an arm’s length transaction.

6. Regulation § 1.132-1 defines employee as any individual “currently employed,” formerly employed but separated from service by reason of retirement or disability, or any widow or widower of an individual who died while employed.

7. Regulation § 1.132-2 defines no additional cost services as any service provided by an employer to an employee for the employee’s personal use if the (1) service is offered for sale by employer to customers in the ordinary course of the line of business in which employee is employed, AND (2) the employer incurs no substantial additional cost in providing the service to the employee (including foregone revenue and excluding any amount paid by or on behalf of the employee for the service).  Cash rebates are included, and reciprocal agreements are permissible.

8. Regulation § 1.132-3 defines qualified employee discounts as any employee discount with respect to qualified property or services provided by an employer to an employee for use by the employee to the extent the discount does not exceed the gross profit percentage multiplied by the price at which the property is offered to customers in the ordinary course of the employer’s line of business, OR 20% of the price of the service offered to customers.  Reciprocal agreements are NOT permissible, though rebates, no charge, and reduced charges are permissible.

9. Regulation § 1.132-4 provides that no additional cost services or qualified employee discounts are only available for property or services in the employer’s line of business in which the employee performs substantial services.

10. Regulation § 1.132-5 defines working condition fringes as any property or service provided to an employee of an employer to the extent that, if the employee paid for the property or service, the amount would be allowable as a (business expense) deduction under section 162 or 167.

11. Regulation § 1.132-6 defines de minimis fringe as any property or service the value of which is so small as to make accounting for it unreasonable or impracticable.

12. Regulation § 1.132-7 provides that the value of meals provided employees at an employer operated eating facility is excludable from gross income as de minimis fringe only if on an annual basis, the revenue equals or exceeds the direct operating costs of the facility.

13. Regulation § 1.132-8 provides that highly compensated employees who receive a no additional cost service, a qualified employee discount OR a meal provided by an employer operated eating facility may NOT exclude such services from gross income to the extent that the same benefits are not made available to all employees or a group of employees defined under a reasonable classification set up by the employer that does not discriminate in favor of highly compensated employees.(?????)

14. “The Supreme Court has stated that Section 61(a)(1) ‘is broad enough to include in taxable income any economic or financial benefit conferred on the employee as compensation, whatever the form or mode by which it is effected.”-87

15. “Although [fringe benefit] value is conceptually gross income, nevertheless to some extent over the years the Service, even without statutory authorization, has allowed taxpayers not to report them….  Occasionally Congress has enacted a statute specifically to exclude a fringe benefit from gross income or to include or partly include a fringe within gross income.”-88

16. “If an employee benefit is not specifically excluded from gross income, its value must be included within gross income under section 61.”-90

17. “In all cases, Section 132 excludes fringes provided to ‘employees’.  In the first two classifications of fringe benefits (no additional cost services and qualified employee discounts) the definition of an employee is expanded to include not only persons currently employed but also retired and disabled ex-employees and the surviving spouses of employees or retired or disable ex-employees as well as spouses and dependent children of employees.”-90

18. Section 132 excludes the first two classifications of fringes and employee eating facilities provided to highly compensated employees only if those fringes are offered to all employees on a nondiscriminatory basis.”-91

19. “If a classification of fringes is discriminatory, highly compensated employees have gross income, but the exclusion still applies to those employees (if any) who receive the benefit and who are not members of the highly compensated group.”-91

20. Section 132(a)(1): No-additional-cost-services

a. “Their value escapes gross income if the services are offered for sale to customers in the same line of business as that in which the employee is performing services, the employer incurs no substantial additional cost in providing the service to the employee and, in the case of highly compensated employees, the services are provided on a nondiscriminatory basis.”-91

b. “Examples of no-additional-cost services that are given in the legislative history of the new section include airline, railroad, or subway seats and hotel rooms furnished to employees, if they are working in those respective businesses, in a way that does not displace non-employee customers, and free telephone service to telephone employees within existing capacity of the employer company.  The exclusion is allowed whether the services are provided free of charge, at cost or some partial charge, or under a cash rebate program.”-91

c. “if two companies have a written reciprocal agreement that makes the services of one available to the employees of the other, employees of one company may exclude, as no-additional-cost services, services provided by the other, if the services in question are in the employee’s line of business.”-92

21. Section 132(a)(2): Qualified employee discounts

a. “As in the case of the no-additional-cost services exclusion, both the nondiscrimination and the same-line of business limitations apply.  The exclusion applies to purchase of both property (other than real property and personal property held for investment) and purchases of insurance policies, but does not include loans to employees of financial institutions.”-92

b. “In the case of services the exclusion may not exceed 20% of the price at which the services are offered by the employer to customers.  The maximum discount for property is essentially the employer’s ‘gross profit percentage’ on goods in the employee’s line of business.  That percentage expressed as a fraction is: aggregate sales price reduced by cost OVER aggregate sales price.”-92

c. “the employee must report … (the excess over the permitted exclusion).”-93

22. Section 132(a)(3): Working condition fringe

a. “Congress allows an exclusion for any property or services provided to an employee the cost of which, if the employee had paid for the property or services, would have been deductible by the employee as a business expense or by way of depreciation deductions.”-93

b. “There is no discrimination limitation on this exclusion and probably none is needed.”-93

c. “Examples … that qualify under the working condition exclusion, … are: use of a company car or airplane for business purposes; an employer’s subscription to a business periodical for the employee; a bodyguard provided to an employee for security reasons; and on the job training provided by an employer.”-93

23. Section 132(a)(4): De Minimis Fringes

a. “Any property or service whose value is so small as to make required accounting for it unreasonable or administratively impracticable is excluded as a fringe benefit.  In determining whether an item is within the de minimis concept, the frequency with which similar fringes are provided by an employer to employees must be taken into account.”-94

24. Section 132(a)(5): Qualified transportation fringe

a. “A qualified transportation fringe includes the value of benefits provided to an employee by an employer in the form of: transportation in a ‘commuter highway vehicle’ between an employee’s residence and place of employment; a transit pass, token, fare card, voucher, or similar item for mass transit facilities or for a commercial transportation service; and qualified parking provided on or near the business premises or on or near the location from which employee is picked up by a commuter vehicle.”-94

b. “If a fringe is within the definition of a qualified transportation fringe (before consideration of the maximum dollar limitations), it may not also qualify as a working condition fringe or a de minimis fringe.  Thus, any amounts paid for qualified transportation which exceed the limits provided may not be excluded by any other subsection of Section 132.”-95

25. Section 132(a)(6): Qualified moving expense reimbursement

26. Section 132(j)(4): Athletic facilities

a. “Employees may exclude from gross income the value of the uses of any on-premises athletic facility.  The exclusion applies to a gym, pool, golf course, tennis courts or other athletic facility located on the employer’s premises and operated by the employer, if substantially all the facility’s use is by employees, their spouses, and their dependent children.”-95

27. In addition to the above examples, there are also various other examples of fringe benefits excluded from gross income.-96

28. Problems

a. Yes.  § 1.132-2 permits additional no cost service to be excluded.

b. Most likely, the value of the room is NOT excludable because the employer endured “substantial additional cost” under § 1.132-2(a)(ii).

c. Yes.  Rebates fall under § 1.132-2(a)(3).

d. Yes.  Any use by the wife and dependent child of the employee is considered use by the employee under § 1.132-1(b).

e. No.  § 1.132-3(a)(3) provides that reciprocal agreements are not permissible for discounts.

f. No.  § 1.132-8(a) provides that discrimination precludes a highly compensated employee from excluding no additional cost services from gross income.

g. No.  § 1.132-4(a) provides that the employee must work in the same line of business as the product or service provided.

h. Yes.  Under § 1.132-4(a)(iv), if an employee works in more than one line of business, he may receive discounts/no additional cost services from any or all.

i. Yes.  Under § 1.132-3(a)(ii), the discount received does not exceed 20%.

j. The employee is only entitled to exclude $800, or 40% discount from gross income.  The other $200 must be included in gross income because the permissible maximum discount is 40%.

k. Yes.  Under § 132-5(a), the convention costs would be deductible by the employee as business travel expenses under § 162(a)(2).

l. No.  The happy hour is not “occasional,” and therefore not excludable under § 1.132-6(d)(2)(A).

m. Yes.  Under § 1.132-6(e)(1), traditional holiday gifts with low market value are excludable.

n. Yes.  Under §132(b)(2)(B), $175 per month is excludable.

o. Yes.  All $900 is excludable because one may exclude up to $100 per month under § 132(f)(2)(A).

p. Yes under § 132(j)(4).

B. Exclusions for meals and lodging

1. Section 107 provides that, for ministers, gross income does not include the rental value of a home furnished as part of his compensation, or the rental allowance paid to him as part of his compensation, to the extent actually used to rent or provide a home.

2. Section 119(a) provides that the value of meals or lodging furnished by an employer for an employee, spouse and dependents, may be excluded if: the meals are furnished on the business premises, OR, in the case of lodging, the employee is required to accept the lodging on the business premises as a condition of the employment.  Subsection (d) provides that in the case of an employee of an educational institution, gross income shall not include the value of qualified campus lodging furnished to employees.  However, that provision shall not apply to the extent of the excess of the lesser of 5% of the appraised value of the qualified campus lodging, OR the average of the rentals paid by individuals other than employees OVER the rent paid by the employee for the qualified campus lodging.

3. Regulation § 1.119-1(a) provides that the value of meals is excludable if: (1) the meals are furnished on the business premises of the employer; AND (2) the meals are furnished for the convenience of the employer.  If the employee is required to occupy living quarters on the business premises as a condition of employment, the exclusion applies to the value of any meal furnished without charge to the employee while on the premises.  Generally, if meals are provided during working hours and the lunch times are short (30 – 45 minutes), the meals are considered furnished for a substantial noncompensatory business reason.  Subsection (b) provides that the value of lodging is excludable if: (1) the lodging is furnished on the business premises of the employer; (2) the lodging is furnished for the benefit of the employer; (3) the employee is required to accept the lodging as a condition of employment.  The 3rd requirement refers to being needed to perform one’s duties, not just required by a contract.

Herbert G. Hatt—Tax Court of the U.S., 1969

Issue: Whether under § 119 a taxpayer may exclude from gross income the value of rental property used as both a residence and as a part of a funeral business? YES
Holding: “We think that petitioners have made the requisite showings for the claimed exclusion under section 119 and the deductions for utilities expense claimed by Johann under section 162(a).”-100
Rule: Section 119 “grants an exclusion from income of the value of lodging furnished to an employee if three conditions are met: (1) The lodging is on the business premises of the employer; (2) the employee is ‘required to accept such lodging … as a condition of his employment’; and (3) the lodging is furnished for the convenience of the employer.”-99

4. Note

a. “Section 119(d) allows an employee of an educational institution to exclude from gross income the value of lodging, not otherwise excluded under Section 119(a), if the lodging is located on or in the proximity of the campus of the educational institution.  The lodging may be used as a residence by the employee and the employee’s spouse and dependents.  There is a ceiling on the amount of the exclusion.”-100

b. “Housing benefits provided to a ‘minister of the gospel’ are excluded from the minister’s gross income by Section 107 but, somewhat anomalously, they must be furnished to him ‘as compensation.’”-100

c. Problems

1(a) The Employee must include $3000 in gross income under § 1.119-1(b).

(b) The value is not excludable because it is not “required” under §1.119-1(b).

(c) $3000 is excludable under § 1.119-1(a)(2)(last sentence).

(d) If the employer transferred the residence to the employee, the residence is not excludable and the value of the residence does not constitute excluded lodging because the employer does not own the lodging.

2. No.  Under Anderson it is unlikely that being “on call” is sufficiently “required.”

3. Yes.  Under § 1.119-1(a)(2)(ii)(A), working hours and on emergency call during meal period is sufficient to exclude the value of the meals.

VIII. Awards

A. Prizes

1. Section 74(a) provides that, except for qualified scholarships as provided in § 117, gross income includes amounts received as prizes and awards.  Subsection (b) provides that gross income does not include amounts received as prizes and awards made primarily in recognition of religious, charitable, scientific, educational, etc. achievement, but only if (1) the recipient took no action to win the award by entering a contest; (2) the recipient is not required to render future services as a condition to winning; (3) the prize or award is transferred by the payor to a valid organization (including government) as provided in § 170(c), pursuant to a designation by the payee.  Subsection (c), regarding employee achievement awards, is set forth above.

2. Section 102(c) provides that subsection (a), which excludes from gross income the value of property received as gifts, by bequest, devise, etc., that subsection shall NOT exclude any amount transferred by an employer to an employee.

3. Section 132(a)(4) provides that gross income shall not include any fringe benefit that qualifies as a de minimis fringe.  Subsection (e), set forth above, defines de minimis fringe.

4. Section 274(j), set forth above, concerns employee achievement awards.

5. Section 1.74-1 offers as examples of prizes and awards included in gross income: prizes won through radio and TV giveaway shows; door prizes, and awards in contests of all types.  If the prize is not money, the fair market value of the product or service is included in gross income.

6. Section 1.74-1 (proposed regulation) provides that certain awards should be excluded where the payor transfers the prize to a qualifying organization pursuant to the payee’s designation.

7. “There are two principal ways to broaden the tax base: one is to increase items included in gross income, and the other is to decrease items allowed as deductions.”-102

8. “The statute now excludes prizes and awards from gross income only in two limited circumstances.  First, under current Section 74(b) prizes and awards that satisfy the requirements of old Section 74(b) are excluded from gross income only if the taxpayer winner designates a governmental unit or a Section 170(c)(1) or (2) charity to receive the award and if the award is transferred directly to the designee without any use or enjoyment of it by the taxpayer.”-103

9. “Second, Section 74(c) creates an exclusion for ‘employee achievement awards.’”-103

Allen J. McDonnel—Tax Court, 1967

Issue: Whether “all or any portion of expenses of a trip taken by petitioners and paid for by petitioner Allen’s employer are includable in petitioners’ income or, if so, are deductible in arriving at adjusted gross income”? NO
Holding: “under all the facts and circumstances herein, the expenses of the trip are not includable in the gross income of petitioners.”-107
10. Problems

a. (1) It depends on whether the speech represents ‘substantial future services’ under § 74(b)(2).  I think it would not, so the money should be excluded under § 74(b).

b. (2)(a) Excludable under § 274(j)(4)(B) because he worked more than 5 years and he did not receive any additional awards in the last 4 years.

c. (b) Same result as above.

d. (c) Not excludable under § 274(j)(4)(B) because the gift is given within his first 5 years of employment.

B. Scholarships and fellowships

1. Section 117 excludes from gross income “qualified scholarships” for students at an educational organization.  Qualified scholarships are defined as any amount received as a scholarship or grant where such amount was used for qualified tuition and related expenses.  Tuition and fees, books, supplies, equipment, etc., are all qualified tuition and related expenses.  Subsection (d) excludes from gross income qualified tuition reductions.

2. Section 127(a) provides that gross income of an employee does not include amounts paid by the employer through educational assistance programs, however, the maximum excludable is $5,250/year.  For the purposes of this section, an educational assistance program is a written plan provided by employer to employees, which must meet the requirements of subsections (b)(2)-(6).

3. Section 1.117-6(b)-(d) qualifies § 117.

4. “Section 117(a) excludes from gross income amounts received as a ‘qualified scholarship’ by a degree candidate at an educational organization.”-108

5. “Educational grants made by an employer to a current or former employee have generally been held taxable because they represent compensation for past, present or future services.”-109

6. “the Service has allowed an exclusion for a university athletic scholarship if the university expects but does not require the student to participate in a particular sport, requires no particular activity in lieu of participation, and cannot terminate the scholarship if the student cannot participate.  Thus, to qualify for the exclusion, there must still be a gratuitous or non-contractual flavor to the grant, similar to the gift concept as ultimately developed out of the well-known Duberstein opinion.”-109

7. “By its very nature the educational assistance is compensation; thus, as compared to the Section 117(a) and Section 117(d) exclusions, one is not required to jump the compensation (payment for services) hurdle for an exclusion under Section 127.”-110

8. Problems

a. (1)(a) Must pay tax on $6000 under § 1.117-6(d).

b. (b) Same result as (a) under § 1.117-6(d).

c. (c) Excludable under Rev. Ruling 77-263, 1977 2 C.B. 47.

d. (d) Excludable under § 117(d)(3) because there is no discrimination.

e. (2)(a) Lawyer is taxed on $4,750 because only $5,250 is excludable under § 127(a)(2).

f. (b) Probably considered compensation or bonus and must be included.

g. (c) Includable in gross income under § 74 because she put forth effort to win under § 74(b)(1).

IX. Gain from Dealings in Property

A. Factors in the determination of gain

1. Section 1001(a) provides that the gain from the sale or other disposition of property shall be the excess of the amount realized over the adjusted basis, and loss shall be the excess of the adjusted basis over the amount realized.  Subsection (b) provides that the amount realized from the sale or disposition of property shall be the sum of any money received plus the fair market value of the property (other than money) received.  Subsection (c) provides that the “entire amount” of the gain or loss on the sale or exchange of property shall be recognized.

2. Section 1011(a) provides that the adjusted basis for determining gain or loss from sale or other disposition of property shall be the basis (under section 1012) adjusted as provided in section 1016.

3. Section 1012 provides that the basis of property shall be the cost of such property, except as otherwise provided.  Also, the cost of real property shall NOT include any amount in respect of real property taxes imposed on the taxpayer.

4. Section 1.1001-1(a) does not substantially alter the meaning of § 1001(a).

5. “If T lends B money and later B pays it back no one would suppose that T has gross income upon the mere repayment of the principal amount of the loan.  In tax parlance, the reason for this conclusion is that the repayment constitutes a mere return of capital to T.”-112

6. “But the return-of-capital concept is by no means restricted to the loan repayment area.  It arises in many more sophisticated ways, both as a kind of common law rule and as a statutory principle.”-112

7. “Section 1001(a) … identifies gain on the disposition of property as the excess of the ‘amount realized’ over the ‘adjusted basis’.  The ‘amount realized’ is defined in Section 1001(b) as the amount of money received and the fair market value of property (other than money) received on the disposition.”-112

B. Determination of basis

1. Cost as basis

a. 
Section 109 provides that gross income does NOT include income (other than rent) derived by a lessor of real property on the termination of a lease, representing the value of such property attributable to buildings erected or other improvements made by the lessee.

b. Section 1016(a)(1) provides that proper adjustment in respect of property shall in ALL cases be made for expenditures, receipts, losses, or other items, properly chargeable to capital account, but no adjustment shall be made for (A) taxes or other carrying charges; or (B) expenditures described in § 173.

c. Section 1019 provides that NEITHER the basis NOR the adjusted basis of any portion of real property shall be increased on account of income derived by the lessor in respect of property and excludable from gross income under section 109 regarding lessee improvements.

d. Section 1.61-2(d)(2)(i) provides that if property is transferred by an employer to an employee for less than market price, as compensation for services, regardless of whether such transfer was a sale or exchange, the difference between the fair market value and the amount paid shall be included in gross income.

e. Section 1.1011-1 does not add substantially to § 1001.

f. Section 1.1012-1(a) similarly adds nothing substantial to § 1012. 

g. Section 1.1016-2 provides that while the cost or other basis shall be adjusted for expenditure, receipt, etc., no adjustment shall be made in respect of any item which, under any applicable provision of law or regulation, is treated as an item not properly chargeable to capital account but is allowable as a deduction in computing net or taxable income for the taxable year.

Philadelphia Park Amusement Co. v. U.S.—Court of Claims, 1954

Issue: Whether the cost basis for an exchange represents the value of the property given or received? Received.

Where the cost basis is not capable of precise ascertainment for one item in exchange, is the proper basis the undepreciated cost basis of the other item in the exchange? NO
Holding: “We believe that … the cost basis of the property received in a taxable exchange is the fair market value of the property received in the exchange.”-114

“the cost basis of the 10-year extension of the franchise was its fair market value on August 3, 1934, the date of the exchange.”-115

“The record in this case indicates that the 1934 exchange was an arms-length transaction and, therefore, if the value of the extended franchise cannot be determined with reasonable accuracy, it would be reasonable and fair to assume that the value of Strawberry Bridge was equal to the 10-year extension of the franchise.”-115
Rule: “When property is exchanged for property in a taxable exchange the taxpayer is taxed on the difference between the adjusted basis of the property given in exchange and the fair market value of the property received in exchange.  For purposes of determining gain or loss the fair market value of the property received is treated as cash and taxed accordingly.”-114
h. Problems

1. (1)(a) $6000 under § 1.1001-1(a).

2. (b) None under § 1012.

3. (c) $500 under § 1001(a).

4. (d) $6000 under § 1.016-2(a) and as illustrated in (b).

5. (e) None under § 1019.

6. (f) $3000 under § 1.1016-2(a).

7. (g) $7000? Under § 1.1016-2(a).

2. Property acquired by gift

a. Section 1015(a) provides that if the property was acquired by gift, the basis is the same for the recipient as it was for the offeror prior to the transfer.  However, if the basis is greater than the fair market value at the time of the gift, the fair market value shall be the basis for determining loss.

b. Section 1015(d)(1)(A) provides that if the property is acquired by gift on or after Sept. 2, 1958, the basis shall be the basis determined under subsection (a), increased (but not above the fair market value of the property at the time of the gift) by the amount of gift tax paid with respect to such gift.  Subsection (4) provides that an increase in basis in paragraph 1 shall be treated as an adjustment under § 1016(a).  Subsection (6) provides that in the case of gifts made after Dec. 31, 1976, the increase in basis with respect to any gift for the gift tax paid shall be an amount which bears the same ratio to the amount of tax so paid as (i) the net appreciation in value of the gift, bears to (ii) the amount of the gift.

c. Section 1.1001-1(e) provides that where a transfer of property is in part a sale and in part a gift, the transferor has a gain to the extent that the amount realized by him exceeds his adjusted basis in the property.  However, no loss is sustained on such a transfer if the amount realized is less than the adjusted basis.

d. Section 1.1015-1(a) does not add substantially to § 1015.

Taft v. Bowers—S.Ct., 1929

Issue: Whether the taxable gain on property originally received as a gift and later exchanged is determined by the cost basis of the donor subtracted from the amount realized by the donee? YES
Holding: “There is nothing in the Constitution which lends support to the theory that gain actually resulting from the increased value of capital can be treated as taxable income in the hands of the recipient only so far as the increase occurred while he owned the property.”-119
Rule: “the Sixteenth Amendment confers no power upon Congress to define and tax as income without apportionment something which theretofore could not have been properly regarded as income….  ‘Income may be defined as the gain derived from capital, from labor, or from both combined, provided it be understood to include profit gained through a sale or conversion of capital assets.’”-118
Farid-Es-Sultaneh v. Commissioner—2d Cir., 1947

Issue: Whether the taxable gain on stock originally received as a “gift” in consideration of the P’s agreement to marry the transferor is determined by the adjusted basis of the transferor prior to the transfer? NO
Rule: “we think that a transfer which should be classed as a gift under the gift tax law is not necessarily to be treated as a gift income-tax wise.”-122
e. Problems

1. (1)(a)(1) $15,000 gain under § 1.1015-1(a).

2. (2) $5,000 loss.

3. (3) $5,000 gain.

4. (b)(1) $5,000 gain.

5. (2) $5,000 loss.

6. (3) No gain or loss.

7. (2)(a) No gain for father, daughter has a basis of $120,000 under § 1.1015-4(a)(1)(i).

8. (b) No change for father and the daughter still has a basis of $120,000???

3. Property acquired between spouses or incident to divorce

a. Section 1041(a) provides that no gain or loss shall be recognized as a transfer of property from an individual to a spouse or a former spouse, but only if the transfer is incident to the divorce.  For purposes of this section, the transfer shall be treated as a gift, thereby making the basis of the transferee’s property the adjusted basis of the transferor.  A transfer is incident to divorce if the transfer occurs within 1 year of the date on which the marriage ceases, or is related to the cessation of the marriage.  Subsection (a) shall not apply to the extent that the sum of the amount of the liabilities assumed, plus the amount of the liabilities to which the property is subject, exceeds the total of the adjusted basis of the property transferred.

b. Section 1.1041-1T(a) provides that § 1041 applies to any transfer between spouses, even at arm’s length; transfers of property only fall within the section, not transfers of services; a transfer of property after the marriage ceases may be governed by § 1041.  Subsection (d) provides that the transferor of property under § 1041 realizes no gain or loss on the transfer, even if the transfer was in exchange for the release of marital rights or other consideration; and the transferee of property recognizes no gain or loss upon receipt of the transferred property.  The basis remains, as stated in § 1041, that of the adjusted basis in the hands of the transferor.

c. “Property acquired by purchase has a cost basis to the buyer in the amount of what the buyer paid for it.  Depending on the nature of the property, the seller’s gain or loss is determined by whether the amount realized by the seller exceeds or is less than the seller’s adjusted basis in the property.  In general and in contrast to the gift of property, the sale or exchange of property is not a tax neutral transaction.”-124

d. “Property that is acquired by gift costs the donee nothing; it is not even includable in the donee’s gross income.  Therefore, the donee’s basis in property acquired solely by gift is never a cost or quasi-cost basis.”-124

e. “For purposes of determining gain (and sometimes loss), the donee steps into the basis shoes of the donor.  The transfer of property by gift between the donor and the donee can properly be said to have neutral income tax consequences.”-124

f. “The policy implemented here reflects the attitude that a husband and wife are a single economic unit, and the tax laws governing transfers of property between spouses and sometimes between former spouses should be as unintrusive as possible.”-125

g. “In the case of any transfer of property between spouses or former spouses, the transferee is treated as if the property were acquired by gift, and the basis of the property in the hands of the transferee is the same as the basis of the property in the hands of the transferor.  Unlike the gift basis rule, the Section 1041 transferee spouse or former spouse always takes a transferred basis, even for computing loss.”-125

h. Problems

1. (a) Nothing under § 1041(a).

2. (b) $4000 under § 1041(b)(2).

3. (c) $3000.

4. (d) Nothing to Don, loss to Marla in the amount of $1000.

5. (e) Nothing to Marla, $5000 basis for Don.

4. Property acquired from a decedent

a. Section 1014(a) provides that the basis of property in the hands of a person acquiring the property from a decedent shall if not sold, exchanged, or disposed of before the decedent’s death, be the fair market value at the date of the decedent’s death….  Subsection (b)(1) provides that the property considered passing from a decedent is that which was acquired by bequest, devise, inheritance, or by decedent’s estate from the decedent.  Subsection (b)(6) provides that property passing from the decedent is that which represents the surviving spouse’s one-half share of community property held by the decedent and surviving spouse under the community property laws of any State, or possession of the U.S. or any foreign country, if at least one-half of the whole of the community interest in such property was includible in determining the value of the decedent’s gross estate….  Subsection (e) provides that if appreciated property was acquired by the decedent by gift within 1 year of decedent’s death, and such property is acquired from the decedent by the donor of such property, the basis of such property in the hands of such donor shall be the adjusted basis of such property in the hands of the decedent just prior to death.

b. Section 1.1014-1(a) does not substantially add to § 1014.  Subsection –3(a) provides that the value of property as of the date of the decedent’s death shall be its fair market value.

c. “Under Section 1014(a) property acquired from a decedent generally receives a basis equal to its fair market value on the date on which it was valued for federal estate tax purposes.”-126 

d. “Section 1014 applies not only to property held by the decedent at death, but also to some property that decedent transferred during life if the value of the property is nevertheless required to be included in decedent’s gross estate for federal estate tax purposes.”-127

e. “The Section 1014 basis rule is an important element in estate planning.  It means that, although appreciated property is full subjected to the estate tax, the appreciation itself entirely escapes the income tax.  Thus, elderly people with substantially appreciated property often choose not to sell such property in order to avoid income taxation and are said to be ‘locked-in’ to their positions.”-127

f. “[Section 1014(e) provides that [i]f ‘appreciated property’ is acquired by a decedent within the one-year period ending on the decedent’s death and if the property (or property acquired with the proceeds from its sale by the estate) passes from the decedent back to the donor or the donor’s spouse, the basis in the property is the adjusted basis of the property in the hands of the decedent immediately before death.”-127

C. The amount realized

1. Section 1001(b) provides that the amount realized from the sale or other disposition of property shall be the sum of any money received plus the fair market value of the property (other than money) received.

2. Section 1.1001-1(a) provides that the gain or loss realized from the conversion of property into cash, or from the exchange of property for other property differing materially either in kind or in extent, is treated as income or as loss sustained.  The amount realized from a sale or other disposition of property is the sum of any money received plus the fair market value of the property received.  Subsection –2(b) provides that the amount realized on a sale or other disposition that secures a recourse liability does not include amounts that are (or would be if realized and recognized) income from the discharge of indebtedness under section 61(a)(12).

International Freighting Corporation, Inc. v. Commissioner—2d Cir., 1943

Issue: Whether the market value of stock distributed as an employee bonus is the proper deduction for the employer? YES

Whether, where the employer paid over $8000 less than the fair market value for the stock in question, the employer realized a taxable gain in the transaction? YES
Holding: “We think the Tax Court correctly held that the market value at the time of delivery was properly deducted by the taxpayer as an ordinary expense of the business under Section 162(a) because that delivery was an additional reasonable compensation for past services actually rendered.”-130

“Here then, as there was no gift but a disposition of shares for a valid consideration equal at least to the market value of the shares when delivered, there was a taxable gain equal to the difference between the cost of the shares and that market value.”-131
Rule: “bonus payments by corporations are recognized as proper even if there was no previous obligation to make them; although then not obligatory, they are regarded as made for a sufficient consideration.”-130

Crane v. Commissioner—S.Ct., 1947

Issue: How a “taxpayer who acquires depreciable property subject to an unassumed mortgage, holds it for a period, and finally sells it still so encumbered, must compute her taxable gain”? 

How does one determine the “amount realized” under § 111(b) in a sale of property subject to a mortgage?
Holding: “We conclude that the proper basis under § 113(a)(5) is the value of the property, undiminished by mortgages thereon, and that the correct basis here was $262,042.50.”-136

“the mortgage is properly included in the ‘amount realized’ on the sale.”-138
Rule: “Section 111(b) … defines the ‘amount realized’ from ‘the sale … of property’ as ‘the sum of any money received plus the fair market value of the property (other than money) received,’ and § 111(a) defines the gain on ‘the sale of property’ as the excess of the amount realized over the basis.”-137

“we think that a mortgagor, not personally liable on the debt, who sells the property subject to the mortgage and for additional consideration, realizes a benefit in the amount of the mortgage as well as the boot.”-138

Commissioner v. Tufts—S.Ct., 1983

Issue: Whether the Crane rule applying the value of the nonrecourse mortgage to the basis of property sold applies where the “unpaid amount of the nonrecourse mortgage exceeds the fair market value of the property sold”? YES
Holding: “we conclude that the same rule applies when the unpaid amount of the nonrecourse mortgage exceeds the value of the property transferred.”-142
Rule: “When encumbered property is sold or otherwise disposed of and the purchaser assumes the mortgage, the associated extinguishment of the mortgagor’s obligation to repay is accounted for in the computation of the amount realized.”-143
Diedrich v. Commissioner—S.Ct., 1982

Issue: Whether “a donor who makes a gift of property on the condition that the donee pay the resulting gift tax receives taxable income to the extent that the gift tax paid by the donee exceeds the donor’s adjusted basis in the property transferred”? YES
Holding: “the benefit realized by the taxpayer is not diminished by the fact that the liability attaches during the course of a donative transfer.”-151

“The gain thus derived by the donor is the amount of the gift tax liability less the donor’s adjusted basis in the entire property.”-151
Rule: “We therefore hold that a donor who makes a gift of property on condition that the donee pay the resulting gift taxes realizes taxable income to the extent that the gift taxes paid by the donee exceed the donor’s basis in the property.”-152

“The discharge by a third person of an obligation to him is equivalent to receipt by the person taxed.”-149—Old Colony Trust.
3. Problems

a. (1)(a) $100,000

b. (b) No.

c. (c) $200,000 minus any depreciation under § 1.1016-2(a).

d. (d) $100,000 minus any depreciation.

e. (e) $300,000.

f. (f) $300,000 under § 1015(a).

g. (g) $300,000 under § 1041(b)(2); no change.

h. (h) ?

i. (i) ?

j. (2) No.

k. (3)(a) $6000 gain.

l. (b) $32,000.

m. (c) ?

X. Annuities and Life Insurance Proceeds

A. Relevant Code Sections

1. Section 72(a) provides that gross income includes any amount received as an annuity under an annuity, endowment, or life insurance contract.  Subsection (b) provides that gross income does NOT include that amount of an annuity under an annuity, life insurance contract, or endowment which bears the same ratio to such amount as the investment in the contract bears to the expected return under the contract.  That subsection also provides that the portion excluded from gross income shall not exceed the amount of the investment.  Subsection (c) provides definitions for the preceding subsections.

2. Section 101(a) provides that gross income does not include amounts received under a life insurance contract, if such amount is paid to the beneficiary upon death of insured.  If a life insurance contract is transferred for valuable consideration, by assignment, or otherwise, the amount excluded from gross income shall not exceed an amount equal to the sum of the actual value of such consideration and the premiums and other amounts subsequently paid by the transferee.  Subsection (c) provides that if any amount excluded from gross income is held under an agreement to pay interest thereon, the interest payments shall be included in gross income.  Subsection (d) provides that the amounts held by an insurer with respect to any beneficiary shall be prorated over the period or periods with respect to which such payments are to be made.  Any amount received through such proration shall be excluded from gross income by the recipient.  Subsection (g) provides two exceptions to the requirement that payment be upon the death of the insured: (1) any amount received under a life insurance contract on the life of a terminally ill person; and (2) any amount received under a life insurance contract on the life of a chronically ill person.  If any portion of a death benefit under a life insurance contract is sold or assigned to a viatical settlement provider, any payment made by such provider shall be treated as an amount paid under the contract, and will be excluded from gross income.

3. Section 1.72-4(a) does not add anything substantial.  Section 1.72-9 provides the tables used in determining expected returns for § 72.  See especially Table V.

4. Section 1.101-1(a)(1) provides that the exclusion from gross income allowed under § 101 applies whether payment is made to the estate of the insured or to any beneficiary and whether it is made directly or in trust.  Subsection (b)(1) provides that the amount excludable from the gross income of a transferee who has received a life insurance policy, is limited to the sum of the actual value of the consideration and the premiums and other amounts subsequently paid by the transferee. 

5. Section 1.101-4(a)(1)(i) does not add anything significant.  Subsection (b)(1) does not add anything significant.  Subsection (c) provides that if the life insurance contract provides for the payment of a specified lump sum, but pursuant to an agreement between the beneficiary and the insurer, payments are made during the life of the beneficiary instead, the lump sum shall be divided by the life expectancy of the beneficiary determined in accordance with Table V in determining the benefits to be paid.

6. “A common element of all life insurance policies is the agreement by the insurer to make payments upon the insured’s death to the insured’s estate or to others who are designated as beneficiaries.  The plain thrust of Section 101(a)(1) is to exclude the proceeds of such policies from the gross income of the recipients.”-155

7. “the exclusion applies only to amounts ‘paid by reason of the death of the insured.’”-156

8. “If … the insured elects to take the cash surrender value, the insured will realize an amount in excess of basis, which is a taxable gain unprotected by the exclusionary rules of Section 101(a)(1), because it is an amount not paid by reason of the insured’s death.”-156

9. “Under Section 101(g), accelerated death benefits received from a life insurance policy on the life of a ‘terminally ill’ or ‘chronically ill’ insured person are treated as paid ‘by reason of the death of the insured’ and are, therefore, excluded from gross income under Section 101(a)(1).”-156

10. “The accelerated death benefits may be received from the insurer or received as a result of a sale of the policy to a ‘viatical settlement provider,’ one who is engaged in the trade or business of purchasing or taking assignments of life insurance policies on the lives of the individuals described above.  There is no ceiling on amounts paid with respect to policies on the lives of terminally ill insured’s.  Amounts paid with respect to chronically ill insureds are limited to costs of qualified long term care or to payments of 175 per day ($63,875 per year), both reduced by any reimbursements from medical insurance proceeds.”-157

11. “the Section 101(a)(1) exclusion generally does not apply to the proceeds of a policy if the policy has been transferred for valuable consideration during the insured’s life.”-157

12. If Mrs. Married is to recover $100,000 on her deceased husband’s policy, but she can and “does elect to be paid $250 each month ($3000 per year) for life and that her life expectancy is 50 years.  If she should live just that long, she will receive, overall, $150,000….”  Under “Section 101(d) … Mrs. Married would in each of the 50 years of her remaining life exclude $2000 from and include $1000 in gross income.”-158

13. “Section 101(c) specifies that … interest payments are fully taxable like the interest earned on a bank account, but any subsequent receipt of the $100,000 proceeds is not taxable.  In general, Sections 101(c) and (d) are mutually exclusive; whenever any recurring payments substantially eat into the principal amount of the insurance, (d), not (c), applies.”-158

14. “an annuity is an arrangement under which one buys a right to future money payments….  [T]here are some common classes: (1) A single life annuity calls for fixed money payments to the annuitant for her life after which all rights under the contract cease.  (2)  Under a self-and-survivor annuity, fixed payments are made to an annuitant during her life and are then continued to another (in the same or a different amount) after her death.  (3)  The joint-and-survivor type annuity pays amounts jointly to two annuitants while both are living, and then payments are continued (in the same or a different amount) to the survivor.”-158

15. “In recent years the practice has developed of combining the annuity with the mutual fund concept to produce what is called the variable annuity.  Under one form of variable annuity, the annuitant in effect acquires an interest (generally described as a certain number of ‘units’) in a diversified investment portfolio.  When she starts receiving payments her rights are defined in terms of the number of units credited to her which are to be distributed to her or her survivors over the pay-out period.”-159

16. “the statute … allows a recovery of capital over the expected life of the contract by excluding the portion of each payment which is in the ratio of the ‘investment in the contract’ to the ‘expected return under the contract.’  The excess receipt is taxed as the income element in each payment.”-160

17. “If an annuitant lives beyond her life expectancy and fully recovers her investment in the contract, the full amount of any subsequent annuity payment is included in her gross income.  In the alternative, if she dies without fully recovering her investment, i.e., with an unrecovered investment in the contract, the amount of the unrecovered investment is allowed as a deduction on her last income tax return.”-161

18. “Some annuities contain what are known as ‘refund features.’  One example of a refund occurs if any annuity is paid to an annuitant for her life, but if the annuity payments made prior to the annuitant’s death do not equal the premiums paid for the contract, the excess is refunded.”-161

19. “the purpose of Section 72(c)(2) is to avoid a double exclusion from tax.”-162

20. Problems

a. (1)(a) The $100,000 is excludable under § 101(a).

b. (b) Beneficiary is taxed on $10,000 under § 101(c).

c. (c) Under § 72(b)(1) Beneficiary can exclude $4000.

d. (d) Under § 72(b)(2) nothing is excluded after the 25th year.

e. (2)(a) ?

f. (b) Pro can exclude $20,000 under § 1.101-1(b)(1).

g. (c) The limitation imposed under § 101(a)(2) is not applicable under § 101(a)(2)(B).

h. (3)(a) Child excludes $40,000 under § 101(a)(2); 1.101-1(b)(1).

i. (b) Spouse excludes $40,000 under § 1.101-1(b)(1).

j. (c) Insured excludes $80,000 under § 101(g)(2)(A).

k. (4)(a) T excludes $2000, but is taxed on $1000 under § 72(b)(1).

l. (b) T is taxed on $3000 under § 72(b)(2).

m. (c) A deduction in the amount of $20,000 is allowed under § 72(b)(3)(A).

n. (d) The couple is taxed on $750 under § 1.72-4(a)(1)(i). 

XI. Discharge of Indebtedness

A. Internal Revenue Code Sections

1. Section 61(a)(12) provides that gross income includes “Income from discharge of indebtedness.”

2. Section 102(a) provides that gross income does not include the value of property acquired by gift, bequest, devise, or inheritance.

3. Section 108(a) provides that gross income does NOT include any amount which would be includible in gross income by reason of the discharge of indebtedness of the taxpayer IF (A) the discharge occurs in a title 11 case; (B) the discharge occurs when the taxpayer is insolvent; (C) the indebtedness discharged is qualified farm indebtedness; or (D) in the case of a taxpayer other than a C corporation, the indebtedness discharged is qualified real property business indebtedness.  Where (A) applies, the other 3 options are not applicable; where (B) applies, neither (C) nor (D) shall apply.  With respect to insolvency, the amount excluded under (B) shall not exceed the amount by which the taxpayer is insolvent.  Subsection (b) provides that the amount excluded from gross income under (A) through (C) above shall be applied to reduce the tax attributes of the taxpayer.  The reduction in tax attributes shall be made in the following order: (A) any net operating loss for the taxable year of the discharge, and any net operating loss carryover to such taxable year; (B) any carryover to or from the taxable year of a discharge of an amount for purposes for determining the amount allowable as a credit under section 38 (relating to general business credit); (C) minimum tax credit; (D) capital loss carryovers; (E) basis reduction; (F) passive activity loss and credit carryovers.  The reductions described above shall be one dollar for each dollar excluded by subsection (a).  The reductions for subparagraphs (B), (C), (F) and (G) shall be 33 and a third cents for each dollar excluded by subsection (a).  Subsection (d) provides that indebtedness means indebtedness for which the taxpayer is liable, or subject to which the taxpayer holds property.  Title 11 case means a case under title 11 of the U.S.C., but only if the taxpayer is under the jurisdiction of the court in such case and the discharge of indebtedness is granted by the court or is pursuant to a plan approved by the court.  Insolvent means the excess of liabilities over the fair market value of assets.  Depreciable property means the same thing as it is used in § 1017.  Subsection (e)(1) provides that there shall be no insolvency EXCEPTION from the general rule that gross income includes income from the discharge of indebtedness.  Subsection (e)(5) provides that if the debt of a purchaser of property to the seller of such property which arose out of the purchase of such property is reduced, such reduction does not occur in a title 11 case or when the purchase is insolvent, and but for this paragraph, such reduction would be treated as income to the purchaser from the discharge of indebtedness, then such reduction shall be treated as a purchase price adjustment.  Subsection (c) provides that the amount excluded from gross income under subparagraph (D) of subsection (a)(1) shall be applied to reduce the basis of the depreciable real property of the taxpayer.  Subsection (f) provides that in the case of an individual, gross income does not include any amount which would be includible in gross income by reason of discharge of any student loan if such discharge was pursuant to a provision of such loan under which all or part of the indebtedness of the individual would be discharged if the individual worked for a certain period of time in certain professions for any of a broad class of employers.  Subsection (g) provides that subparagraph (C) of subsection (a)(1) shall only apply if the discharge is by a qualified person.

4. Section 385 provides that the Secretary is authorized to prescribe such regulations as may be necessary or appropriate to determine whether an interest in a corporation is to be treated for purposes of this title as stock or indebtedness.

5. Section 1017(a) provides that if an amount is excluded from gross income under subsection (a) of section 108 AND under subsection (b)(2)(E), (b)(5), or (c)(1) of section 108, any portion of such amount is to be applied to reduce basis, then such portion shall be applied in reduction of the basis of any property held by the taxpayer at the beginning of the taxable year following the taxable year in which the discharge occurs.  Subsection b(1) provides the amount of the reduction under (a) and the particular properties the bases of which are to be reduced, shall be determined under regulations prescribed by the Secretary.  Subsection (b)(2) provides that in the case of a discharge to which subsection (A) or (B) of section 108(a)(1) applies, the reduction in basis under subsection (a) of this section shall not exceed the excess of (A) the aggregate of the bases of the property held by the taxpayer immediately after the discharge, over (B) the aggregate of the liabilities of the taxpayer immediately after the discharge.  Subsection (3)(A) provides that any amount under subsection (b)(5) or (c)(1) of section 108 is to be applied to reduce basis shall be applied only to reduce the basis of depreciable property held by the taxpayer.  Subsection (3)(B) provides that depreciable property means any property of a character subject to the allowance for depreciation, but only if a basis reduction under subsection (a) will reduce the amount of depreciation or amortization which otherwise would be allowable for the period immediately following such reduction.

6. Section 1.61-12(a) provides that the discharge of indebtedness in whole or in part may result in the realization of taxable income.  A taxpayer may realize income by the payment or purchase of his obligations at less than their face value.  If, for example, A provides services for Creditor, who forgives the debt, A has realized income in the amount of the debt.

7. Section 1.1001-2(a) provides that the amount realized from a sale or other disposition of property includes the amount of liabilities from which the transferor is discharged as a result of the sale or disposition.  The amount realized on a sale or other disposition of property that secures a recourse liability does not include amounts that are income from the discharge of indebtedness under § 61(a)(12).  The sale or other disposition of property that secures a nonrecourse liability discharges the transferor from the liability.  The sale or other disposition of property that secures a recourse liability discharges the transferor from the liability if another person agrees to pay the liability.  A disposition of property includes a gift of the property or a transfer of the property in satisfaction of liabilities to which it is subject.  Contributions and distributions of property between a partner and a partnership are not sales of other dispositions of property.  The liabilities from which a transferor is discharged as a result of the sale or disposition of a partnership interest include the transferor’s share of the liabilities of the partnership.  Subsection (2)(c), example 8 provides that “In 1980, F transfers to a creditor an asset with a fair market value of $6000 and the creditor discharges $7500 of indebtedness for which F is personally liable.  The amount realized on the disposition of the asset is its fair market value ($6000).  In addition, F has income from the discharge of indebtedness of $1500 ($7500-$6000).”

8. Section 1.1017-1(a) provides that a taxpayer MUST reduce in the following order, to the extent of the excluded COD income, the adjusted bases of property held on the first day of the taxable year following the taxable year that the taxpayer excluded COD income from gross income: (1) Real property used in a trade or business or held for investment; (2) Personal property used in a trade or business or held for investment; (3) Remaining property; (4) Inventory, accounts receivable, notes receivable, and real property; (5) Property not used in a trade or business nor held for investment. 

U.S. v. Kirby Lumber Co.—S.Ct., 1931

Issue: Whether “this difference is a taxable gain or income of the plaintiff for the year 1923”? YES

Facts: In July 1923, P issued its own bonds for $12,126,800 for which it received their par value.  Later in the same year the P purchased the same bonds at less than par, the difference in price being $137,521.30.

Rule: The Revenue Act of 1921, § 213(a) provides that gross income includes “gains or profits and income derived from any source whatever.”-164          

“If the corporation purchases and retires any of such bonds at a price less than the issuing price or face value, the excess of the issuing price or face value over the purchase price is gain or income for the taxable year.”-164

Zarin v. Commissioner—3d Cir., 1990

Issue: Whether gambling chips represent property convertible into cash? NO

Whether “the Tax Court correctly held that Zarin had income from discharge of indebtedness”? NO

Whether the dispute in question is properly analyzed as cancelled debt? NO
Holding: “We … hold that gambling chips are merely an accounting mechanism to evidence debt.”-168

“because Zarin was not liable on the debt he allegedly owed Resorts, and because Zarin did not hold ‘property’ subject to that debt, the cancellation of indebtedness provisions of the Code do not apply to the settlement between Resorts and Zarin.  As such, Zarin cannot have income from the discharge of his debt.”-169

“Instead of analyzing the transaction at issue as cancelled debt, we believe the proper approach is to view it as disputed debt or contested liability.”-169

“In conclusion, we hold that Zarin did not have any income from cancellation of indebtedness for two reasons.  First, the Code provisions covering discharge of debt are inapplicable since the definitional requirement in I.R.C. section 108(d)(1) was not met.  Second, the settlement of Zarin’s gambling debts was a contested liability.”-172
Rule: The general rule, under § 61(a)(12), is that “gross income includes income from the discharge of indebtedness.”-167

“Under the contested liability doctrine, if a taxpayer, in good faith, disputed the amount of a debt, a subsequent settlement of the dispute would be treated as the amount of debt cognizable for tax purposes.  The excess of the original debt over the amount determined to have been due is disregarded for both loss and debt and accounting purposes.”-169
9. Note

a. “if a taxpayer pays off a debt for less than the amount owing, the difference constitutes income to him, because he realizes an economic benefit by way of an increase in his net worth much as if he had sold property at a profit.  The taxable event is the freeing of assets that previously were held subject to the obligation.  However, the Kirby Lumber doctrine is subject to exceptions most of which were judicially developed.”-175

10. Senate finance committee report

a. Tax treatment of discharge of indebtedness—Present law—“Under a judicially developed ‘insolvency exception,’ no income arises from discharge of indebtedness if the debtor is insolvent both before and after the transaction; and if the transaction leaves the debtor with assets whose value exceeds remaining liabilities, income is realized only to the extent of the excess.”-175

b. “A debt cancellation which constitutes a gift or bequest is not treated as income to the donee debtor.”-175

c. “In 1986, an additional exception to the Kirby Lumber rule was added to Section 108, allowing some solvent farmers essentially to use the insolvency exception to the Kirby Lumber doctrine to exclude income from the relief from debts incurred in their farming businesses.”-178

d. “In 1993, because of a decline in real estate values, Congress added a further exception to the Kirby Lumber rule to exclude income generated by the discharge of ‘qualified real property business indebtedness.’  The exclusion is elective and it applies only after the bankruptcy, insolvency, or qualified farm indebtedness exceptions apply.  The exception applies to the discharge of indebtedness secured by real property used in a trade or business.”-178

e. “The amount of exclusion is limited to the excess of the outstanding principal amount of such debt less the fair market value of such property (both immediately prior to the discharge) and it is further limited to the adjusted basis of all of the taxpayer’s depreciable real property immediately prior to the discharge.”-179

f. “In addition, in 1993 Congress amended Section 108(e)(8) to provide after 1994 that if a corporation issues shares of its stock in satisfaction of a debt, it will have gross income from discharge of indebtedness to the extent that the amount of debt exceeds the fair market value of the stock.  Such gross income is excludable under Section 108 but must be paid for by a reduction in the tax attributes of the corporation.”-179 

g. “Section 108(f) … relates to the relief from obligations to repay student loans.”-179

11. Problems

a. (1)(a) $3000 taxable under § 61(a)(12).

b. (b) $2000 taxable under § 1.1001-2(c)Ex. 8.

c. (c) $5000 taxable under § 1.1001-2(c)Ex. 7.

d. (d) $10,000 taxable under § 1.61-12(a).

e. (e) $10,000 taxable under § 1.61-12(a).

f. (f) $7000 taxable under § 1.61-12(a).

g. (2)(a) Mortgagor is taxed on $10,000.

h. (b) ?

i. (3)(a) ?

j. (b) ?

k. (c) ?

l. (d) ?

m. (e) ?

n. (4)(a) ?

o. (b) ?

p. (c) ?

XII. Damages and Related Receipts

A. Introduction

1. “A tax common law rule may develop: is there any element of gain in a receipt?  If not, the receipt falls outside the income concept, as in the case of the payment of principal on a loan.  There may be a controlling statutory rule: How sweet it is to receive a gift, the essence of gain!  And yet by statutory proscription, Section 102, property received by gift is excluded from gross income.”-182 

B. Damages in general

Raytheon Production Corporation v. Commissioner—1st Cir., 1944

Issue: Whether “the settlement was required to be included in the taxpayer’s gross income”? YES

Holding: “Compensation for the loss of Raytheon’s good will in excess of its cost is gross income.”-184
Rule: “As in other types of tort damage suits, recoveries which represent a reimbursement for lost profits are income.”-183

“Damages for violation of the anti-trust acts are treated as ordinary income where they represent compensation for lost profits….”-183

“The test is not whether the action was one in tort or contract but rather the question to be asked is ‘in lieu of what were the damages awarded?”-183

“Compensation for the loss of Raytheon’s good will in excess of its cost is gross income.”-184

1. Note

a. “If a taxpayer recovers damages for loss of profits incurred on account of an injury to the taxpayer’s business, the damages as a substitute for lost profits are easily identified as gross income.”

b. “Generally, damages or other recoveries for the improper taking of or injury to physical property operate simply to reduce the loss deduction otherwise potentially available, but they may become taxable income where the recovered amounts exceed the property’s basis.”-185

2. Problems

a. (1)(a) $500 taxable because § 61 includes interest in G.I. and $8000 is a return of capital.

b. (b) $2000?  Transferred basis.

c. (c) $24,000 taxable under Raytheon.

d. (d) $6000 taxable.

e. (d)(1) $6000 taxable.

f. (d)(2) No taxable income, but there is a $2000 loss.

g. (d)(3) No taxable income, but there is a $6000 loss.

C. Damages and other recoveries for personal injuries

1. Internal Revenue Code Sections

a. Section 104(a) provides that except in the case of amounts attributable to deductions allowed under section 213 (relating to medical, etc., expenses) for any prior taxable year, gross income does not include: amounts received under workmen’s comp. acts as compensation for personal injuries or sickness; the amount of damages received, other than punitive, on account of personal physical injuries or physical sickness; amounts received through accident or health insurance for personal injuries or sickness; amounts received as a pension, annuity, or similar allowance for personal injuries or sickness resulting from active service in the armed forces; amounts received by an individual as disability income attributable to injuries incurred as a direct result of a violent attack while outside the U.S.  Emotional distress shall not be treated as a physical injury or sickness. 

b. Section 105(a) provides that amounts received by an employee through accident or health insurance for personal injuries or sickness shall be included in gross income to the extent such amounts (1) are attributable to contributions by the employer where were not includible in the gross income of the employee, or (2) are paid by the employer.  Subsection (b) provides that gross income does not include amounts referred to in (a) if such amounts are paid, directly or indirectly, to the taxpayer to reimburse the taxpayer for expenses incurred by him for the medical care of the taxpayer, spouse or dependents of the taxpayer.  Subsection (c) provides that gross income does not include amounts referred to in (a) to the extent that such amounts: (1) constitute payment for the permanent loss or loss of use of a member or function of the body, or the permanent disfigurement of the taxpayer, his spouse, or dependent; and (2) are computed with reference to the nature of the injury without regard to the period the employee is absent from work.  Subsection (e) provides that amounts received under an accident or health plan for employees, and amounts received from a sickness and disability  fund for employees maintained under the law of a State or D.C. shall be treated as amounts received through accident or health insurance.  
c. Section 106(a) provides that gross income of an employee does not include employer-provided coverage under an accident or health plan.

d. Section 1.104-1(a) does not add to § 104.  Subsections (c) and (d) similarly do not add substantially to § 104.

e. Section 1.105-1(a) provides amounts received by an employee through accident or health insurance for personal injuries or sickness must be included in his gross income to the extent that such amounts (1) are attributable to contributions of the employer which were not includible in the gross income of the employee, or (2) are paid by the employer, unless such amounts are excluded therefrom.  Section 1.105-2 provides that section 105 does not apply to amounts which the taxpayer would be entitled to receive irrespective of whether or not he incurs expenses for medical care.  For example, if under a wage continuation plan the taxpayer is entitled to regular wages during a period of absence from work due to sickness or injury, amounts received under such plan are not excludable from his gross income under section 105(b) even though the taxpayer may have incurred medical expenses during the period of illness.  Section 1.105-3 does not add significantly to § 105(c).

f. Section 1.106-1 does not add significantly to § 106.

2. “The Section 104(a)(2) exclusion is now limited to damages incurred on account of personal physical injuries or physical sickness.  Damages for nonphysical personal injuries, such as defamation, First Amendment rights, and sex and age discrimination are no longer excludable.”-187

3. “Damages recovered for emotional distress incurred on account of physical injury are excludable.  However, emotional distress itself is not a physical injury.”-187

4. “Punitive damages recovered in a physical personal injury suit are now specifically included within gross income.”-187

5. “Section 106(a) excludes from an employee’s gross income an employer’s contributions to accident and health plans set up to pay compensation to employees for injuries or sickness.”-188

6. “The function of Section 106(a) is to equalize the tax status of (1) employees whose employers ‘self-insure,’ undertake to pay health or accident benefits to employees directly, and (2) employees whose employers cannot self-insure, but who accomplish the same results through the purchase of insurance or the funding of benefit plans.  The latter amounts are excluded from the employee’s gross income.”-188

7. “Section 104(a)(1) is interpreted literally to exclude benefits paid to an employee’s survivors under workmen’s compensation acts and similar statutes in the case of job-related death, not mere injury.  However, to be excluded under Section 104(a)(1) the amount in question must be paid for death or injury that is job-related, not merely under a statute entitled ‘workmen’s compensation law.’”-188

8. “Section 104(a)(3) excludes from gross income amounts received under accident and health insurance policies (or through a self-insurance arrangement) for personal injuries or sickness….  [t]his rule is limited to the proceeds of policies paid for by the individual and should be compared with the treatment of certain employee health and accident benefits under Section 105….”-188

9. “Section 104(a)(4) excludes disability pensions of members of the armed forces and certain other governmental units.  Section 104(a)(5) excludes disability income attributable to injuries incurred as a result of terrorist attacks on United States employees performing official duties outside the United States.”-189

10. “[The] first thrust [of Section 105(a)] is generally to label includible gross income amounts that an employee receives through accident or health insurance.  These amounts are expressly includible if (1) attributable to an employer’s contributions to a plan which were not taxed to the employee under Section 106(a) or (2) simply paid directly by the employer.”-189

11. “If an employer directly or indirectly reimburses an employee for expenses of medical care for the employee or the employee’s spouse or dependents, the amount received is excluded from gross income under Section 105(b).”-189

12. “[Section 105(c)] provides that, if an employee receives payments through health or accident insurance provided by an employer without tax cost to the employee for loss of a member or function of the body or for disfigurement of the employee or the employee’s spouse or dependent, and if the amount is computed only with regard to the nature of the injury and not to the period the employee is absent from work, the amount is excluded from gross income.”-190

13. “However, nonoccupational injuries and disfigurement and also injuries and disfigurement of an employee’s spouse and dependents may produce financial compensation outside Section 104 which is excluded from gross income by Section 105(c).”-190

14. “If reimbursement is received in the same year the expense is incurred, the exclusion applies, as there has been no deduction with respect to that amount in any ‘prior taxable year.’”-191

Revenue Ruling 79-313

Issue: Whether “payments received by the taxpayer, under the circumstances above, are excludable from the gross income of the taxpayer under section 104(a)(2) of the Internal Revenue Code”? YES
Holding: “All payments received by the taxpayer in this case, pursuant to the settlement agreement, are excludable from the gross income of the taxpayer under section 104(a)(2) of the Code.”-192

15. Problems

a. (1)(a) No taxable income under § 104(a)(2).

b. (b) $50,000 is taxable under Raytheon.

c. (c) $200,000 is taxable under § 104(a)(2).

d. (d) All is taxable under § 104(a)(2) because mental problems are no longer excludable.

e. (e) $100,000 is taxable for the same reason as (d) above.

f. (f) All is included for the same reason as above.

g. (g) All is taxable because punitive damages fall within gross income.

h. (2)(a) $1000 is not taxed because under § 213, $500 was already deducted, and § 104(a) excludes that amount.

i. (b) 2000/5000 = 2/5 x 2000 = $800 is excludable.

j. (c) No.  One may only exclude the amount NOT compensated for by insurance under § 213(a).

XIII. Separation and Divorce

A. Alimony and separate maintenance payments

1. Direct payments

a. Relevant IRC provisions

1. Section 71(a) provides that cross income includes amounts received as alimony or separate maintenance payments.  Subsection (b)(1) defines alimony or separate maintenance payments as “any payment in cash” if the payment (A) the payment is received by or on behalf of the spouse under a divorce separate instrument; (B) the divorce or separation instrument does not designate the payment as not includible in gross income AND not allowable as a deduction under section 215; (C) in the case of a legally separated couple under a decree of divorce or separate maintenance, the payee and payor are NOT members of the same household (when the payments are made); (D) there is no responsibility to make any cash payment after the death of the payee and no liability to make any payment as a substitute for such payments after the death of the payee.  Subsection (2) defines divorce or separation instrument as (A) a decree of divorce or separate maintenance or a written instrument incident to a decree; (B) a written separation agreement; (C) or a decree not mentioned above requiring a spouse to make payments for the support or maintenance of the other.  Subsection (c) provides that payments for child support specified in a divorce or separation instrument do not fall under the subsection (a) if the children are those of the payor.  Subsection (d) defines spouse as including a former spouse.  Subsection (e) provides that this section and § 215 shall not apply where the spouses file a joint return.  Subsection (f) provides that if there are excess alimony payments, (1)(A) the payor spouse shall include the amount of such excess in gross income for his taxable year beginning in the 3rd post-separation year; (B) the payee spouse shall be allowed a deduction in computing adjusted gross income for the amount of the excess payments for the payee’s taxable year beginning in the 3rd taxable year.  Subsection (f)(2) provides that the term excess alimony payments mean the sum of the excess payments for the 1st post-separation year and the sum of the excess payments for the 2nd post-separation year.  This sum is determined by: taking the amount paid in the second year that is in excess of the amount paid in the third year plus $15,000; plus the average of (the amount paid in the 3rd year plus the amount paid in the 2nd year reduced by the payment), plus $15,000.  Subsection (5) provides that paragraph (f)(1) is not applicable if either spouse dies before the end of the 3rd separation year, or the payee spouse remarries before the end of the 3rd post-separation year and the alimony or separate maintenance payments cease by reason of such death or remarriage.  Subsection (5)(B) provides that for the purposes of THIS subsection only, the term alimony or separate maintenance payments shall not include any payment received under a decree in subsection (b)(2)(C).  Subsection (5)(C) provides that for the purposes of this subsection alimony or separate maintenance payments does not include any amount made pursuant to a continuing liability over at least 3 years to pay a fixed portion of the income from a business or property or from compensation from employment or self-employment.  Subsection (f)(6) provides that for the purposes of this subsection, 1st post-separation year means the first year the payor spouse actually paid; 2nd and 3rd years are the 1st and 2nd years following the first.

2. Section 215(a) provides that alimony or separate maintenance payments are deductible for the payor spouse.  Subsection (b) provides that alimony or separate maintenance payment means those payments described in § 71.

3. Section 7701(a)(17) provides that if a couple is divorced, their status shall be described as “former wife” and “former husband”; and if the alimony payments are made by the wife, the terms shall be reversed. 

4. Section 1.71-1T(a)(A)(3) provides that the requirement that alimony or separate maintenance payments be periodic and made out of discharge of a legal obligation to support the family has been eliminated.  Subsection (A)(5) provides that only cash payments (including checks or money orders payable on demand) qualify as alimony or separate maintenance payments.  Subsection (A)(8) provides that the spouses may designate that certain payments not qualify as alimony or separate maintenance payments in the divorce or separation instrument.  Subsection (A)(9) provides that the spouses will not be treated as members of the same household if one spouse is preparing to leave and does depart within 1 month after the date the payment is made.  Subsection (A)(10) provides that if the payor spouse is required to make payments after the death of the payee spouse, NONE of the payments BEFORE OR AFTER the death of the payee qualify as alimony or separate maintenance payments.

b. “In general, deductibility by the paying spouse is made dependent upon includability of the payment in the gross income of the recipient spouse.  But this limited reciprocal principle should not be taken as a general rule applicable in areas other than divorce and separation.”-195

c. “divorced or separated persons may in effect allocate taxability between them of some of the payor spouse’s income by the payee assuming the tax burden for the amount received as alimony and the payor being accorded a deduction for that amount.”-195

d. “If the payor personally makes the payments, their origin is immaterial in determining their taxability to the payee and their deductibility by the payor.”-195

e. “Section 71 applies to alimony and separate maintenance payments made pursuant to a ‘divorce or separation instrument.’  The instrument may be a decree of divorce or of legal separation, a written instrument incident to such a decree, a written separation agreement, or a decree for support.”-195

f. “payments that qualify as alimony or separate maintenance are gross income to the payee spouse under Section 71(a) and deductible by the payor spouse under Section 215(a).”-196

g. “Rights, interests, and liabilities inherent in the nature of alimony and separate maintenance payments are necessarily based on local law.”-196

h. “The current statute, … can be divided into three parts.  The first part, identifies taxable and deductible alimony or separate maintenance payments.  The second part, by negative inference, identifies payments that are not treated as alimony or separate maintenance, which are accorded the non-taxable and non-deductible status of property settlements.  The third part … addresses child support payments.”-196

i. “Today, a payment that is made in cash (or check or money order) qualifies as alimony or as separate maintenance, if five requirements are met: (1) the payment is received by, or on behalf of, a spouse under a divorce or separation instrument; (2) the divorce or separation instrument does not designate the payment as a non-alimony payment; (3) in the case of a decree of legal separation or of divorce, the parties are not members of the same household at the time the payment is made; (4) there is no liability to make any payment in cash or property, after the death of the payee spouse; and (5) the payment is not for child support.”-197

j. “Sections 71 and 215 are applicable only to taxpayers who find themselves in one of the following four differing situations: (1) divorced; (2) legally separated by decree; (3) married but payments are directed by a written separation agreement; (4) married but payments are directed under a support decree.”-197

k. “The designation of any payment as non-alimony generally yields tax relief to the recipient (no gross income under Section 71(a)) and an increased tax burden for the payor (no deduction under Section 215(a)).”-197

l. “By the terms of the divorce or separation instrument, such non-alimony characterization can be made to apply to differing amounts for different designated years.”-197

m. “ex-spouses who are divorced or legally separated may not be members of the same household.”-198

n. “Payments required to be made after the death of the payee spouse are not for support and they are not permitted to qualify as alimony or separate maintenance payments.  In these circumstances the payments have the flavor of a property settlement, or perhaps of child support; and Congress has placed them beyond the scope of the inclusion-deduction statutory scheme.”-198

o. “This requirement may be expressly provided in the divorce instrument; but it is enough if termination is required by a state statute.  In bowing to local law the Code here makes a minor deviation from the policy of Congress to effect uniform national results.”-198

p. “If payments that terminate at the payee’s death are to be replaced by substitute payments to the spouse’s estate or some third party, to the extent of the substitute payments the termination requirement is not met.”-198

q. “Just as transfers and divisions of property between a husband and wife during marriage have no immediate income tax consequences today, so a transfer of property that is made incident to a divorce is of no immediate consequence.”-199

r. The section 71(f) alimony recapture provision

1. “A single lump sum payment is not the only type of payment which falls within Section 71(f).  The subsection applies to situations where disproportionately large payments are made during the early years of payments, achieving a property settlement by way of front loading.”-200

2. “Under Section 71(f) when inordinately large amounts of alimony and support are paid in the first or second year in relation to year three, an amount is recaptured in year three.  That recapture takes the form of an amount included in the payor spouse’s gross income for year three (offsetting prior deductions) and a deduction in the same year by the recipient spouse (offsetting prior inclusions).”-200

3. “Recapture is a device that, when applicable, simply says that as the amount recaptured was not properly treated as alimony or separate maintenance for the earlier year, correction is in order.  The correction effects a reversal of roles (now it is recipient deduction and payor inclusion) accomplished in the third year.”-200

4. “the statute, so precise in addressing front-loading, is not concerned with potential cash rear-loading.  Thus, for example, if payments which otherwise qualify as alimony equal $30,000 a year in each of two years, followed by a payment of $80,000 in the third year, all will qualify as alimony, even though the $80,000 payment seems in the nature of a cash property settlement.”-201

5. “When there is a sufficient reduction over the three years, the recapture rules come into play and the amount of recapture depends on the nature of the reduction.”-201

6. “If the payments in the second year exceed payments in the third year by more than $15,000, then there is a recapture of that excess. In the third year.  If the alimony payments in the first year exceed the average of the payments in the second year and the third year (after reducing second year excess payments as determined above) by more than $15,000, that excess amount is also recaptured in the third year.”-201

7. “If the amounts paid within year one and two and three are all within $15,000 of each other, there will be no recapture.”-201

s. Exceptions to the section 71(f) rules

1. “If the amount of payment in the second or third year is reduced because either spouse dies or the payee spouse remarries, the reduction is not taken into account in determining applicability of the rule.”-202

2. “Mere decrees for support are totally disregarded under the recapture rules.”-202

3. “Payments made under a continuing liability to pay a fixed portion of the income from a business, or from property, or from compensation from employment or self-employment, if they are to be made for at least three years, are not subject to the recapture rules.  These payments are subject to fluctuations in amount generally beyond the control of the payor and, consequently, Congress makes the recapture rule inapplicable if the payments are to be made for at least three years.”-202

t. Problems

1. (1)(a) Yes under § 71(b).

2. (b) No under § 71(b)(1) because the payment is NOT in cash.

3. (c) Same result as (b) because NOT in cash.

4. (d) Yes under § 71(b)(1)(B) because only nondeductible, not non-includable as well.

5. (e) No difference because intent is irrelevant.

6. (f) No because the payee could die and the payor would still be required to pay under § 71(b)(1)(D).

7. (g) Yes because § 71(b)(1)(D) is satisfied.

8. (h) NO.  None of the payments qualify as alimony under section 1.71-1T(a)(A)(10).

9. (i) No under § 71(b)(1)(C).

10. (j) Yes because they are not legally separated under § 71(b)(1)(C).

11. (2)(a) The 3rd year recapture is $15,000 + $30,000 = $45,000 deduction for Ike and inclusion for Tina.

12. (b) No consequences at all.

13. (c) No consequences because rear loading is not dealt with by the Code.

14. (d) No consequences.

15. (e) Not subject to recapture because fixed business payments are variable under § 71(f)(5)(C).

16. (f) None.

17. (g) None because it is still a divorce or separation instrument under § 71(b)(1)(A).

18. (h) Year 1 payment is not treated as alimony under §§ 71 and 215, so nothing is deductible or includable.  There are no consequences between the years 2-4.

2. Indirect payments

a. Section 71(b)(1)(A) provides that the term alimony or separate maintenance payment means any payment in cash if such payment is received by or on behalf of a spouse under a divorce or separation instrument.  

b. Section 1.71-1T(b)(A)(6) provides that payments of cash made by the payor to a third party under the terms of the divorce or separation instrument will qualify as a payment of cash which is received by or on behalf of a spouse.  However, payments to maintain property owned by the payor spouse (including mortgage payments, real estate taxes and insurance premiums) are not payments on behalf of the spouse even if the payments are required under the terms of the divorce or separation instrument.  But, premiums paid by the payor spouse for term or whole life insurance on the payor’s life under the terms of the divorce or separation instrument will qualify as payments on behalf of the spouse so long as the payee spouse is the owner of the policy.

c. Section 1.71-1T(b)(A)(7) provides that where the payee spouse requests in writing that the payor spouse pay a third party, such payments qualify as alimony or separate maintenance payments.  The written request must state that the parties intend the payment be treated as alimony or separate maintenance to the payee spouse subject to § 71, and must be received by the payor prior to the date of the filing of the payor’s first tax return for the taxable year in which the payment was made.

I.T. 4001

Facts: A husband and wife entered into a property settlement agreement requiring the husband to pay the premiums on 2 life insurance policies covering his life.  On one policy, the wife is the irrevocable beneficiary and the children are irrevocable contingent beneficiaries.  On the other, the wife is a contingent beneficiary, and the children are beneficiaries.  

Issues: Whether “premiums paid by a husband on (1) a life insurance policy assigned to his former wife and with respect to which she is the irrevocable beneficiary … are includible in the gross income of the wife under section … 71(a) and deductible by the husband under … section 215”? YES

Whether “premiums paid by a husband on … (2) a life insurance policy not assigned to the wife and with respect to which she is only the contingent beneficiary, are includible in the gross income of the wife under section … 71(a) and deductible by the husband under … section 215”? NO

Holdings: “[P]remiums paid by the husband on the life insurance policy absolutely assigned to his former wife and with respect to which she is the irrevocable beneficiary are includible in the gross income of the wife under [§ 71(a)] of the Internal Revenue Code and deductible by the husband under [§ 215] of the Code.”-205

“[P]remiums paid by the husband on the life insurance policy which was not assigned to the wife and with respect to which she is only the contingent beneficiary are neither includible in the gross income of the wife nor deductible by the husband.”-205

d. Note

1. “Principal payments on a mortgage do not increase the basis of the property, but premium payments on a life insurance policy increase its basis.  However, with respect to a life insurance contract, basis may prove to be irrelevant.  If the proceeds are ultimately received by the spouse on the death of the insured they are tax-fee anyway, the same as in the case of any other beneficiary.”-206

e. Problems

1. (1)(a) Deductible by Ted, includible by Joan because they are on behalf of Joan under § 71(b).

2. (b) Deductible by Ted and includible by Joan because Joan owns the house.  If Ted owned the house, the payments would NOT be alimony under § 71(b).  See § 1.71-1T(b)(A)(6).

3. (c) The payments are not alimony and § 71 does not apply because Ted owns the house.  Again, see § 1.71-1T(b)(A)(6).

4. (2)(a) The premium, in the amount of $60,000, is deductible by Cher and included by Sonny under § 1.71-1T(b)(A)(6).

5. (b) The $60,000 is deductible/includible under § 71(b) as a normal cash payment, not related to the life insurance.

6. (c) The payments still qualify as deductible/includible cash payments under § 71(b).

7. (d) No change because they are on behalf of Sonny.  See § 1.71-1T(b)(A)(7).

8. (e) Same result under I.T. 4001.

B. Property Settlements

1. Section 1041 is set forth above.

2. Section 1015(e) provides that in the case of any property acquired by gift in a transfer described in section 1041(a), the basis of such property in the hands of the transferee shall be determined under section 1041(b)(2).

3. Section 1.1041-1T(b) provides that (A)(6) a transfer of property is incident to divorce when (1) the transfer occurs within 1 year after the date on which the marriage ceases; or (2) the transfer is related to the cessation of the marriage.  Subsection (A)(7) provides that a transfer of property is treated as related to the cessation of the marriage if the transfer is pursuant to a divorce or separation instrument and the transfer occurs no mote than 6 years after the date on which the marriage ceases.  If the transfer occurs after the 6 year period or is not pursuant to a divorce or separation instrument, there is a presumption that the transfer is not related to the cessation of the marriage.  The presumption may be rebutted by a showing that the transfer was made to effect the division of property owned by the former spouses at the time of the cessation of the marriage, but that they were impeded from making the transfer by some legal/business barrier, and that they made the transfer as soon as the impediment was removed.  Subsection (A)(8) provides that annulments and cessations of marriage that are void ab initio due to violations of state law constitute divorces for the purposes of § 1041.

4. “Although the statute nowhere expressly uses the term ‘support’ in these circumstances, the authors have used the support concept as a rationale or underlying theme that is useful in explaining most of the requirements that must be met for payments to constitute alimony or separate maintenance payments.”-207

5. “With respect to any payments in cash, the alimony and separate maintenance provisions of current law are so objective that the parties can arrange these payments so that part or even all of essentially alimony or separate maintenance payments will be treated as a neutral cash property settlement and not taxable to the recipient.  Conversely, the parties can arrange what is essentially a ‘property settlement’ so that for federal income tax purposes a portion of the payments (possibly all) will be treated as taxable alimony or separate maintenance and the balance (if any) as a neutral property settlement.”-208

United States v. Davis—S.Ct., 1962

Issue: Whether a husband’s transfer of stock to his wife pursuant to a divorce is a taxable event where the husband received only the wife’s agreement to forego any and all future claims against him? YES

How does one measure the amount gained where the husband transfers stock to his wife pursuant to a divorce and the husband received only the wife’s agreement to forego any and all future claims against him? The amount gained is the value of the stock transferred.

Holding: “the transaction was a taxable event….”-212

“It must be assumed, we think, that the parties acted at arm’s length and that they judged the marital rights to be equal in value to the property for which they were exchanged.”-212

Rule: “Property transferred pursuant to a negotiated settlement in return for the release of admittedly valuable rights is not a gift in any sense of the term.”-210

“the values ‘of the two properties exchanged in an arms-length transaction are either equal in fact, or are presumed to be equal.’”-212

6. Note

a. “in cases that involve only a scattering of community property between the spouses the courts and the service have long refused to require recognition of gain or loss under an administratively approved judicial nonrecognition rule.  This is coupled with a rule that the basis of the property is carried over to the transferee, i.e., stays with the property.”-214

b. Revenue Ruling 67-221 states: “Under the terms of a divorce decree and in accordance with a property settlement agreement, which was incorporated in the divorce decree, the husband transferred his interest in an apartment building to his former wife in consideration for and in discharge of her dower rights.  The marital rights the former wife relinquished are equal in value to the value of the property she agreed to accept in exchange for those rights.  Held, there is no gain or loss to the wife on the transfer and the basis of the property to the wife is its fair market value on the date of the transfer.”-215

c. “The Tax Reform Act of 1984 quieted this tumultuous area and rescues all non-community property taxpayers by reversing the holding in Davis.  We have previously seen that paradoxically the new provision, Section 1041, actually reaches beyond the Davis facts, providing a clear nonrecognition rule for gains and losses with respect to any transfer of property between married persons and also between formerly married persons.”-215

d. The “nonrecognition rule applies in the case of transfers of property between spouses during marriage.”-217

e. “Although Section 1041 reverses the holding of Davis for a narrow situation including all interspousal transfers of property and transfers between non-spouses which are incident to divorce, the holding has continued vitality in all other situations involving the transfer of property in discharge of obligations.  In these other circumstances whenever appreciated or loss property is transferred to satisfy an obligation, a gain subject to tax or possibly a deductible loss occurs.”-218

7. Problems

a. (1)(a) Michael has no consequences.  LM has $500,000 gain under § 1041.

b. (b) The transfer is incident to divorce under § 1041(c)(1), and under § 1015, since basis is greater than the fair market value, the FMV is the basis for determining loss.  Thus, LM has a loss of $50,000.

c. (c) No change from (a) because the transfer is within 6 years under § 1.1041-1T(b)(A)(7).

d. (d) No change.

e. (e) Because the transfer is not incident to divorce under § 1041(c), LM realized a total gain of $500,000, and Michael had a corresponding loss of $100,000.

C. Other tax aspects of divorce

1. Child support

a. Section 71(b)(1)(D) is set forth above.

b. Section 71(c)(1) provides that subsection (a) declaring that payments are alimony, shall not apply to any payment which the terms of the divorce or separation instrument fix as a sum which is payable for the support of children of the payor spouse.  Subsection (c)(2)(A) provides that payments will be considered fixed as a sum payable for the support of children of the payor spouse if any amount of the payment will be reduced on the happening of a contingency specified in the instrument relating to a child (such as attaining a specified age, marrying, dying, leaving school, or a similar contingency), OR (B) at a time which can clearly be associated with a contingency of a kind specified in subsection (A).  Subsection (c)(3) provides that if any payment is less than the amount specified in the instrument, then so much of such payment as does not exceed the sum payable for support shall be considered a payment for such support.

c. Section 1.71-1T(c)(A)(16) provides that a payment is fixed as payable for the support of a child of the payor spouse if the divorce or separation instrument specifically designates some sum or portion as payable for the support.  Subsection (A)(17) provides that a contingency relates to a child of the payor if it depends on any event relating to the child, regardless of the likelihood that it will occur.  Subsection (A)(18) provides that there are 2 situations in which the payments would otherwise qualify as alimony but will be presumed to be payments for support of a child: (1) where the payments are reduced not more than 6 months before or after the date the child is to attain the age of 18, 21, or local age of majority; or (2) more than 1 year before or after a different child of the payor spouse attains a certain age between the ages 18 and 24 inclusive.

d. Note

1. “In Commissioner v. Lester, the Supreme Court mandated that the term ‘fixed’ as used in the predecessor statute of Section 71(c)(1) required the parties in their divorce agreement to ‘specifically state the amounts or parts thereof allocable to the support of children.’”-219

2. “the current statute enacted 23 years after the Lester case reverses that result by redefining the meaning of an amount ‘fixed’ for the support of children.”-219

3. “In 1984, Congress … expressly provid[ed] that, if any amount specified in the instrument will be reduced on a child ‘attaining a specified age, marrying, dying, leaving school, or upon a similar contingency, or at a time which can clearly be associated with [such] a contingency,’ then the amount of the reduction will be treated as an amount ‘fixed’ as payable for the support of the child of the payor spouse.”-219

4. Problems

A. $6000 is treated as alimony under § 71(c)(1).

B. $6000 is alimony under § 71(c)(1).

C. $6000 is alimony under § 71(c)(1) because $4000 has been set aside for the children, and the first reduction occurs within 6 months of the daughter’s 18th birthday, and the second reduction occurs within 1 year of the son’s 18th birthday.  See § 1.71-1T(c)(A)(18).

D. $1000 is alimony, and $4000 is support under § 71(c)(3).

2. Alimony payments made by a third party

a. Section 215 is set forth above. 

b. Section 682(a) provides that there shall be included in the gross income of a wife who is divorced or legally separated the amount of the income of any trust which such wife is entitled to receive and which, except for this section, would be includible in the gross income of her husband, and such amount shall not, despite any other provision of this subtitle, be includible in the gross income of such husband.  This subsection shall NOT apply to that part of any such income which the terms of the decree, written separation agreement, or trust instrument fix, in terms of an amount of money or a portion of such income, as a sum payable for the support of minor children of such husband.  In case such income is less than the amount specified in the decree, agreement, or instrument, for the purpose of applying the preceding sentence, such income, to the extent of such sum payable for such support, shall be considered a payment for such support.

c. “If a payor spouse hangs on to his or her property and makes piece-meal alimony or separate maintenance payments to a payee souse, payee is taxed on such payments and payor may deduct them.  If such payments do not qualify as alimony or separate maintenance or are treated as non-alimony by the parties then in either case, under the statute, the payments are without tax significance.  Similarly, if instead a payor spouse discharges the obligation by transferring property to payee spouse the transfer is without tax significance to either of them.  But as the transferred property produces income, it will be income taxable to the payee and not the payor….  A lump sum settlement accomplishes an actual splitting of future income (with tax liability in accord with economic reality), making unnecessary the somewhat artificial splitting accomplished in other circumstances by Section 71(a) inclusion and Section 215(a) deduction.”-220

d. “What are the consequences of a lump sum transfer by a payor spouse that does not go directly to payee spouse but which generates periodic income [i.e., an annuity] received by payee?….  The payee as owner of the investment is treated as any other taxpayer owner….  The income generated by the investment is taxable to the payee in accordance with the taxing rules applicable to the nature of the property which generates the receipts.”-221

e. “different but parallel rules apply with respect to alimony trusts.”-221

f. “Money or property placed in … a trust does constitute transferred property.  But unlike the transfers of property discussed earlier in which the payee is the legal owner of the property, the payee in these circumstances is the beneficial owner of an income interest in a trust.  This constitutes a transferred interest in property.  But, even so, the income paid to payee by the trust is not income spawned by payee’s own property; it is income much like alimony in flavor, but paid to payee through the vehicle of a trust.”-222

g. “The income of such trusts, excluded from the payor’s gross income, is taxable to the payee.”-222

h. “the allocation of tax liability here is between the trust and the payee as beneficiary.  Section 71 is not applicable.  The payee has gross income and the trust is entitled to a deduction to the extent of income of the trust that is required to be distributed currently or to the extent that income is paid to payee.”-222

i. “The payor is entitled to exclude the trust’s income from gross income and, therefore, is entitled to no deduction.”-223

j. “Section 682(a) denies the payor an exclusion and relieves the payee of tax on amounts of trust income which are fixed as a sum payable for the support of minor children of the payor.  This means that the payor remains taxable on the amount of trust income used for child support.”-223

3. Divorce

a. “If the divorce decree is subsequently declared invalid by the jurisdiction which rendered the divorce, it is void everywhere, and payments made thereafter, in the absence of a written separation agreement or decree for support, are neither income to the payee nor deductible by the payor.”-223

b. “the Tax Court has consistently held that state law governs marital status and has denied the validity of an ex part divorce decree for federal income tax purposes where that decree is subsequently invalidated by a court of competent jurisdiction.”-224

c. “Revenue Ruling 67-442 … states that where a state court of competent jurisdiction declares the prior divorce to be invalid, ‘the Service will usually follow the later court decision rather than the divorce decree for Federal Income tax purposes for such years as may not be barred by the statute of limitations’ and deny Ex-husband a Section 215 deduction.”-224

d. “in the application of Section 71 the courts, over the Commissioner’s objection, have equated an annulment to a divorce with the usual inclusion and deduction consequences to the parties.  The commissioner now agrees.”-226

XIV. Other Exclusions From Gross Income—Chapter 11

A. Introduction

1. “Most benefits received under federal social security legislation are administratively excluded from gross income by way of lenient interpretation of less than specific statutory language.  However, Section 86 expressly requires inclusion of an increasing amount of such benefits.”-227

B. Gain from the sale of a principal residence

1. Relevant IRC provisions

a. Section 121(a) provides that gross income shall NOT INCLUDE gain from the sale or exchange of property, if during the 5 year period before the sale or exchange, the property was owned and used by the taxpayer as the principal residence for periods aggregating 2 years or more.  Subsection (b) provides that the maximum amount excluded is $250,000, although in the case of a married couple filing joint returns, the maximum is $500,000 IF EITHER spouse meets the ownership requirements above, BOTH spouses meet the use requirements above, AND NEITHER spouse is ineligible for the benefits with respect to the property by reason of the subsection (3) prohibition against application more than once in a 2 year period.  Subsection (c) applies in cases of failure to meet the ownership and use requirements or the subsection (3) requirement AND the sale or exchange is by reason of a change in place of employment, health, or unforeseen circumstances.  If this subsection applies, the amount excludable is equal to the ratio of the shorter of the aggregate periods during the 5 year period in which the residence was owned and used as the principal residence; OR the period after the date of the most recent prior sale or exchange by the taxpayer to which subsection (a) applied and before the date of such sale or exchange, bears to 2 years.  Subsection (d) involves special rules, including (1) if a married couple files a joint return, either spouse may satisfy the ownership and use requirements in order for subsection (a) or (c) to apply; (2) the period in which a deceased spouse lived in or owned the property shall be counted before their death; (3) where the property was transferred under § 1041(a), the period in which the transferor owned the property is counted; an individual shall be treated as using property as the principal residence during any period of ownership while the spouse or former spouse is granted use of the property under a divorce or separation instrument.  Subsection (8) applies subsection (a) to sales of remainder interests, BUT not when the person receiving the property bears a relationship to the taxpayer.  Subsection (f) provides that the taxpayer may elect to have this section apply.  Subsection (g) deals with the case of a property acquisition under section 1034.

2. Note

a. “As a practical matter, most taxpayers who satisfy the ownership and use requirements will be able to simply avoid the inclusion of any gain in gross income on their sale of a principal residence and this is what Congress had in mind.”-230

b. “The term residence is defined broadly to include not only a house, but a house trailer, a house boat, stock in a cooperative housing unit, and any other dwelling place.-§ 1.1031-1(c)(3).”-231

c. “if the residence otherwise qualifies as the principal residence and the two out of five year ownership and use requirements are met, the statute sanctions temporary rental of the dwelling.  § 121(d)(6).”-231

d. “a taxpayer may elect to have Section 121 not apply to a prior sale and if such an election has been made with respect to the prior sale, Section 121 may be used on the subsequent sale.”-231

e. “if the two-year ownership and use tests or the multiple sales within two years rule are not met because the subsequent sale is job related, health related, or due to other ‘unforeseen circumstances’ as provided in regulations, there is an exception and a portion of the normal $250,000 or $500,000 exclusion amount applies.  The portion is the ration of the shorter of the actual ownership and use during the prior five years or the time between the prior and current sale to two years.”-231

3. Problems

a. (1)(a)—Include 0 because gain is $400,000 and they may exclude up to $500m000 under § 121(b)(2)(A).

b. (b)—Include 0 because the second sale was over 2 years after the first, under § 121(b)(3)(A).

c. (c)—Gain of $400,000 because the second sale was NOT 2 years after the first under § 121(b)(3)(A).

d. (d)--They have a gain of $300,000 under § 121(g)???

e. (e)--Gain of $400,000 because not principal residence under § 121(a).

f. (f)—Gain of 0 under § 121(b)(1).

g. (2)(a)—0 under §§ 121(c)(2)(B), 121(c)(1)(B).

h. (b)--$75,000 gain under § 121(c)(1)(B).

i. (3)(a)—No under § 121(b)(2)(A).

j. (b) No gain under § 121(b)(2)(A).

k. (c)—No gain under § 121(d)(3)(B).

l. (d)—No gain under § 121(d)(3)(B).

m. (4)—Yes, $175,000 under § 121(d)(8)(B) and § 267 because of the relationship.

C. Income earned abroad

1. Relevant IRC provisions

a. Section 911(a) provides that at the election of a qualified individual, there shall be excluded from the gross income of such individual, and exempt from taxation under this subtitle, the foreign earned income of such individual, AND the housing cost amount of such individual.  The maximum amount excludable in 1998 was $72,000, increasing $2000 every year until 2002, where the maximum remains $80,000 unless later increased.

2. “The exclusion applies only to foreign earned income which is defined as income from a foreign source which is attributable to the taxpayer’s performance of services.  The maximum exclusion is $72,000 in 1998, increases to $80,000 in 2002, and is indexed for inflation beginning in 2008.”-233

3. “Qualified taxpayers whose housing costs are not paid for by employers may elect to deduct a limited amount of housing costs in computing adjusted gross income.  Housing expenses include reasonable amounts paid for housing (including utility bills and insurance) in a foreign country for the taxpayer and family members if they live together.”-234

4. “The exclusions are denied to a taxpayer for earned income and housing expenses in a foreign country in which travel by United States citizens and residents is restricted.”-234

D. Exclusions and other tax benefits related to the costs of higher education

1. Relevant IRC provisions

a. Section 25A deals with the Hope Scholarship Credit and Lifetime Learning Credits.  The Hope credit may only be applied in the two years after secondary education (college) and includes up to $1000, plus 50% of the remaining expenses exceeding $1000, for a maximum amount of $1500 in each year.  The student must be at least ½ time, and is denied for students convicted of a felony drug offense.  The LLC provides up to 20% of the qualified tuition and related expenses paid by the taxpayer, so long as the amount does not exceed $10,000 after Jan. 1, 2003, or $5,000 before that date.  The limitation based on adjusted gross income only applies if the individual has a gross income of at least $40,000, or $80,000 in the case of a married couple filing a joint return.  Any scholarships, educational assistance, or payments other than a gift under § 102(a) for such individual’s education expenses shall reduce the amount available.

b. Section 135 provides that in the case of an individual paying qualified higher education expenses, no amount shall be includible in gross income by reason of the redemption of any qualified U.S. Savings bond.

c. Section 529 deals with qualified state tuition programs, which are to be taxed under § 511 only.  

d. Section 530 deals with education IRAs.

2. “We’ve already seen exclusions for scholarships under Section 117, for employer assistance programs under Section 127 and for student loan forgiveness under Section 108(f).”-234

3. “Section 221 allows an interest deduction for some interest payments on any ‘qualified education loan.’”-235

4. “Section 25A provides for two credits that have a substantial degree of overlap….  Credits directly reduce tax liability; thus, the amount of a credit reduces one’s tax liability dollar for dollar.  If one owed $10,000 in taxes, but was allowed a $1500 credit, the tax bill would be reduced to $8,500.  Section 25A is a nonrefundable credit; it cannot generate a tax refund.”-235

a. “The Section 25A credits are allowed for a taxpayer’s payment of qualified tuition and related fees at an eligible institution of higher education for a student who is the taxpayer or the taxpayer’s spouse or dependent.  Qualified tuition and fees are the costs of enrollment or attendance at the eligible educational institution.  They do not include fees for books, for housing, for student and sports activities which are unrelated to academic instruction, or for courses related to sports or hobbies, unless such courses are part of the student’s degree program.”-235

b. “tuition and related fees that are funded by gifts that are excluded from gross income under Section 102(a) do qualify for the credit.”-235

c. The Hope Scholarship Credit “is a per student credit of 100 percent of the first $1000 of qualified tuition and related fees and 50 percent of the second $1000 of such expenses, or a maximum of $1500 credit.  This credit is allowed only for the first two years of the student’s postsecondary education.  The second credit is the Lifetime Learning Credit which is a per taxpayer credit of 20 percent of qualified tuition and related expenses of up to $5000 of expenses in years prior to 2003 and up to $10,000 thereafter … for any year of a student’s post-secondary education.”-236

d. “The total amount of combined credit under Section 25A is reduced … as the taxpayer’s modified adjusted gross income exceeds $40,000 for a single taxpayer and $80,000 for a married couple filing a joint return and the credit is fully phased out as modified adjusted gross income reaches $50,000 and $100,000, respectively….  [o]nly one of the credits is allowed with respect to any student….  [n]either credit may be elected with respect to a student for the year if any distribution is made from an Educational IRA for the student in the year and the distribution is excluded from gross income.”-236

5. “Section 135(a) allows an exclusion from gross income for the gain on the redemption of ‘qualified United States savings bonds’ to the extent that a taxpayer pays ‘qualified higher education expenses’ during the year.  A United States savings bond is qualified if it is issued at a discount after 1989 to an individual who has attained age 24 before the date of the bond’s issuance.  The exclusion is not available to a parent if the bonds are purchased by the parent but put in the name of a child or are purchased by a child.”-237

a. “two special limitations [on the bonds include:] … [i]f the bond redemption proceeds in a year exceed the qualified higher education expenses for the year, only a portion of the interest income from the bonds is excluded equal to the ratio of the expenses to the proceeds.  The second limitation limits the exclusion to low and medium income taxpayers….  [t]here is a phase-out of the amount of exclusion if the taxpayer’s ‘modified adjusted gross income’ exceeds $40,000 in the case of a single taxpayer or $60,000 in the case of a joint return, with the dollar amounts adjusted for inflation for years after 1990.”-237

6. “Many states have established state tuition programs allowing taxpayers to prepay higher education costs by purchasing tuition credits or certificates or by establishing an account for the qualified higher education expenses of a designated beneficiary at an eligible educational institution.”-238

a. “If $50,000 were contributed to a plan, and in the four years of college the designated beneficiary receives payments or in kind distributions of $20,000 per year, the ration of the investment in the contract to the expected return ($50,000/$80,000) to each $20,000 payment, here $12,500, would be excluded from gross income and $7500 would be included in each year.  Thus income earned under such plans is deferred until its distribution.”-238

7. “Educational IRAs under Section 530 are different from regular IRAs because they are not retirement vehicles and no deduction is allowed up front, although the payouts may be excluded from gross income.  Educational IRAs must be established exclusively for the purpose of paying qualified higher education expenses of a named beneficiary.  Contributions to a plan are nondeductible, must be made in cash, may not exceed $500 per year, and must be made prior to the beneficiary’s 18th birthday.  The $500 contribution amount is phased out for high income taxpayers with modified adjusted gross income between $95,000 and $110,000….  No contribution may be made in a year to the extent that anyone makes a contribution to a Section 529 qualified state tuition plan for the beneficiary of the plan.”-239

a. “income earned by the fund which was exempt when earned may also be excluded.  Unless an elective waiver of the exclusion is made, distributions are excluded from gross income to the extent that they do not exceed the qualified higher education expenses incurred by the beneficiary in the year the distribution is made.  If there is an excess, a portion of the excess attributable to the earnings on the plan that were excluded from gross income when earned is included in gross income.  The portion is the amount of the distribution that would be INCLUDIBLE in gross income if Section 72 applied, i.e., the portion of the earnings income element in the plan to the total amount in the plan.  Assume $10,000 is distributed from an Educational IRA, there are $8000 of qualified expenses, and $3000 of the $10,000 represents the income element in the fund.  As a result, the distribution exceeds qualified expenses by $2000 or $600 is included in the beneficiary’s gross income.  That amount is also subject to a 10% tax penalty.”-240

8. Problems

a. (1)(a)--$2000 credit under § 25A(c)(1).

b. (b)--?

c. (c)--$2000 under § 25A(c)(1).

d. (d)--$2000 under § 25A(g)(2)(C).

e. (e)—0 under § 25A(d)(2).

f. (f)--$3000 under § 25A(c)(1).

g. (g)--$2000 under § 25A(c)(1).

h. (h)--?

i. (2)—Let the child decide if and where it wants to go to college.  Educational IRAs are probably the best bet.

E. Federal taxes and state activities

1. Relevant IRC provisions

a. Section 103 provides that gross income does NOT include interest on any State OR local bond; however, that rule shall NOT apply to private activity bonds that are not qualified; arbitrage bonds; bonds failing to meet the applicable form requirements.  

b. Section 115 provides that gross income does NOT include income derived from any public utility or the exercise of any essential government function and accruing to a State or political subdivision thereof, or D.C.; OR income accruing to the government of any possession of the U.S., or any political subdivision thereof.

c. Section 141(a) provides that private activity bond means any bond issued as part of an issue which meets: the private business use test of paragraph (1) of subsection (b), AND the private security or payment test of paragraph (2) of subsection (b), OR which meets the private loan financing test of subsection (c).  Subsection (e) provides that a qualified bond is one which is (A) an exempt facility bond; (B) a qualified mortgage bond; (C) a qualified veterans’ mortgage bond; (D) a qualified small issue bond; (E) a qualified student loan bond; (F) a qualified redevelopment bond; OR (G) a qualified 501(c)(3) bond.

2. “intergovernmental immunity … imposes some restraints upon federal and local government undertakings to impose taxes impinging upon each other.”-241

3. Today, “neither state nor federal employees enjoy immunity from state or federal income taxes.”-242

4. In South Carolina v. Baker, it was held that “taxation of interest on state bonds did not violate the doctrine of intergovernmental tax immunity.”-243

5. “Private activity bonds are obligations of state or local governments issued to finance nongovernmental undertakings.”-243

a. “A private activity bond is any bond that is part of a bond issue where, in general, more than 10 percent of the proceeds are to be used for a private use, and the payment of the principal or of interest on more than 10 percent of the proceeds of the issue is secured by an interest on private use property….  [a] bond is treated as a private activity bond if it is part of an issue of which more than 5 percent or $5 million of the proceeds, whichever is less, is used to finance direct or indirect loans to borrowers other than ‘governmental units’ or to acquire ‘nongovernmental output property.’”-244

6. “Exempt facility bonds are bonds issued to finance airports, docks and wharves, mass commuting facilities, water facilities, sewage facilities, solid waste disposal facilities, certain qualified residential rental projects, local gas or electric facilities, local heating or cooling facilities, and qualified hazardous waste facilities, and high0speed inter city rail facilities.  In order to qualify for the exemption, at least 95% of the net proceeds of the bond issue must be used for the exempt facility for which the bonds are issued.”-244

7. “Qualified mortgage bonds are … issued to finance below market mortgage loans to single family home buyers….  [a]t least 95 percent of the net proceeds of such bond issues must be used to finance mortgage loans to first time home buyers purchasing a principal residence.”-244

8. “A qualified veterans’ mortgage bond is also related to the purchase of single family principal residences.  It is a bond 95 percent or more of the proceeds of which are used to finance loans to veterans for the purchase of such residences.”-244

9. “Qualified small issue bonds are in general bonds forming part of an issue the face amount of which does not exceed $1 million, where at least 95 percent of the proceeds are used to acquire business land or depreciable property.”-245

10. “A qualified student loan is a bond where either 90 or 95 percent of the proceeds are used to finance student loans.  Some federal loans are subject to the 90 percent limit; all others are subject to the 95 percent requirement.”-245

11. “A qualified redevelopment bond is one where 95 percent or more of the bond issue proceeds are used for redevelopment of a designated blighted area.”-245

12. “A qualified 501(c)(3) bond is, in general, a bond where at least 95 percent of the proceeds are to be used by either a charitable organization or a governmental unit.”-245

13. “The exclusion of interest paid on state or local bonds under Section 103(a) does not extend to any ‘arbitrage bond’.  Arbitrage occurs when any portion of the proceeds of a bond issue is used to acquire investment property which produces a yield that is ‘materially higher’ than the return paid on the bond issue itself.”-245

14. “Finally, the Section 103 exclusion is not applicable to interest paid on state and local bonds that do not meet the registration requirements of Section 149.”-245

XV. Identification of the Proper Taxpayer—Chapter 12

A. Assignment of Income

1. Introduction

a. Relevant IRC provisions

1. Sections 1(a) through (e) provide the tables for determining the tax imposed on gross income for married couples filing joint returns, surviving spouses, heads of households, unmarried individuals, married individuals filing separate returns, estates and trusts, etc.  The tax ranges from a low of 15% to a high of 39.6%, plus certain minimums.  Subsection (h) deals with capital gains taxes.

2. Section 6013(a) covers joint returns, and the rules for when couples may or may not file such returns.

3. Section 1(g) covers unearned income of minor children, and provides that such income is taxed as if it were made by the parent.

4. Section 63 provides the standard deductions for individuals not itemizing their deductions.

5. Section 66 deals with the treatment of community income.

6. Section 73 provides that amounts received in respect of the SERVICES of a child shall be included in the child’s gross income, even if the amounts are not received by the child.  All expenditures by the parent OR child attributable to amounts earned by the child shall be treated as paid or incurred by the child.  

b. “In 1986, Congress imposed taxes at only 15 and 28 percent rates, but in 1991 it added a 31 percent rate and in 1993 it further added both 36 and 39.6 percent rates with the increased percentage rates phased in at various levels depending upon the classification of the taxpayer.”-248

c. “a child under the age of 14 years is generally taxed on almost all of her unearned income at her parent’s tax rate, nullifying the tax advantage in assignment of income to such minors.  This is commonly referred to as the ‘kiddie tax.’  Similarly, Congress has sharply curtailed the incentives to assign income to entities by phasing in the top 39.6 percent tax rate on trusts at the $7500 level of taxable income (35 percent) that are not significantly lower than on noncorporate taxpayers (39.6 percent).”-248

d. “Under some state laws income arising out of the services of a minor child is deemed to be the property of the parents.  Such income probably could be taxed to the parents as theirs.  However, Section 73 provides that ‘amounts received in respect of the services of a child shall be included in his gross income….  Thus, a uniform rule is provided for federal tax purposes, which operates independently of the vagaries of state property laws.”-249

e. “So-called ‘income-splitting’ provisions available on an elective basis to married taxpayers are of greater significance.  If they elect to file a joint return, their combined taxable income is taxed at rates provided in Section 1(a).  If they file separately, each is taxed at rates provided in Section 1(d).”-249

B. Income from services

Lucas v. Earl—S.Ct., 1930

Issue: Whether “the respondent, Earl, could be taxed for the whole of the salary and attorney’s fees earned by him in the years 1920 and 1921, or should be taxed for only a half of them in view of a contract with his wife….”? Whole
Holding: “we think that no distinction can be taken according to the motives leading to the arrangement by which the fruits are attributed to a different tree from that on which they grew.”-250
Rule: “The Revenue Act of 1918 … imposes a tax upon the net income of every individual including ‘income derived from salaries, wages, or compensation for personal service … of whatever kind and in whatever form paid.’”-250

Commissioner v. Giannini—9th Cir., 1942

Issue: Whether a taxpayer who refuses to take compensation for his services beyond a specified amount, but instead directs his employer to use the money he would have been paid in a more worthwhile manner, has “realized” gross income under the I.R.C.? NO
Holding: “we cannot say as a matter of law that the money was beneficially received by the taxpayer and therefore subject to the income tax provisions of the statute.”-255
Revenue Ruling 66-167

Facts: Taxpayer was executor of his wife’s estate; he declined to accept a fee or commission for this duty by filing a charge for serving in such capacity.

Issue: Whether “the amounts which the taxpayer-executor could have received as fees or commissions are includible in his gross income for Federal income tax purposes and whether his waiver of the right to receive these amounts results in a gift for Federal tax purposes”? NO

Holding: “Accordingly, the amounts which the present taxpayer-executor would have otherwise become entitled to receive as fees or commissions are not includible in his gross income for Federal income tax purposes, and are not gifts for Federal gift tax purposes.”-257

Rule: “The crucial test of whether the executor of an estate or any other fiduciary in a similar situation may waive his right to receive statutory commissions without thereby incurring any income or gift tax liability is whether the waiver involved will at least primarily constitute evidence of an intent to render a gratuitous service.  If the timing, purpose, and effect of the waiver make it serve any other important objective, it may then be proper to conclude that the fiduciary has thereby enjoyed a realization of income by means of controlling the disposition thereof, and at the same time, has also effected a taxable gift by means of any resulting transfer to a third party of his contingent beneficial interest in a part of the assets under his fiduciary-control.”-257

Revenue Ruling 74-581

Facts: Law school professors engaged in supervisory positions with law school clinics, and were thereby authorized to receive compensation for their services after being appointed by federal district courts to serve as counsel.  The professors arranged to have the money deposited into the law school’s account.

Issue: Whether compensation received by law school professors appointed by federal district courts for their services as counsel for indigent defendants, where such compensation is immediately deposited in the law school’s account, are includible in the professors’ gross income? NO

Holding: “amounts received for services performed by a faculty member or a student of the university’s school of law under the clinical programs and turned over to the university are not includible in the recipient’s income.”-259

Rule: “it is well established that a taxpayer’s anticipatory assignment of a right to income derived from the ownership of property will not be effective to redirect that income to the assignee for tax purposes.”-259

“However, the Internal Revenue Service has recognized that amounts that would otherwise be deemed income are not, in certain unique factual situations, subject to the broad rule of inclusion provided by section 61(a) of the Code.”-259

1. Problems

a. (1)(a)—Executive.

b. (b)—Executive.

c. (c)—Executive.

d. (d)—Corporation under R.R. 74-581.

C. Income from property

Helvering v. Horst—S.Ct., 1940
Issue: Whether “the gift, during the donor’s taxable year, of interest coupons detached from the bonds, delivered to the donee and later in the year paid at maturity, is the realization of income taxable to the donor”? YES
Holding: “The tax laid by the 1934 Revenue Act upon income ‘derived from wages, or compensation for personal service, of whatever kind and in whatever form paid; also from interest’ therefore cannot fairly be interpreted as not applying to income derived from interest or compensation when he who is entitled to receive it makes use of his power to dispose of it in procuring satisfactions which he would otherwise procure only by the use of the money when received.”-263
Rule: “The holder of a coupon bond is the owner of two independent and separable kinds of right.  One is the right to demand and receive at maturity the principal amount of the bond representing capital investment.  The other is the right to demand and receive interim payments of interest on the investment in the amounts and on the dates specified by the coupons.”-261

“Where the taxpayer does not receive payment of income in money or property realization may occur when the last step is taken by which he obtains the fruition of the economic gain which has already accrued to him.  Old Colony Trust.”-261

“If the taxpayer procures payment directly to his creditors of the items of interest or earnings due him, … or if he sets up a revocable trust with income payable to the objects of his bounty, … he does not escape taxation because he did not actually receive the money.”-262
Blair v. Commissioner—S.Ct., 1937

Issue: Whether a beneficiary of a testamentary trust is liable for the tax on the income assigned from the trust to his children? NO

Whether the trust in this case was a spendthrift trust, thereby invalidating the assignments? NO
Holding: “We conclude that the assignments were valid, that the assignees thereby became the owners of the specified beneficial interests in the income, and that as to these interests they and not the petitioner were taxable for the tax years in question.”-268

The State court held that the trust was not a spendthrift trust, and since state law prevails on this issue, it is not open to further dispute.-266
Rule: “The one who is to receive the income as the owner of the beneficial interest is to pay the tax.  If under the law governing the trust the beneficial interest is assignable, and if it has been assigned without reservation, the assignee thus becomes the beneficiary and is entitled to rights and remedies accordingly.”-267

Estate of Stranahan v. Commissioner—6th Cir., 1973

Issue: Whether the dividend received after a transfer of shares of stock for a reasonable consideration to one’s son in order to capitalize on a significant interest deduction results in taxable income for the transferor? NO
Holding: “we conclude the transaction to be economically realistic, with substance, and therefore should be recognized for tax purposes even though the consequences may be unfavorable to the Commissioner.”-271
Rule: “under Section 451(a) of the IRC of 1954, a cash basis taxpayer ordinarily realizes income in the year of receipt rather than the year when earned.  Second, a taxpayer who assigns future income for consideration in a bona fide commercial transaction will ordinarily realize ordinary income in the year of receipt….  Third, a taxpayer is free to arrange his financial affairs to minimize his tax liability; thus, the presence of tax avoidance motives will not nullify an otherwise bona fide transaction.”-270

“the substance of a transaction, and not the form, determines the taxable consequences of that transaction.”-270
Susie Salvatore—U.S. Tax Court, 1970

Issue: Whether “petitioner is taxable on all or only one-half of the gain realized from the sale of the service station property? All.
Holding: “All the gain from sale of the service station property was taxable to petitioner.”-275
Rule: “A sale by one person cannot be transformed for tax purposes into a sale by another by using the latter as a conduit through which to pass title.”-274
Revenue Ruling 69-102

Facts: The taxpayer sold an unencumbered endowment life insurance contract to a charitable organization for an amount equal to its basis; he also made a gift of an annuity contract to his son.  Both contracts matured and were surrendered for cash.

Issue: Whether a life insurance contract sold to a charitable organization, and an annuity contract freely given to one’s son constitute taxable income within the meaning of the I.R.C.? YES

Holding: “it is held that the taxpayer is in receipt of taxable income for the taxable year in which the endowment and annuity contracts were surrendered for their cash surrender values by the recipients, the amount of such income being the excess of the cash surrender value of each contract at the time of gift over the taxpayer’s basis in the contract.”-277

Rule: “The theory of the cases dealing with anticipatory assignment of income by gift has not been concerned with when the income was accrued in a legal sense of accrual but rather with whether the income has been earned so that the right to the payment at a future date existed when the gift was made.  It is the giving away of this right to income in advance of payments which has been held not to change the incidence of the tax.”-276

“the time of the gift is not determinative of the time when income is realized.”-277

1. Notes

a. The Horst scenario is as follows: “The owner of the tree picks some fruit and gives it to another who converts it to cash.  As the owner has kept the tree that produces the fruit, the tree’s produce (interest later paid) remains his for tax purposes, even though economically it has become the property of another.”-277

b. “If the owner gives away the tree (the bond itself in the Horst setting), the donee in general is taxable on fruit subsequently produced (later interest payments), because he has become the owner of the income producing property itself.”-278

c. “In Campbell v. Prothro the taxpayer raised calves.  On May 7 he transferred 100 head of calves by written instrument to a charitable donee.  The donated calves were never physically separated from the rest of the calves.  On June 8 taxpayer and the charitable donee entered into a contract to sell the entire calf crop to a third party.  The court held that gain on the sale of the calves given to the charity could not be attributed to the donor.”-278

d. In Tatum v. Commissioner, “taxpayers owned land which they leased to sharecroppers who paid their rent in the form of a portion of the crops produced.  Had the rent been payable in cash or in any form other than crop shares, the landlord would have had to report the rent as gross income for the year of the receipt.  However, Reg. § 1.61-4(a), a reporting regulation, permits a landlord to defer reporting crop share rent until the year in which such crops are reduced to money or the equivalent of money.  Taxpayer landlords upon receiving the crops immediately transferred them to a charitable donee, which sold them in the same year.  The court agreed with the Commissioner that the value of the crops was required to be included in taxpayer’s income and differentiated Campbell v. Prothro….”-279

e. “the Treasury also accepts the timing principles expressed in Tatum.”-280

f. “If the income generated by property accrues ratably over time, that portion accrued at the time of the gift is likewise ripe.  For example, if interest on a coupon bond is payable semi-annually on January 1 and July 1 and a donor transfers the bond (not just the coupon) on April 1 midway between payment dates, one-half of the current interest coupon is ‘ripe’ as of the time of the transfer and one-half the amount of the coupon is taxed to the donor and the other one-half is taxed to the donee, generally upon payment.”-281

g. “for business purposes a relevant date must be determined on which ownership of the stock fixes the right to the dividend, the so-called ‘record’ date.  There are normally four important dates with respect to the issuance of dividends: the declaration date, the record date, the payment date and the date of actual receipt.”-281

2. Problems

a. (1)(a)—Under Horst, F is taxed on all payments.

b. (b) F is taxed on $400 and D is taxed on the remainder, or $400 plus $800 each year for 10 years, or $8400 total.

c. (c) F is taxed on everything under Salvatore.

d. (d) D is taxed on $800 under Stranahan.

e. (e) F is taxed on everything under Horst.

f. (f) F is taxed on $9000 under Horst.

g. (g) ?

h. (2)—Hefner is taxed on everything because he was entitled to everything and was to receive it, unlike the case in Giannini.

i. (3)(a) Inventor.

j. (b) Inventor.

XVI. Income Producing Entities—Chapter 13

A. Introduction

1. “The Internal Revenue Code recognizes three principal types of income producing entities: partnerships, corporations and trusts.”-283

2. “The 1986 Act reduced much of the tax incentive for fragmentizing income either directly … or through the use of a partnership, a corporation or a trust….  The rate structures have been flattened and are now compressed into five rates (15, 28, 31, 36, and 39.6 percent) with respect to individuals and trusts and into four rates (15, 25, 34 and 35 percent) in the case of corporations.”-283

3. “The Internal Revenue Code provisions that present special rules for income earned by partnerships appear in Subchapter K, Sections 701 through 761.  A partnership is essentially a conduit for income tax purposes, because it is required to file only an information return reporting its annual income or loss, and the income is taxed to, or the loss deducted by the various partners, individually.”-284

a. “In general, the tax impact of partnership transactions on each individual partner is determined by the partnership agreement.  With some exceptions, such private agreements fix a ‘partner’s distributive share of income, gain, loss, deduction, or credit.”-284

b. “limited liability … is essentially a partnership with limited liability, and it is generally treated as a partnership for federal tax purposes.”-284

4. “The Internal Revenue Code provisions that provide special rules for the income taxation of corporations and shareholders appear in Subchapter C, Sections 301 through 385….  A corporation is an entity that is taxed under Section 11 at special rates applicable only to corporations.  When corporate after-tax income is distributed as dividends to shareholders, it is taxed (again?) to the shareholders in their individual capacities.  Dividends are taxed as ordinary income, however, only to the extent of the corporation’s ‘earnings and profits,’ earnings of the current year or accumulated from prior years.”-285

a. “the incorporation of a partnership or sole proprietorship is itself a fragmentation device, because a new taxpayer has come upon the scene.”-285

b. “A corporation that qualifies as a ‘small business corporation’ can elect, with unanimous shareholder consent, to be an S corporation….  In general, with two exceptions, an S corporation is not subject to income tax, it simply pays not tax on its income.  In this respect it is much like a partnership.”-285

c. “the income constructively passes through the S corporation to be taxed to the shareholders ratably for each taxable year….  The amount of S corporation income that the shareholder is required to include in gross income effects an increase in the basis of the shareholder’s stock.  And the symmetry is complete when we consider actual S corporation distribution of money to its respective shareholders.  In that circumstance, its distribution serves to reduce the basis in the shareholder’s stock.”-286

d. “with respect to S corporations, … [t]here is only one tax and that is at the shareholder level.”-286

5. “For tax purposes a trust falls between a partnership and a corporation.  Depending upon the circumstances, the income from a trust may be taxed to the beneficiaries, to the trust, or in part to each.  The Internal Revenue Code provisions … appear in Subchapter J, Sections 641 through 692.”-286

a. “Congress has identified a trust as a tax-paying entity whose tax liability is generally determined in a manner similar to that of individuals.  On the other hand, a basic aspect of congressional policy is that trust income is to be taxed only once on its way into the hands of its beneficial owners.”-286

b. “In determining the taxable income of the trust, a deduction is allowed generally for amounts required to be, or otherwise properly paid to beneficiaries.  In effect, such income escapes tax at the trust level but is taxed to the beneficiaries.”-287

c. “in the case of what is called a ‘simple’ trust (essentially one required to distribute all its income currently) the trust, while a potential taxable entity, serves as little more than a conduit for both tax and non-tax purposes, simply funneling income to the trust beneficiaries.  In other trusts, known as ‘complex’ trusts, where all or a part of the trust income may be accumulated, all or a part of the income may be taxed to the trust and none or only a part of the income to beneficiaries.”-287

d. “The statute operates with regard to trust income for the taxable year of the trust.  The objective is a division of the tax on such annual income between the trust and its beneficiaries.”-287

e. “For trust purposes a ‘distributable net income’ of the trust is determined annually, which is somewhat similar to current corporate earnings and profits in its regulation of the amount on which distributees may be subject to tax.  In effect, DNI, as it is often called, identifies a kind of net income for the year, which could be taxed entirely to the trust or partly or entirely to beneficiaries.”-287

f. “DNI is seen as made up of the various kinds of income received by the trust, and distributions are considered to consist of ratable portions of each kind of income.”-287

g. “Distributions that exceed DNI are generally received as tax free gifts or, in case of an estate, bequests.”-288

B. Trusts and estates

1. IRC Provisions

a. Section 671 provides that where the grantor or other person is treated as the owner of any portion of a trust, that portion shall be included in the taxable income for such person.  However, no items of a trust shall be included solely on the ground of one’s dominion and control under § 61 or any other provision of this title.

b. Section 672(a) provides that adverse party means any person having a substantial beneficial interest in the trust which would be adversely affected by the exercise or nonexercise of the power which he possesses respecting the trust.  A person having general power of appointment over the trust shall be deemed to have a beneficial interest in the trust.

c. Section 672(b) provides that nonadverse party means any person who is not an adverse party.

d. Section 672(e) provides that a grantor shall be treated as holding any power or interest held by any individual who was the spouse of the grantor at the time of the creation of the power or interest, or who became the spouse after the creation of the power or interest, but only with respect to periods after such individual became the spouse of the grantor.  Subsection (2) provides that an individual legally separated from his spouse under a decree of divorce or separate maintenance shall not be considered married.

e. Section 673 provides that the grantor shall be treated as the owner of any portion of a trust in which he holds a reversionary interest (in either the corpus or the income) if, as of the inception of that portion of the trust, the value of the interest exceeds 5% of the value of such portion.

f. Section 676(a) provides that the grantor shall be treated as the owner of any portion of the trust if he has the power to revest title in himself or others. 

g. Section 677 provides that the grantor shall be treated as the owner of any portion of the trust where the income from the trust may be distributed to himself or his spouse; held or accumulated for future distribution to the grantor or his spouse; or applied to the payment of premiums on insurance policies for the grantor or the grantor’s spouse.  The income of a trust shall not be considered taxable to the grantor MERELY because such income in the discretion of another person may be applied to support or maintain a beneficiary (except for the grantor’s spouse) whom the grantor is legally obligated to support or maintain, except to the extent that such income is so applied or distributed.

h. Section 1.671-1 provides the circumstances under which income of a trust is taxed to a grantor: (1) if the grantor has retained a reversionary interest in the trust (section 673); (2) the grantor or nonadverse party has certain powers over the beneficial trust (section 674); (3) certain administrative powers exist under which the grantor can and does benefit (section 675); (4) the grantor or nonadverse party has the power to revoke the trust or return the corpus to the grantor (section 676); (5) the grantor or a nonadverse party has the power to distribute income to or for the benefit of the grantor or the grantor’s spouse (section 677).  Subsection (b) provides that sections 671-677 do not apply if the income of a trust is taxable to a grantor’s spouse under section 71 or 682.  Subsection (c) provides that where a person assigns the right to future income, whether or not the assignment is to a trust, the grantor may be taxed on that income even though he retains no control.  Also, when used to discharge legal obligations, the income from a trust is still taxable. 

i. Section 1.673-(a)-1 deals with reversionary interests in the grantor.

j. Section 1.676-(a)-1 deals with the power to revest title in the grantor.

k. Section 1.676-(b)-1 deals with the exception under § 676(b).

Corliss v. Bowers—S.Ct., 1930

Issue: Whether a trust created for the benefit of the taxpayer’s wife with the remainder over to their children where the trust is under the complete control of the taxpayer, subject to his modification or nullification, is subject to taxation under §§ 676-677? YES
Rule: “The statute referred to provides that ‘when the grantor of a trust has, at any time during the taxable year, the power to revest in himself title to any party of the corpus of the trust then the income of such part of the trust for such taxable year shall be included in computing the net income of the grantor.’”-289

“The income that is subject to a man’s unfettered command and that he is free to enjoy at his own option may be taxed to him as his income whether he sees fit to enjoy it or not.”
Morill v. United States—S.D. Me., 1964

Issue: Whether “the amounts of the income of four trusts established by [the P] which the trustees applied to the payment of the tuition and room charges of the taxpayers’ four minor children at private schools and colleges, were taxable as income to him under the provisions of Section 677(a) of the I.R.C.”? YES
Holding: “the amounts of trust income which the trustees applied in payment of the tuition and room charges of the taxpayer’s four minor children at the private schools and colleges which they attended during the years in question were used to satisfy express or implied contractual obligations of Mr. Morill, the grantor of the trusts, and were therefore taxable as income to him under the provisions of Section 677)a) of the 1954 Code.”-294
Rule: Under § 677, the grantor is treated as the owner of a trust where the income of the trust, without the approval of an adverse party, may be distributed to the grantor.-292

“A long line of judicial decisions applying Section 677(a) and its predecessor statutes has established that trust income which is used to satisfy a legal obligation of the grantor is, in effect, distributed to him and is, therefore, taxable to him.”-292

“The income is taxable to the grantor when used to discharge his individual obligation, whether imposed by law or by contract.”-292
Helvering v. Clifford—S.Ct., 1940

Issue: Whether the grantor of a trust for the exclusive benefit of his wife may be treated as the owner, and taxed on the income received thereunder, even after the trust has been established and the income received by the wife? YES
Holding: “In this case we cannot conclude, as a matter of law that respondent ceased to be the owner of the corpus after the trust was created.  Rather, the short duration of the trust, the fact that the wife was the beneficiary, and the retention of control over the corpus by respondent all lead irresistibly to the conclusion that respondent continued to be the owner for purposes of § 22(a).”-296
Rule: “where … the benefits directly or indirectly retained blend so imperceptibly with the normal concepts of full ownership, we cannot say that the triers of fact committed reversible error when they found that the husband was the owner of the corpus for the purposes of § 22(a).”-297
2. Note

a. “in Clifford the settlor assigned property to the trust, not mere naked rights to income as was the case involving an outright assignment in Helvering v. Horst.  The trust was irrevocable; otherwise section 676 would have been enough to tax the settlor on the trust income.”-298

b. Section 673—“Today, a grantor is treated as holding any power or interest that is held by an individual who was the spouse of the grantor at the creation of the power or interest or who became the spouse of the grantor after the creation of the power or interest, but only for periods after the individual became the grantor’s spouse.”-299

1. “Under Section 673, as amended in 1986, the grantor is treated as the owner of any portion of a trust (possibly all) in which the grantor has a reversionary interest in either the corpus or the income, if the value of the reversionary interest exceeds 5 percent of the value of that portion of the trust.  The value of the reversionary interest is measured as of the inception of that portion of the trust in which the grantor has an interest.”-300

2. “There is an exception to the 5 percent reversionary interest rule if the grantor’s reversion can take effect only upon the death of a lineal descendant under 21 years of age.  But for the exception to apply, the beneficiary whose life is used must have the entire present interest in the trust or trust portion.”-300

3. “In very general terms, if the amount a third party would pay the grantor for a reversionary interest that might vest in the grantor a portion of the trust property is more than 5 percent of the value of that portion of the trust, then the grantor is treated as the owner of such portion and must pay the tax on the income generated by that portion of the trust.”-300

c. Section 674—“Under Section 674(a), the grantor of a trust is taxed on the income from the trust if the grantor or a nonadverse party holds a power, without the approval of an adverse party, to determine who, other than the grantor, will receive the income or the corpus of the trust.”-301

1. “Generally very indirect or weak powers to alter the beneficial enjoyment may be held by anyone, including the grantor, without invoking section 674(a).  As the scope of the power increases, it will render the grantor taxable unless it is held by someone not closely associated with the grantor.”-301

d. Section 675—“This section may apply if a grantor or a nonadverse party holds merely administrative powers over the trust corpus.”-301

e. Section 677—“If the income from a trust may benefit the grantor, directly or indirectly, Congress has provided in Section 677 that the grantor may be taxed on the income.  In 1969, Congress decided that the same result should follow if the income may be used directly or indirectly for the grantor’s spouse.”-301

f. Section 678—“Under this section a third person (not the grantor), not necessarily a beneficiary, may be taxed on the income of a trust, if the grantor escapes the other grantor trust provisions and the third person has a power to obtain the income or corpus for the third person’s own benefit or has previously released or modified such a power but has retained grantor trust type dominion or control.”-302

g. Problems

C. Partnerships

1. IRC Provisions

a. Section 701 provides that a partnership is not subject to the income tax imposed by this chapter, but persons carrying on business as partners are liable for income tax only in their individual capacities.

b. Section 704(e) provides that a person shall be recognized as a partner if he owns a capital interest in the partnership where the capital interest is a material income producing factor, whether or not the interest was derived by purchase or gift.  Subsection (2) provides that where the interest is created by gift, the distributive share of the donee shall be includible in his gross income, except to the extent that such share is determined without allowance of reasonable compensation for services rendered to the partnership by the donor, AND except to the extent that the portion of such share attributable to the donated capital is proportionately greater than the share of the donor attributable to the donor’s capital.  Subsection (3) provides that an interest purchased by one member of a family from another shall be considered to be created by gift and the fair market value of the purchased interest shall be considered to be donate capital.

c. Section 1.704-1(e)(1)(iii) provides that to be recognized as a partner, a transfer must vest dominion and control in the donee.  If the transferor maintains such incidents of ownership that the transferee has not acquired full ownership, such transferee is not a partner.  Under subsection (iv), capital is a material producing factor if a substantial portion of the gross income of the business is attributable to the employment of capital in the business conducted by the partnership.  Under subsection (v) a capital interest means an interest in the assets of the partnership upon dissolution or withdrawal, and does NOT include the mere right to participate in the earnings and profits.  Subsection (2)(i) provides that the reality of the donee’s ownership is to be determined in the light of the transaction as a whole.  Subsection (2)(viii) provides that a minor child is generally not recognized as a partner unless control of the property is exercised by another person as fiduciary for the sole benefit of the child.  However, if the child is sufficiently mature, he will be treated as a partner.  Subsection 1(e)(3)(i)(b) provides that where both the donor and donee contribute to the partnership, a reasonable allowance for their contribution is permitted and they are taxed only on the income not considering the allowances.

Commissioner v. Culbertson—S.Ct., 1949

Issue: Whether “an intention to contribute capital or services sometime in the future is sufficient to satisfy the ordinary concepts of partnership, as required by the Tower case”? NO

Whether “considering all the facts—the agreement, the conduct of the parties in execution of its provisions, their statements, the testimony of disinterested persons, the relationship of the parties, their respective abilities and capital contributions, the actual control of income and the purposes for which it is used, and any other facts throwing light on their true intent—the parties in good faith and acting with a business purpose intended to join together in the present conduct of the enterprise”? Maybe—This issue must be determined on remand.
Holding: “The intent to provide money, goods, labor or skill sometime in the future cannot meet the demands of §§ 11 and 22(a) of the Code that he who presently earns the income through his own labor and skill and the utilization of his own capital be taxed therefor.”-306
Rule: “A partnership is … an organization for the production of income to which each partner contributes one or both of the ingredients of income—capital or services.”-306

“If, upon a consideration of all the facts, it is found that the partners joined together in good faith to conduct a business, having agreed that the services or capital to be contributed presently by each is of such value to the partnership that the contributor should participate in the distribution of profits, that is sufficient.”-309
2. Problems

a. (1)(a)—Yes under § 704(e)(1) because by gift.

b. (b)—Yes for the same reason.

c. (c)—Yes.

d. (d) Yes.

e. (e) No under § 1.704(e)(1)(iii) because Father retains the incidents of ownership.

f. (f) Yes.

g. (2)(a)—All are taxed on $20,000 under § 1.704-1(e)(3).

h. (b)—The Mother is taxed on $10,000, and the children on $30,000.

i. (c)—Mother is taxed on $6000 and the children on $18,000 because 2/5 of the total is NOT included as income.

D. Corporations

1. IRC Provisions

a. Section 11(a) provides that a tax is “hereby imposed” on every corporation.  The amount of such tax is the sum of: 15% if the taxable income does not exceed $50,000; 25%  if between $50-75,000; 34% if between $75,000-$10,000,000; and 35% if over $10,000,000.  If the taxable income exceeds $100,000, the amount of tax, in addition to the amount above, is increased by the lesser of 5% of such excess OR $11,750; if the taxable income exceeds $15,000,000, the tax is increased by the lesser of 3% of such excess OR $100,000.  Subsection (b)(2) provides that the amount of tax imposed by subsection (a) on the taxable income of a qualified personal service corporation shall be equal to 35% of the taxable income.

b. Section 482 provides that whenever 2 or more organizations/businesses, etc., are owned by the same interests, the Secretary may distribute, apportion, or allocate gross income, deductions, credits, or allowances between or among the organizations if he determines that doing so is necessary to prevent tax evasion.

c. Section 269A provides that if substantially all of the services of a personal service corporation are performed for 1 other corporation, AND the principal purpose for forming the personal service corporation is to evade OR avoid taxes by reducing the income or increasing deductions/credits, etc., for any employee-owner, then the Secretary may allocate all income, deductions, etc. in such a way to prevent such evasion or avoidance.  Subsection (b) defines personal service corporation as a corporation the principal activity of which is the performance of personal services and such services are substantially performed by employee-owners.  The term employee-owner means any employee who owns more than 10% of the outstanding stock of the personal service corporation.

Overton v. Commissioner—2d Cir., 1947

Issue: Whether a taxpayer’s transfer of a newly established class of stock to his wife, who would receive a substantially higher dividend than would her husband, creates taxable income for the husband? YES
Rule: “That anticipatory assignments of income, whatever their formal cloak, are ineffective taxwise is a principle too firmly established to be subject to question.”-311
Johnson v. Commissioner—Tax Court of the U.S., 1982

Issue: Whether “amounts paid by the Warriors with respect to petitioner’s services as a basketball player are income to petitioner or to the corporation to which the amounts were remitted” where petitioner was in a contract with PMSA, who licensed its rights to EST? YES
Holding: “we find petitioner, rather than PMSA or EST, actually controlled the earning of the amounts paid by the Warriors with respect to petitioner’s services.  Thus, those amounts were income to petitioner under section 61(a)(1).”-315
Rule: “An examination of the case law from Lucas v. Earl hence reveals two necessary elements befor3e the corporation, rather than its service-performer employee, may be considered the controller of the income.  First, the service-performer employee must be just that—an employee of the corporation whom the corporation has the right to direct or control in some meaningful sense….  Second, there must exist between the corporation and the person or entity using the services a contract or similar indicium recognizing the corporation’s controlling position.”-314
Borge v. Commissioner—2d Cir., 1968

Issue: Whether “the Commissioner, acting under Section 482 of the Internal Revenue Code of 1954 … properly allocated to Borge from Danica $75,000 per year from 1958 through 1961 and $25,000 for 1962”? YES
Holding: “We conclude that the Commissioner could properly have found that for purposes of Section 482 Borge owned or controlled two businesses, an entertainment business and a poultry business, and that the allocation to Borge of part of the entertainment compensation paid to the corporation was not error.”-317

“We thus conclude that the Tax Court was correct in upholding the Commissioner’s ruling that Borge controlled two separate businesses.”-318
Rule: “where one stands to achieve capital gains through an investment, any losses incurred in connection with the investment are capital losses.”-317 

“When two or more organizations, trades or businesses, whether or not incorporated, are owned or controlled by the same interests, Section 482 of the Internal Revenue Code of 1954, … authorizes the Commissioner to apportion gross income between or among such organizations, trades or businesses if he deems that apportionment is necessary clearly to reflect income or to prevent evasion of tax.”-316
2. Problem—No under Overton.  Partnership.
XVII. Deductions in Computing Taxable Income—Chapter 14

F. Business Deductions

2. Introduction

a. “deductions are spoken of as a matter of ‘legislative grace;’ and it is at least true that, as a taxpayer has no constitutional right to a deduction, a taxpayer must find a statutory provision that specifically allows the deduction claimed.”-320

b. “Under Section 63 taxable income is gross income minus the deductions provided in the statute.”-321

c. “Sections 162 (expenses), 165(c)(1) (losses), and 167(a)(1) (depreciation) all relate specifically to ‘trade or business’ activities.  In contrast Sections 165(c)(2) (losses), 167(a)(2) (depreciation), and 212(1) and (2) are all concerned with activities directed toward the ‘production of income,’ the ‘collection of income’ or ‘transactions entered into for profit’ without regard to whether the activity involved can be classified as a trade or business.”-321

d. “A third group of deductions available alike to individuals and corporations are allowed without regard to whether they have a business, or income, or profit connection.”-321

G. The anatomy of the business deduction workhorse: Section 162

1. “Ordinary and necessary”

a. Section 162(a) provides that there shall be allowed as a deduction all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business, including (1) reasonable allowance for salaries or other compensation for personal services rendered; (2) traveling expenses while away from home in the pursuit of a trade or business; and (3) rentals or other payments required to be made as a condition to the continued use or possession, for purposes of the trade or business, of property to which the taxpayer has not taken or is not taking title or in which he has no equity.  Subsection (3) also provides that members of Congress may claim up to $3000 in living expenses as a deduction.  Also, taxpayers are not be considered temporarily away from home if gone for more than 1 year.

b. Section 1.162-1(a) provides that where any ordinary or necessary expense is used for a deduction or credit under any other section, it cannot be used under § 162.  The section also gives examples of business expenses, and provides that the FULL amount of the allowable deduction for business expenses is deductible, even if such expenses exceed the gross income derived during the taxable year.

Welch v. Helvering—S.Ct., 1933

Issue: Whether “payments by a taxpayer, who is in business as a commission agent, are allowable deductions in the computation of his income if made to the creditors of a bankrupt corporation in an endeavor to strengthen his own standing and credit”? NO
2. Problems

a. (1)—No because it is not ordinary and necessary.

b. (2)—No because the money is deductible as a business expense by the employer.

3. “Expenses”

a. Section 198(a) provides that a taxpayer may elect to treat any qualified environmental remediation expense as an expense not chargeable to capital account.  Such expenditure shall be treated as a deduction.  Subsection (b)(1) provides that “qualified environmental remediation expenditure” means any expenditure otherwise chargeable to capital account which is paid or incurred in connection with the abatement or control of hazardous substances at a qualified contaminated site.  Subsection (c)(1)(A)(ii) provides that a qualified contaminated site is any area held by the taxpayer for use in trade or business or for the production of income and which is within the targeted area.  Subsection (c)(2)(A) provides that targeted area means any population census tract with a poverty rate of not less than 20%; OR a population census tract with a population of less than 2000 if more than 75% of the tract is zoned for commercial or industrial use, and such tract is contiguous to 1 or more other population census tracts meeting the requirement of clause (i); OR any empowerment zone or enterprise community; OR any site announced before Feb. 1, 1997 as being included as a brownfields pilot project of the EPA.  

b. Section 263(a) provides that no deduction shall be allowed for any amounts paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate.  BUT, this paragraph shall NOT apply to expenditures for the development of mines or deposits under § 616; research and experimental expenditures under § 174; soil and water conservation expenditures deductible under § 175; expenditures by farmers for fertilizer deductible under § 180; expenditures for removal of architectural and transportation barriers to the handicapped or elderly to which taxpayer elects to deduct under § 190; expenditures for which a deduction is allowed under § 179; or any amount expended in restoring property or in making good the exhaustion thereof for which an allowance is or has been made.

c. Section 1.162-4 provides that the cost of incidental repairs which neither materially add to the value of the property nor appreciably prolong its life may be deducted, provided that the cost basis is not increased by the amount of the expenditures.  If such repairs do appreciably prolong the life of the property, they shall be capitalized and depreciated in accordance with § 167 or charged against the depreciation reserve if such an account is kept.

d. Section 1.263(a)-2 provides examples of capital expenditures: (a) cost of acquisition, construction, or erection of buildings, etc.; (b) amounts expended on securing a copyright and plates; (c) cost of defending or perfecting title to property; (d) amount expended for architect; (e) commissions paid in purchasing securities; (f) amounts assessed and paid under an agreement between bondholders or shareholders of a corporation to be used in a reorganization of the corporation or voluntary contributions by shareholders to the capital of the corporation for any corporate purpose; and (h) the cost of good will in connection with the acquisition of the assets of a going concern.

INDOPCO, Inc. v. Commissioner—S.Ct., 1992

Issue: Whether “certain professional expenses incurred by a target corporation in the course of a friendly takeover are deductible by that corporation as ‘ordinary and necessary’ business expenses under § 162(a) of the Internal Revenue Code”? NO
Holding: “we conclude that National Starch has not demonstrated that the investment banking, legal, and other costs it incurred in connection with Unilever’s acquisition of its shares are deductible as ordinary and necessary business expenses under § 162(a).”-330
Rule: “§ 263 of the Code allows no deduction for a capital expenditure—an ‘amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate.’”-327

“deductions are strictly construed and allowed only ‘as there is a clear provision therfor.”-328

“Lincoln Savings stands for the simple proposition that a taxpayer’s expenditure that ‘serves to create or enhance … a separate and distinct’ asset should be capitalized under § 263.  It by no means follows, however, that only expenditures that create or enhance separate and distinct assets are to be capitalized under § 263.”-329

“Courts have long recognized that expenses such as these, ‘incurred for the purpose of changing the corporate structure for the benefit of future operations are not ordinary and necessary business expenses.’”-331
e. Note

1. “The Service has issued several rulings in the wake of the Indopco decision allowing deductions for advertising expenses, incidental building repairs, severance pay, employer-incurred training costs of an ongoing business, and costs incurred to clean up land and to treat groundwater that a taxpayer contaminated with hazardous waste from its business.”-332

Norwest Corporation & Subsidiaries v. Commissioner—Tax Court of the U.S., 1997

Issue: Whether “petitioner’s costs of removing asbestos-containing materials are currently deductible pursuant to section 162 or must be capitalized pursuant to section 263 or as part of a general plan of rehabilitation”? Capitalized as part of plan of rehabilitation.
Holding: “we hold that the costs of removing the asbestos-containing materials must be capitalized because they were part of a general plan of rehabilitation and renovation that improved the Douglas Street building.”-338
Rule: “Section 263 requires taxpayers to capitalize costs incurred for permanent improvements, betterments, or restorations to property.  In general, these costs include expenditures that add to the value or substantially prolong the life of the property or adapt such property to a new or different use.  Sec. 1.263(a)-1(b), Income Tax Regs.  In contrast, section 162 permits taxpayers to currently deduct the costs of ordinary and necessary expenses (including incidental repairs) that neither materially add to the value of property nor appreciably prolong its life but keep the property in an ordinarily efficient operating condition.  See sec. 1.162-4, Income Tax Regs.”-333

“the taxpayer bears the burden of proving its right to a claimed deduction.  Rule 142(a)….”-333

“if the improvements were made to ‘put’ the particular capital asset in efficient operating condition, then they are capital in nature.  If, however, they were made merely to ‘keep’ the asset in efficient operating condition, then they are repairs and are deductible.”-333

The test for determining when an expenditure is capital, articulated in Plainfield-Union Water Co. v. Commissioner, involves “comparing the value, use, life expectancy, strength, or capacity of the property after the expenditure with the status of the property before the condition necessitating the expenditure arose.”-333

“Expenses incurred as part of a plan of rehabilitation or improvement must be capitalized even though the same expenses if incurred separately would be deductible as ordinary and necessary.”-334
f. Problems

4. “Carrying on” business

a. Section 195 provides that, except as otherwise provided, no deduction shall be allowed for start-up expenditures.  Such expenditures may be treated as deferred expenses, which shall be allowed as a deduction prorated equally over such period of not less than 60 months as may be selected by the taxpayer.  Where a trade or business is completely disposed of by the taxpayer before the end of the period to which paragraph (1) applies, any deferred expenses attributable to such trade or business not allowed as a deduction above, may be deducted under § 165.  Start up expenditure is defined as any amount paid or incurred with respect to investigating the creation or acquisition of a business, creating an active trade or business, or any activity engaged in for the production of income in anticipation of such activity becoming a trade or business.

b. Section 262 provides that except as otherwise provided, no deduction shall be allowed for personal, living, or family expenses.  The amount paid for the 1st telephone line in any residence shall be treated as a personal expense.

c. Section 1.162-6 provides that a “professional man” may claim deductions for automobile expenses used in making professional calls, dues for professional societies, subscriptions to professional journals, rent paid or accrued for office rooms, cost of fuel, light, water, telephone, etc. in offices, and the hire of office assistance.  Also, amounts paid for books, furniture, and professional instruments and equipment, the useful life of which is short, may be deducted.

Morton Frank—Tax. Ct. of the U.S., 1953

Issue: Whether “the petitioners are entitled to deduct traveling expenses and legal fees [incurred as they traveled across the country looking to buy a radio station or newspaper] in the amount of $5,965 in the taxable year”? NO
Holding: “The travel expenses and legal fees spent in searching for a newspaper business with a view to purchasing the same cannot be deducted under the provisions of section 23(a)(1), Internal Revenue Code.”-340
Rule: If a taxpayer has no “home” in the conventional sense, he cannot deduct traveling expenses as ordinary and necessary to a business or the establishment of a business.-340

d. Notes

1. “The Tax Court has … distinguished Frank in situations where the taxpayer has proceeded beyond an initial investigation stage and has entered a transactional stage, [which is] where the preliminary investigation has led to the decision to purchase a specific business, but further investigation of the business continues.  If subsequent developments compel the taxpayer to abandon the venture prior to engaging in it, this is not necessarily a bar to a deduction of such transactional stage expenses, but the deduction claimed should be for a loss on a transaction entered into for profit allowed by Section 165(c)(2), not a business expense under Section 162.”-341

2. “the taxpayer must actually enter a trade or business successfully to elect Section 195.”-341

3. “Eligible expenditures thus include both ‘investigatory costs’ incurred before reaching a final decision to acquire or enter into a business … and ‘start up’ costs incurred after a decision to establish a business but before the business begins operation….  However, the statute specifically provides that amounts deductible under Sections 163 (interest), 164 (taxes), and 174 (research expenses) do not constitute start-up expenditures.  As such, these expenses need not be amortized but instead may be deducted currently to the extent allowable under the respective sections.”-342

4. “Section 195 … provide[s] that all start up expenditures must be either amortized over the requisite period or capitalized and treated as nondeductible expenditures, i.e., in no event ‘expensed.’”-342

5. “Section 195(b)(2) provides that where a business is completely disposed of prior to the completion of the amortization period, any start up expenditures not previously deducted may be deducted to the extent provided in Section 165.”-342

6. “Though Section 195 clarifies the extent to which start up expenses may be deducted, it has no application to an individual having employee status with respect to the deduction of expenses incurred in seeking new employment.”-343
7. “Now a person who has never before ‘carried on’ a particular trade or business as an employee or otherwise, may be permitted a deduction for expenses incurred in entering that trade or business.”-343

8. “In Hundley, the petitioner who later became employed as a major league baseball player, was earlier taught the tools of his trade by his father, a former semi-professional baseball player.  As compensation for those services, it had been agreed that the petitioner (son) would pay his father fifty percent of any bonus that might be paid to the petitioner under the terms of a professional baseball contract if one should later be signed.  The petitioner eventually signed a bonus contract with a professional baseball club and paid one half of the bonus to his father.  The Tax Court found that this expense was not paid or incurred prior to petitioner’s entering into the business of baseball, because the payment of compensation to the father was not due or incurred or payable until the petitioner was engaged in the business of baseball.  The court concluded that the payments made under the terms of the agreement were paid for services actually rendered in carrying on a trade or business and thus were deductible.”-343

9. “A prolonged length of time away from one’s usual employment is a factor that may be considered in determining one is no longer carrying on that employment as a trade or business.  In James D. Protiva, the Tax Court held that the petitioner was not entitled to deduct the cost of newspaper advertisements that were unsuccessful in locating him a new teaching position.”-344

10. “The Tax Court also denied a taxpayer a deduction for education expenses where over a four year period up to the time of litigation, the taxpayer did no teaching while obtaining a graduate degree.”-344

11. “Revenue Ruling 75-120 [provides that the treasury] will not allow deductions under Section 162 for expenses incurred by individuals who have been unemployed for such a period of time that there is a substantial lack of continuity between their past employments and their endeavors to find new employments, but the length of time necessary to establish this substantial lack of continuity remains uncertain.”-344

12. “Another factor bearing on whether an unemployed person is in a trade or business is the length of time one has been employed before becoming unemployed….  [I]n Albert Ruehmann, III, a law student who had passed his state’s bar examination and had worked as an attorney for only three months with a law firm was … held to be carrying on a trade or business when he went back to graduate school.  In contrast, an engineering student [in Barry Reisine] who worked for a year after graduation prior to doing graduate work in engineering was found not to have entered a trade or business that he could be carrying on to make his education expenses deductible.”-344

13. “Even if it is clear an individual is engaged in a trade or business, question may be raised under Section 162 whether one’s expenses were incurred in carrying on that trade or business, which of course they must be to be deductible.”-344

14. In Leonard F. Cremona, “the Treasury conceded that an employee’s expenses in seeking employment elsewhere but in the same trade are deductible whether or not successful.”-345

15. “The courts have taken the position that in the case of a position obtained by public election, the incumbent’s trade or business is concluded at the end of the elective term.  Under this view, election and re-election expenses are not differentiated, and neither is deductible.”-345

16. “The Commissioner seeks to distinguish political campaign expenses from other employment seeking expenses in Revenue Ruling 75-120 and continues successfully to challenge the deductibility of campaign expenses.”-345

17. “In contrast, Rev.Rul. 71-470 properly allows a deduction for expenses incurred in fighting a recall procedure which would have removed a judge from office, obviously keeping her from carrying on her judicial duties.”-345

18. Problems

H. Specific business deduction

1. “Reasonable” salaries

a. Section 162(m) provides that for publicly held corporations, no deduction shall be made for employee remuneration with respect to any covered employee to the extent that such remuneration exceeds 1,000,000.  Publicly held corporation is defined as any corporation issuing any class of common stock registered under section 12 of the Securities Exchange Act of 1934.  Covered employee means any employee who is the chief executive officer, or acting CEO, OR one of the 4 highest compensated officers other than the CEO.  The term applicable employee remuneration does NOT include any remuneration made on a commission basis; any remuneration based on the attainment of any performance goal, subject to certain restrictions.

b. Section 280G provides that no payment shall be made for any excess parachute payment.  Such payments are “excess” if (a) contingent on some change in ownership or control of the corporation; and (b) the amount of the parachute is equal to 3 times the base amount of compensation for the employee.  The term parachute payment shall include any payment to a disqualified individual if such payment is made pursuant to an agreement which violates any generally enforced securities laws or regulations.  The term “base amount” means the person’s annualized individual compensation.  The amount treated as a parachute payment shall NOT include any amount earned on or after the date of change, and the amount considered a parachute payment shall be reduced by the portion the taxpayer proves by clear and convincing evidence is reasonable compensation for personal services actually rendered before the change.

c. Section 1.162-7 provides that  there may be included in the expenses paid for carrying on a business a reasonable allowance for salaries or other compensation for personal services actually rendered.  “The test of deductibility … is whether they are reasonable and are in fact payments purely for services.”  

d. Section 1.162-8 provides that tax liability of the recipient with respect to any amount received as compensation, but not allowed to be deducted by the payor, will depend on the circumstances of each case.

e. Section 1.162-9 provides that bonuses to employees will constitute allowable deductions from gross income when such payments are made in good faith and as additional compensation for services actually rendered by the employees, provided such compensation, when added together, is not unreasonable.  Donations to employees which are not compensation are not deductible from gross income.

Harolds Club v. Commissioner—9th Cir., 1965

Issue: Whether the contract entered into by Raymond and his sons was a “free bargain,” and justifies the P’s deduction of Raymond’s salary? NO
Rule: “contingent compensation … should be allowed as a deduction even though it may prove to be greater than the amount which would ordinarily be paid, if paid pursuant to a ‘free bargain’ between the employer and the individual, and if the contract for compensation was reasonable under the circumstances ‘existing at the date when the contract for services was made.’”-348

“The question of whether [a] compensation agreement resulted from a ‘free bargain,’ is one of fact.  In determining that question all circumstances bearing upon the ability of the employer to exercise a free and independent judgment are relevant.”-349

“Under section 162(a)(1) of the 1954 Code, only ‘reasonable’ compensation is made deductible.”-351
f. Notes

1. “The Tax Reform Act of 1984 let the air out of the golden parachutes by adding to the Code Section 280G which prohibits a Section 162 deduction tot he payor corporation for excess parachute payments and by tagging the recipient of such payments with a 20 percent excise tax in addition to income and social security taxes.”-352

2. “A parachute payment is any payment in the nature of compensation made to a ‘disqualified’ individual.  A disqualified individual is an employee, independent contractor or other person specified in regulations who performs personal services for the corporation and who is an officer, shareholder, or highly compensated individual of such corporation.”-352

3. “A disqualified individual’s base amount is essentially the average annual income received from the corporation for the five years preceding the taxable year in which the contingency occurs.”-352

4. “If a parachute payment meets the threshold requirements above, then to the extent that the payment in any year exceeds the individual’s base amount (not three times that amount) the excess is presumed to be an unreasonable amount of compensation.  The payor can rebut, through clear and convincing evidence, the presumption of unreasonableness for payments for (1) personal services to be rendered on or after the date of the change in ownership or control or (2) personal services actually rendered before the date of the change in ownership or control.  To the extent that the taxpayer fails to rebut the presumption that the payment is unreasonable compensation, the Section 162 deduction is disallowed.”-353

5. “The first type of corporation from which an exempt payment can be made is one that was, immediately before the change in control, a small business corporation as defined in Section 1361(b).  The second type of corporation from which an exempt payment can be made is one which has no stock, immediately before the change in control, readily tradable on an established securities market.”-353

6. “The section also provides an exemption from the golden parachute rules for payments from: (1) a qualified pension, profit-sharing, or stock bonus plan described in Section 401(a), (2) a qualified annuity plan described in Section 403(a), (3) a simplified employee pension, as defined in Section 408(k), or (4) a simple retirement account described in Section 408(p).  Such payments are not taken into account in determining whether a payment exceeds three times the base amount.”-353

7. The taxpayer received $400,000 and his basis was $100,000.  “Assume that the taxpayer by clear and convincing evidence establishes that reasonable compensation for services compensated for by the parachute payment totals $150,000.  Under the Act, excess parachute payments equal $250,000 ($300,000 less ($150,000 less $100,000)).  If, in the above example, payments contingent on the change in ownership or control totaled $290,000, the provisions of the Act would not apply.  In that case, those payments would not equal or exceed $300,000 (3 times the base amount).”-354

8. Note

A. “Congress has imposed a $1 million ceiling on the amount of compensation (either cash or other remuneration) that a publicly held corporation may deduct in any year as remuneration for services performed by a covered employee.”-354

B. “Certain types of compensation are not taken into account in computing the $1 million ceiling: compensation paid on commission basis; compensation paid solely on account of attainment of performance goals (if certain outside director and shareholder requirements are met); amounts that are excluded from the recipient’s gross income (including payments to a qualified retirement plan); and payments under a binding contract in effect on February 17, 1993.  The $1 million ceiling does not modify the Section 162(a)(1) requirement that compensation must be reasonable in order to be deductible; thus compensation of less than $1 million may not be deductible.”-355

9. Problems

2. Travel “away from home”

a. Section 274(n)(1) provides that the amount allowable under this chapter as a deduction for any expense for food or beverages, and any item dealing with entertainment/amusement/recreation shall not exceed 50 percent of the amount of such expense which would be allowable as a deduction under this chapter.

b. Section 1.162-2 provides that traveling expenses include travel fares, meals and lodging, etc.  Only those expenses reasonable and necessary in the conduct of the taxpayer’s business and directly attributable to it may be deducted.  If a taxpayer travels to a destination where he engages in both personal and business activity, travel expenses will be deductible only if the trip is related primarily to the taxpayer’s business.  In determining whether the trip is primarily personal, the amount of time spent on personal versus business activity is important.  Expenses incurred in attending a convention may constitute ordinary and necessary business expenses under § 162 depending on the circumstances.  The determination will depend on the relationship between the taxpayer’s business and the convention.  IF the convention is for political, social, or other purposes not related to his business, the expenses are not deductible.

c. Section 1.262-1(b)(5) provides that expenses incurred in traveling away from home and any other transportation expenses are not deductible unless they qualify as expenses deductible under § 162 and paragraph (d) of § 1.162-5, § 170, § 212, § 213(e), or § 217(a).  The taxpayer’s costs of commuting to or from work are personal expenses that are not deductible.

Rosenspan v. U.S.--2d Cir., 1971

Issue: Whether expenses incurred by a traveling jewelry salesman are deductible under § 162(a)(2) if the salesman had no permanent home? NO
Rule: In Flowers, the Court set for the rule for determining whether a traveling expense deduction may be made: “(1) The expense must be a reasonable and necessary traveling expense, as that term is generally understood.  This includes such items as transportation fares and food and lodging expenses incurred while traveling; (2) The expense must be incurred ‘while away from home’; (3) The expense must be incurred in pursuit of business.  This means that there must be a direct connection between the expenditure and the carrying on of the trade or business of the taxpayer or of his employer.  Moreover, such an expenditure must be necessary or appropriate to the development and pursuit of the business or trade.”-359

“Living expenses paid by a single taxpayer who has no home and is continuously employed on the road may not be deducted in computing net income.”-357
Andrews v. Commissioner—1st Cir., 1991

Issue: Whether the Tax Court erred in holding that the P had 2 homes in 1984, thereby precluding application of the business expense deductions? YES
Holding: “we hold that the Tax Court erred in determining that Andrews had two ‘tax homes’ in this case.”-366
Rule: “travel expenses are deductible only if: (1) ‘reasonable and necessary’; (2) ‘incurred ‘while away from home’’; and (3) incurred ‘in pursuit of business.’”-366

“whether it is held in a particular decision that a taxpayer’s home is his residence or his principal place of business, the ultimate allowance or disallowance of a deduction is a function of the court’s assessment of the reason for a taxpayer’s maintenance of two homes….  The exigencies of business rather than the personal conveniences and necessities of the traveler must be the motivating factors.”-367

“a taxpayer who is required to travel to get to a place of secondary employment which is sufficiently removed from his place of primary employment is just as much within the [travel expense deduction] provision as an employee who must travel at the behest of his employer.”-368

“The guiding policy must be that the taxpayer is reasonably expected to locate his ‘home,’ for tax purposes, at his ‘major post of duty’ so as to minimize the amount of business travel away from home that is required; a decision to do otherwise is motivated not by business necessity but by personal considerations, and should not give rise to greater business travel deductions.”-369
d. Problems

3. Necessary rental and similar payments

a. Section 1.162-11 provides that if a leasehold is acquired for business purposes for a specified sum, the purchaser may take as a deduction in his return an aliquot (fractional) part of such sum each year, based on the number of years the lease has to run.  Taxes paid by a tenant to or for the landlord constitute a deductible item for the tenant and taxable income to the landlord.

Starr’s Estate v. Commissioner—9th Cir., 1959

Issue: Whether the Tax Court erred in holding that the P had contracted to purchase, not lease, the sprinkler system in question, thereby precluding the P’s attempted rental deductions? NO
Rule: “for tax purposes form can be disregarded for substance and, where the foreordained practical effect of the rent is to produce title eventually, the rental agreement can be treated as a sale.”-372

White v. Fitzpatrick—2d Cir., 1951

Issue: What are “the tax consequences of a formal gift of certain income-producing properties by the husband to his wife coupled with the informal retention of administrative control—the transfer, in effect, of the right to receive income and the retention of those complex of ‘use rights’ which are usually compressed in the term ‘ownership’”?
Holding: “Since here we find no evidence of a potential exercise of ‘control and management’ on the part of the donee, only of ‘passive acquiescence to the will of the donor,’ … since the transaction is in all practical respects a ‘mere paper reallocation of income among the family members,’ … and since the husband has remained the actual enjoyer and owner of the property, payments to the wife do not constitute valid business deductions within the statute.”-378
Rule: “Assignment and gift cannot be divorced for tax purposes from their accompanying agreements whereby the husband retained dominion.”-375

“direct control, when fused with the indirect control which we must imply from a formal but unsubstantial assignment within the closed family group displaying no obvious business purpose, renders the assignment ineffective for federal tax purposes.”-377

The three factors determining attributability of income to the settlor (grantor or donor) of a family trust are: (1) whether the settlors retained reversionary interests; (2) whether they retained dispositive power over either corpus or income; and (3) whether administrative control was exercisable primarily for the benefit of the settlors.-377

“whether or not there existed as part of the arrangement a ‘bona fide intent’ to have the donee exercise a real part in management, thus giving a final blessing to the doctrine that ‘true ownership’ is decisive in matters of federal taxation.”-378

b. Note

1. “an alleged transfer and leaseback that lacked reality, possibly shown to be a sham by unrealistic rental payments, could properly be disregarded merely by refusing to exalt form over substance.”-381

2. “assignments of interests in corporate businesses which are mere sham and lack substance are not accorded recognition.”-382

3. “In Mathews, fusing the gift and the lease agreement, the Fifth Circuit has found a lack of necessity for the rental payments in the absence of any ‘business purpose’ for the arrangement.”-382

4. Expenses for education

a. Section 274(m)(2) provides that no deduction shall be allowed under this chapter for expenses for travel as a form of education.

b. Section 1.162-5(a) provides that expenditures made by an individual for education which are not expenditures of a type described in paragraphs (b)(2) or (3) are deductible as ordinary and necessary business expenses if the education: (1) maintains or improves skills required by the individual in his employment or trade or business; OR (2) meets the express requirements of the individual’s employer, or applicable law or regulations, imposed as a condition of maintaining an established employment relationship, status, or rate of compensation.  Subsection (b)(1) provides that the expenditures for education in paragraphs (2) and (3) are not deductible EVEN IF they improve skills required by an employer.  Subsection (2) provides that expenditures for education which is required to meet the minimum educational requirements of the employer is NOT deductible.  Subsection (3) provides that expenditures for education which is part of a program of study which will lead to the individual’s qualification for a NEW trade or business is NOT deductible.  Subsection (c) provides that acceptable expenditures for education maintaining or improving the taxpayer’s skills include: refresher courses or courses dealing with new developments in the area, etc.  The taxpayer may deduct the education expenditures if they satisfy the conditions above AND the employer imposes such requirements for a bona fide business purpose.  Subsection (e) provides that if an individual travels away from home to obtain education the expenses of which are deductible under this section, those expenditures are deductible, but only if the primary purpose of the travel is educational, using the same analysis for business trips in § 162.

Hill v. Commissioner—4th Cir., 1950

Issue: “Was the taxpayer correct in deducting those expenses as ordinary and necessary expenses incurred in carrying on her trade or business?” YES
Holding: “Our conclusion is that the expenses incurred by the taxpayer here were incurred in carrying on a trade or business, were ordinary and necessary, and were not personal in nature.”-389
Rule: “to be deductible as a business expense the item must be—(a) ‘paid or incurred’ within the taxable year; (b) incurred in carrying on a ‘trade or business’; and (c) both ‘ordinary and necessary.’  As a corollary, the expenses must not be personal in their nature.”-386
Coughlin v. Commissioner—2d Cir., 1953

Issue: Whether the P’s expenses incurred for a professional conference on federal taxation are deductible as ordinary and necessary business expenses in the practice of his profession, even though he was not required to attend? YES
Rule: Expenses are deductible under section 23(a)(1)(A) if they are “directly connected with” or “proximately resulted from” the practice of one’s profession.  If it is usual for others in one’s profession to incur such expenses, then such expenses are ‘ordinary.’  If such expenses were made in the pursuit of appropriate and helpful educational pursuits, then such expenses are ‘necessary.’-390
c. Problems

D. Miscellaneous Business Deductions


1. Introduction

a. Section 274(a) provides that no deduction shall be allowed for entertainment expenditures unless the item was directly related to, or, in the case of an item directly preceding or following a substantial and bona fide business discussion that such item was associated with, the active conduct of the taxpayer’s trade or business, OR with respect to a facility used in connection with an activity referred to in subparagraph (A).  Dues or fees to any social, athletic, or sporting club shall be treated as items with respect to facilities; an activity described in § 212 shall be treated as a trade or business; in the case of a club, a deduction will not be permitted unless the taxpayer establishes that it was used PRIMARILY for the furtherance of the taxpayer’s trade or business.  Amounts paid for dues or membership in any club organized for business, pleasure, recreation, or other social purpose are NOT deductible.

b. Section 274(d) provides that substantiation [regarding amount, time and place, business purpose, and business relationship to the taxpayer of persons entertained] is required for any traveling expense, for any item generally considered to constitute entertainment, any expense for gifts, or with respect to any listed property.

c. Section 274(e) provides that subsection (a) shall not apply to food or beverages furnished on the business premises of the taxpayer primarily for employees; any expenses for goods or services treated as compensation for employees; expenses paid or incurred by the taxpayer, in connection with the performance by him of services for another person under a reimbursement or other expense allowance arrangement with such other person.  Expenses for recreational, social, or similar activities primarily for the benefit of employees except highly compensated employees.

d. Section 274(k) provides that no deduction shall be allowed for the expense of any food or beverages unless the expense is not lavish or extravagant under the circumstances, and the taxpayer is present at the furnishing of such food or beverages.

e. Section 274(l) provides that in determining the amount allowable as a deduction for tickets, the amount deducted shall not exceed the face value of the ticket.  BUT this section shall not apply to any ticket for any sports event organized for the purpose of benefiting an organization that is tax exempt, all of the net proceeds of which are contributed to the organization, and which utilizes only volunteers for substantially all of the work performed in carrying out the event.  For skyboxes, the amount deductible is limited to the face value of “non-luxury box seat tickets.”

f. Section 274(n) provides that only 50% of any expenditure for food or beverages or any item generally considered to constitute entertainment may be deducted.

g. Section 1.162-20(a)(2) provides that expenditures for advertising are generally deductible as ordinary and necessary business expenses provided the expenditures are related to future patronage.  Expenditures which present views on social, financial, economic, or other subjects of a general nature are similarly deductible.

h. Section 1.274-2(a) provides that no deduction shall be allowed for any expenditure with respect to entertainment unless the taxpayer establishes the expenditure was DIRECTLY related to the active conduct of the trade or business; or for expenditures made directly preceding or following a bona fide business discussion, that the expenditures are associated with the active conduct of the taxpayer’s trade or business.  Membership or dues for any club will generally not be deductible unless for non-entertainment oriented business leagues, trade associations, chambers of commerce, boards of trade, real estate boards, professional organizations, and civic or public service organizations.

i. Subsection (c) provides that “directly related to the active conduct of trade or business” means: taxpayer had general expectation of deriving financial benefit; taxpayer actively engaged in business meeting or other transaction; the principal character of the combined business and entertainment was related to the active conduct of trade or business; the expenditure was allocable to the taxpayer AND a person or persons with whom the taxpayer engaged in business or would have engaged in business.  Expenditures shall be considered directly related to business if made in a clear business setting directly in furtherance of taxpayer’s trade or business.  But where the expenditures occurred under circumstances with little or no possibility of engaging in business, such expenditures are not directly related.

j. Subsection (d) provides that “associated with the active conduct” of business means the taxpayer can show that he had a clear business purpose in making the expenditure, such as obtaining new business or encouraging the continuation of old business.

k. “The question of substantiation was raised in the case of Cohan v. Commissioner, in which the actor, George M. Cohan, attempted to deduct large unsubstantiated travel and entertainment expenses.  The Second Circuit instructed that in such cases the trial court should approximate the expenses stating: … the Board should make as close an approximation as it can, bearing heavily if it chooses upon the taxpayer whose inexactitude is of his own making….  It is not fatal that the result will inevitably be speculative; many important decisions must be such.”-393

l. “Prior to 1962, the Cohan rule was often applied to allow some deduction in the absence of proof.”-393

m. “the effect of current Section 274 is to narrow the scope of Section 162 with respect to expenses for business meals, entertainment, gifts, employee awards, and travel by imposing some limitations and requiring substantiation.  Section 274 imposes two principal limitations on the deductibility of business meals and entertainment.  First, to the extent that such expenses (including the cost of facilities used in connection with entertainment) are otherwise deductible after any other statutory limitations, … Section 274(n)(1) places another restriction on the deduction allowing only 50 percent of the otherwise deductible amount.  The 50 percent limitation extends to all deductible meals, not just business meals; although there are some exceptions.  Second, Section 274 also provides that expenses related to any business meals or entertainment, amusement, or recreational activity are deductible, only if the meal or activity is ‘directly related to’ or ‘associated with’ the taxpayer’s trade or business….  Essentially, the phrase ‘directly related to’ requires that business go on during the entertainment for which an expense deduction is claimed (sales pitch during the ball game?); and the phrase ‘associated with’ requires that the entertainment have a business purpose and either immediately precede or follow a bona fide business discussion (lunch and ball game after office conference?).”-394

n. “Most business meals generate deductible expenses only if they are not ‘lavish or extravagant’ and only if the deducting taxpayer or an employee of the taxpayer is present at the meal.”-394

o. “It is the Service’s position that the portion of the taxpayer’s meal which exceeds the amount which taxpayer would have normally spent is deductible; however, the Service applies the Sutter doctrine ‘only to abuse cases where taxpayers claim deductions for substantial amounts of personal living expenses.’”-395

p. “the regulations under Section 274 allow the taxpayer to deduct spouse’s expenses if they are closely connected to the business activity.”-395

q. “expenses respecting entertainment facilities are now non-deductible.”-395

r. “The 1993 legislation specifically precludes any deduction for dues to any club organized for business, pleasure, recreation, or other social purpose.”-396

s. “expenses of facilities to the extent used in business for non-entertainment purposes remain deductible.”-396

t. “although expenditures for entertainment facilities (including club dues) are not deductible, nevertheless entertainment activities related to the use of such facilities remain 50 percent deductible if the rules for deduction of entertainment activity expenditures are satisfied.”-396

u. “In the 1986 legislation, the cost of leases on skyboxes for more than one event was made nondeductible.  Deductibility of 50 percent of the regular seat cost continues, subject of course to the usual general restraints.”-396

v. “subsection (d) of Section 274 … imposes substantiation requirements with respect to expenditures that are allowable as deductions.”-396

w. “A common deduction for employees is the cost of obtaining and maintaining their uniforms.  Deductions for uniforms are allowed only if ‘(1) the uniforms are specifically required as a condition of employment and (2) are not of a type adaptable to general or continued usage to the extent that they take the place of ordinary clothing.”-397

x. “The Treasury takes the position that uniforms of military personnel are for general use and generate no deductions, but recognizes an exception for uniforms of reservists that are worn only occasionally and also for swords, which can hardly be considered available for general use.”-398

y. “Generally advertising expenses of a business are deductible in the year in which they are incurred or paid even though the benefits may extend over several years….  Generally, the cost of advertising in magazines, television, and sports programs is currently deductible….  Contributions directly or indirectly to political candidates and political parties are not allowed as deductions.”-398

z. “In general dues paid to organizations directly related to one’s business are deductible under Section 162.”-398

aa. “Over the years, Congress has tightened the rules on deductions for lobbying expenses and such expenses are now generally nondeductible.”-398

ab. “The limitation is inapplicable to business related costs incurred in: influencing legislation at the local level (city and county governmental units); in house lobbying expenses if such expenses do not exceed $2000 in any year; and lobbying expenses incurred by professional lobbyists directly on behalf of another person.”-399

ac. Problems

3. Business losses

a. Section 165(c)(1) provides that in the case of an individual, the deduction under subsection (a) shall be limited to losses incurred in a trade or business.

b. Section 280B provides that in the case of the demolition of any structure, no deduction otherwise allowable under this chapter shall be allowed to the owner or lessee of such structure for any amount expended for such demolition, OR any loss sustained on account of such demolition; and amounts described in paragraph (1) shall be treated as properly chargeable to capital account with respect to the eland on which the demolished structure was located.

c. “If a transaction or event produces a ‘loss’, the threshold question whether the loss may be deductible must always be answered on the basis of the rules in Section 165.  It is the Code’s central switchboard for all losses.”-400

d. “Section 165(c)(1) permits the deduction by an individual of any loss ‘incurred in a trade or business.’”-400

e. “only ‘realized’ losses are taken into account.”-400

f. “To be deductible, a loss must be evidenced by a closed and completed transaction, such as a sale, or fixed by an identifiable event, such as a fire.”-400

g. “if D had a $6000 adjusted basis for his boat and it had a $10,000 value before the storm and its value after the storm (uncompensated by insurance) is $7000 D has a $3000 loss.  If the uninsured boat is totally destroyed D would have a $6000 loss.  In the latter case, if D recovered $4000 of insurance for the boat his loss would be limited to $2000.  Finally, if the boat were fully insured, D’s recovery of $110,000 of insurance would result in a $4000 casualty gain.”-401

h. “If the Section 165(c)(1) losses incurred in a business during the year, along with its other expenses, exceed its income, the business will be unprofitable and the owner will have an overall business loss for the year.  The business loss can be deducted against other types of income such as income from investments, other businesses, or salaries.  If one has a business loss and no other income (or if the business loss exceeds one’s other income) so that the loss cannot be fully utilized to reduce taxable income, the person will get the benefit of a net operating loss carryback or carryover to another taxable year.”-401

i. “Now under Section 280B, whether the property was newly acquired or held for some time even for varying purposes, the taxpayer is denied a loss deduction for the structure and denied any deduction for expenses incurred in the demolition.”-402

XVIII. Deductions for Profit-Making, Nonbusiness Activities—Chapter 15

A. Section 212 Expenses

1. Section 212 provides that for individuals, there shall be allowed as a deduction ALL the ordinary and necessary expenses paid OR incurred during the taxable year: (1) for the production OR collection of income; (2) for the management, conservation, or maintenance of property held for the production of income; OR (3) in connection with the determination, collection, or refund of ANY tax.

2. Section 274(h)(7) provides that no deductions may be allowed, under § 212, for expenses arising from a convention, seminar, or similar meeting.

3. Section 1.212-1(g) provides that fees for the services of investment counsel, custodial fees, clerical help, office rent, and similar expenses incurred by the taxpayer ARE deductible under § 212 IF (1) paid or incurred for the production or collection of income or for the management, conservation, or maintenance of investments held for the production of income; and (2) they are ordinary and necessary in the circumstances considering the type of investment and the relation of the taxpayer to the investment.

4. Section 1.212-1(k) provides that expenses paid or incurred in defending or perfecting title to property, recovering property, or developing or improving property, constitute a part of the cost of the property and are NOT deductible.  However, to the extent that any suit is for the purpose of collecting rent or lease payments from property, such expenses may be deductible.

5. Section 1.212-1(l) provides that expenses paid or incurred in the collection, determination, or refund of any tax ARE deductible, including expenses in connection with contesting tax liability.

6. Section 1.212-1(m) provides that an expense, not otherwise deductible, paid or incurred in determining or contesting tax liability does NOT become deductible by reason of the fact that property held by him for the production of income may be required to be used or sold for the purpose of satisfying such liability.

7. Section 1.262-1(b)(7) provides that generally, attorneys fees paid in connection with a divorce, by either spouse, are NOT deductible, but that part of the attorneys fees attributable to the production of income (alimony, maintenance payments) ARE deductible by the WIFE only.

Higgins v. Commissioner—S.Ct., 1941

Issue: Whether salaries and expenses paid or incurred in the management of investments, where such activity constitutes the taxpayer’s primary source of income, are deductible under § 23(a) of the Revenue Act of 1932, which permits deductions for all the ordinary and necessary expenses paid or incurred in any trade or business”? NO
Rule: Section 23(a) provides that “In computing net income there shall be allowed as deductions … all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business.”-443

“Unless the administrative practice is long continued and substantially uniform in the Bureau and without challenge by the Government in the Board and courts, it should not be assumed, from rulings of this class, that Congressional reenactment of the language which they construed was an adoption of their interpretation.”-445

“To determine whether the activities of a taxpayer are ‘carrying on a business’ requires an examination of the facts in each case.”-445

The IRS and the Board of Tax Appeals’ determinations on this matter will be deferred to in the case of ambiguity.-445
Bowers v. Lumpkin—4th Cir. 1944

Issue: Whether expenses incurred in litigation are deductible under § 121(a) where the taxpayer was forced to defend a purchase of investment property in court? NO
Rule: Deductions are allowed, “In the case of an individual, [with respect to] all the ordinary and necessary expenses paid or incurred during the taxable year for the production or collection of income, or for the management, conservation, or maintenance of property held for the production of income.”-448
Surasky v. United States—5th Cir. 1963

Issue: Whether a $17,000 expenditure made in connection with a proxy campaign, where the campaign is undertaken to increase the value of the taxpayer’s stock, is allowable as a deduction under § 212 for ordinary and necessary expenses for non-business purposes? YES
Rule: “we think it immaterial whether the expenditure is directed towards an effort to prevent the loss or dilution of an equity interest or to cause an enhancement or increase of the equity value, as was the undoubted purpose in the case before us.”-455
Revenue Ruling 64-236

Rule: “proxy fight expenditures are deductible by a stockholder under section 212 of the Internal Revenue Code of 1954, if such expenditures are proximately related to either the production or collection of income or to the management, conservation or maintenance of property held for the production of income.”

“Internal Revenue will not, however, follow this decision to the extent that the court in its opinion indicates that to be deductible proxy fight expenditures need not be proximately related to either the production or collection of income or to the management, conservation, or maintenance of property held for the production of income.”-455

Meyer J. Fleischman—Tax Court of the U.S., 1966

Issue: Whether “petitioner is entitled to deduct $3000 in legal expenses incurred in defending his wife’s suit to set aside an antenuptial agreement”? NO
Holding: “We hold that he is barred from deducting these expenses by section 262 of the Internal Revenue Code of 1954 and the decision of the Supreme Court in United States v. Gilmore.”-457
Rule: “The Supreme Court [in Gilmore has held] that deductibility depended upon the origin and nature of the claim giving rise to the legal expenses, rather than upon the consequences of such a claim to income producing property.”-460

“A suit against a taxpayer must be directly connected with or proximately result from his business before it is a business expense.”-460

“The claim against the property in a divorce suit arises only from the marital relationship and is therefore personal.  The wife’s rights, if any, must have their source in the marriage.”-460

“This Court has made it clear that the wife’s deduction under section 212(1) is limited to expenses incurred in obtaining alimony includable in her gross income.  There is no deduction for expenses related to property claims, even when incurred by the wife.”-461
8. Problems

B. Charges Arising Out of Transactions Entered Into for Profit

1. Sections 121(a) and (d)(6), and 212 are reproduced above.

2. Section 165(a) provides that there shall be allowed as a deduction ANY loss sustained during the taxable year and not compensated for by insurance or otherwise.  Subsection (b) provides that the basis for determining the amount of the deduction for any loss shall be the adjusted basis provided in § 1011 for determining the loss from the sale or other disposition of property.  Subsection (c)(2) provides that in the case of an individual, the deduction shall be limited to losses incurred in any transaction entered into for profit, though not connected with a trade or business.

3. Section 167(a)(2) provides that there shall be allowed as a depreciation deduction a reasonable allowance for the exhaustion, wear and tear of: property used in the trade or business; OR property held for the production of income.

4. Section 168(a) provides that the depreciation deduction provided by § 167(a) shall be determined by using: (1) the applicable depreciation method; (2) the applicable recovery period; and (3) the applicable convention.

5. Section 1.165-9(b) provides that if property purchased by a taxpayer is, prior to its sale, rented or otherwise appropriated for income producing reasons, and is used for such reasons up to the time of sale, a loss sustained on the sale is deductible under § 165(a).  The loss allowed shall be the excess of the adjusted basis in § 1.1011-1 for determining loss over the amount realized from the sale.  The adjusted basis for determining loss shall be the lesser of the following amounts (adjusted as required under § 1.1011-1): (i) the fair market value of the property at the time of conversion; OR (ii) the adjusted basis for loss, at the time of conversion, determined under § 1.1011-1 but without reference to the fair market value.

6. Section 1.167(g)-1 provides that the basis upon which the allowance for depreciation is to be computed with respect to any property shall be the adjusted basis provided in section 1011 for the purpose of determining gain on the sale or other disposition of such property.  In the case of property not used in the trade or business or held for the production of income and which is thereafter converted to such use, the fair market value on the date of such conversion, if less than the adjusted basis of the property at that time, is the basis for computing depreciation.

7. Section 1.212-1(h) provides that ordinary and necessary expenses paid or incurred in connection with the management, conservation, or maintenance of property held for use as a residence are NOT deductible.  However, such expenses paid in connection with the management, conservation, or maintenance of property held by the taxpayer as rental property are deductible EVEN though such property was formerly held by the taxpayer for use as a home.

William C. Horrmann—Tax Court of the U.S., 1951

Issue: Whether “petitioner is entitled to a deduction for depreciation on the property during the taxable years 1943, 1944, and 1945”? YES

Whether “petitioner is entitled to a deduction for expenses incurred during the taxable years for the maintenance and conservation of the property”? YES

Whether “petitioner is entitled to a deduction for a long term capital loss arising from the sale in 1945 of the property at 189 Howard Avenue”? NO
Holding: “petitioner is to be allowed depreciation at the rate of $500 per year until June 1945, when the property was sold.”-465

“we hold that petitioner in the recomputation of tax for the years 1943 and 1944, is entitled to deductions for maintenance and conservation expenses of the property as itemized in our Findings of Fact.”-466

“As to the third issue, we think there was no conversion of the property into a transaction entered into for profit.  Respondent did not err in determining that petitioner was not entitled to the benefits of a capital loss carry-over to 1946 for the loss sustained upon the sale in 1945 of the property at 189 Howard Avenue.”-467
Rule: A depreciation deduction is permissible where property was “held for the production of income.”-465

“the use made of the property and the owner’s intent in respect to the future use or disposition of the property are generally controlling.”-465

“when efforts are made to rent the property as were made by petitioner herein, the property is then being held for the production of income and this may be so even though no income is in fact received from the property.”-465

“the requirement, [for maintenance and conservation deductions is] that the property be held for the production of income.”-466

“In order for a loss to be deductible under that section, [23(e)(2)], it must be incurred in any transaction entered into for profit.”-466

“in order to convert the transaction into one entered into for profit the owner must do more than abandon the property and list it for sale or rent.”-466
Lowry v. United States—D.N.H., 1974

Issue: Whether “plaintiffs, who ceased to use their summer house as residential property in 1967 and immediately offered it for sale without attempting to rent the property, converted it into ‘income producing property,’ thereby entitling them to deduct the maintenance expenses incurred after it was put on the market and prior to its sale in 1973”? YES
Holding: “I rule that the Vineyard property was converted into income producing property in 1967 and that plaintiff was entitled to deduct his maintenance expenses.”-471
Rule: In the past, “the taxpayer had to make a bona fide offer to rent in order to convert residential property into ‘income producing property.’”-469

“the key question, in cases of the type involved herein, is the purpose or intention of the taxpayer in light of all the facts and circumstances….  The critical inquiry is, therefore, whether the taxpayer had or intended an ‘expectation of profit.’”-471

“The placing of property on the market for immediate sale, at or shortly after the time of its abandonment as a residence, will ordinarily be strong evidence that a taxpayer is not holding the property for post conversion appreciation in value….  [I]f a taxpayer believes that the value of the property may appreciate and decides to hold it for some period in order to realize upon such anticipated appreciation, as well as an excess over his investment, it can be said that the property is being ‘held for the production of income.’”
8. Note

a. “Section 121 expressly sanctions temporary rental of such a dwelling by requiring recognition of income to the extent that depreciation was taken on the building after May 6, 1997….  Thus, so long as the two-year ownership and use as a principal residence requirements are met, it does not matter whether the residence was originally acquired as a principal residence, held as a principal residence at the time of the sale, or only held in part as a principal residence.  However, to the extent of depreciation allowed after May 6, 1997 with respect to such property, gain must be recognized and only gain in excess of that amount qualifies for the Section 121 exclusion.”-473

9. Problems

XIX. Deductions Not Limited to Business or Profit-Seeking Activities—Chapter 16

A. Introduction

B. Interest

1. Section 163(a) provides that there shall be allowed as a deduction ALL interest paid or accrued within the taxable year on indebtedness.  Subsection (h) provides that in the case of a taxpayer OTHER than a corporation, no deduction shall be allowed for personal interest paid or accrue during the taxable year.  Personal interest is defined as everything OTHER THAN: interest paid or accrued on indebtedness allocable to a trade or business; investment interest; interest taken into account under § 469 in computing income or loss from a passive activity of the taxpayer; qualified residence interest; interest payable under § 6601 on any unpaid portion of the tax imposed by § 2001 for the period during which an extension of time for payment of such tax is in effect under § 6163; any interest allowable as a deduction under § 221 (relating to interest on educational loans)….

2. Section 280A(d)(1) provides that a taxpayer uses a dwelling unit as a residence if he uses such unit for personal purpose a number of days the greater of: (1) 14 days; or (2) 10% of the number of days during such year for which such unit is rented at a fair rental.  A unit shall not be treated as rented at a fair rental for any day for which it is used for personal purposes.

3. Section 7872 deals with the treatment of loans with below-market interest rates.  The de minimis exceptions are $10,000 for gift loans between individuals, $10,000 for compensation related and corporate shareholder loans, and with respect to net investment income, if the net investment income of any borrower for any year does not exceed $1000, the net investment income shall be treated as 0.

4. Section 1.7872-1(a) provides that below market loans are certain loans in which the interest rate charged is less than the applicable federal rate as economically equivalent to loans bearing interest at the applicable federal rate, COUPLED with a payment by the lender to the borrower sufficient to fund all or part of the payment of interest by the borrower.  Thus, the section treats a below market loan as 2 transactions: (1) an arm’s length loan at the federal rate; and (2) a transfer of funds by the lender to the borrower

Revenue Ruling 69-188

Issue: Whether a payment made as a loan processing fee, in connection with a regular loan, but not related to any specific service performed by the lender, is interest under the I.R.C.? YES

Holding: “because the taxpayer was able to establish that the fee of 70x dollars was paid as compensation to the lender solely for the use or forbearance of money, and because he did not initially obtain the funds to pay this fee from the lender, the 70x dollars is considered to be interest.”-478

Rule: “interest has been defined by the Supreme Court … as the amount one has contracted to pay for the use of borrowed money, and as the compensation paid for the use or forbearance of money.”-477

“A negotiated bonus or premium paid by a borrower to a lender in order to obtain a loan has been held to be interest for Federal income tax purposes.”-477

“The payment or accrual of interest for tax purposes must be incidental to an unconditional and legally enforceable obligation of the taxpayer claiming the deduction….  There need not, however, be a legally enforceable indebtedness already in existence when the payment of interest is made.  It is sufficient that the payment be a ‘prerequisite to obtaining borrowed capital.’”-477

“To qualify as interest for tax purposes, the payment, by whatever name called, must be compensation for the use or forbearance of money per se and not a payment for specific services which the lender performs in connection with the borrower’s account.”-478

J. Simpson Dean—Tax Court of the U.S., 1961

Issue: Whether “petitioners realized taxable income to the extent of the alleged economic benefit derived from the interest free use of funds which they have borrowed from a family corporation controlled by them”? NO
Holding: “we think that no taxable income is realized in such circumstances.”-481
Rule: “an interest free loan results in no taxable gain to the borrower, and we hold that the Commissioner is not entitled to any increased deficiency based upon this issue.”-482

5. Note

a. “In Greenspun v. Commissioner, the Tax Court conceded that in certain instances very close to the Dean case there could be gross income to the borrower, i.e., no offsetting deduction.  The most notable example discussed was a loan used by the recipient to invest in securities generating tax exempt interest.  In that instance, a loan recipient paying interest would be barred from an interest deduction by Section 265(a)(2).”-485

b. In Dickman v. Commissioner, … the Court held that an interest free loan to a family member was a transfer of property by gift.  The lender was treated as having made a taxable gift of the reasonable value of the use of the money.”-485

c. “Section 7872 of the Code generally divides loans with below market interest rates into two broad categories—gift loans and non-gift loans.  It then subdivides each category according tot he terms of the repayment of the loan, i.e., term loans and demand loans.  The treatment the loan receives under Section 7872 depends upon its category and subcategory.”-486

d. “Under Section 7872 all loans that carry a below market interest rate (or charge no interest at all) are recharacterized to impute the payment of interest.  Thus, for example, a $100,000 interest free loan from a father to his son is transformed, for tax purposes, into a loan in which the father charges interest at a rate based upon the average market yield of outstanding marketable United States securities with maturities comparable to the term of the loan.  This rate of interest is called the applicable Federal rate.”-486

e. “This constructive transmittal of funds from the father to his son to permit the son to pay the constructive interest is another taxable event and, depending on the identity of the taxpayers and the nature of the loan, generally is characterized as either a gift, a dividend, or compensation.”-487

f. “The first major category, gift loans, consists of loans in which the lender’s funding (foregoing) of the borrower’s interest payments is characterized as a gift from the lender to the borrower.  If the gift loan is to be repaid on a specific date (i.e. a term loan), the lender must recognize interest income and the borrower possibly earns an interest deduction.”-487

g. “The amount of the constructive interest is the amount loaned less the present value of all principal and all actual interest payments to be made under the loan.”-487

h. “The amount of interest that would have accrued for the year under the applicable Federal rate is reduced by any actual interest payable which is properly allocable to the year and the remainder is called foregone interest.”-488

i. “Foregone interest, the amount of the annual interest income and the potential corresponding deduction, is treated as having been paid by the borrower to the lender on the last day of each calendar year during which the loan is outstanding.”-489

j. “If the gift loan is a demand loan, rather than a term loan, a gift of the funds with which to pay the constructive interest is again deemed to be made by the lender to the borrower.  However, no separate calculation of the amount of the gift need be made here—both the amount of the gift and the borrower’s potential interest deduction (and the lender’s corresponding interest income) are simply determined by subtracting any actual interest payments due under the loan from the interest that would have accrued under the applicable Federal rate, (i.e., the foregone interest).”-489

k. “Because the loan has no fixed date for repayment, the lender is deemed to make a gift on the last day of each of the lender’s taxable years (or portion thereof) that the loan remains outstanding.  Similarly, the lender recognizes interest income and the borrower earns a possible interest deduction, in the amount of the gift, during each year that the loan is outstanding.”-489

l. On non-gift loans, “interest is deemed to be charged by the lender.  The borrower is deemed to have paid that interest, generating income to the lender and a possible corresponding deduction for the borrower.  The amount transmitted from the lender to the borrower to pay the constructive interest is characterized, not as a gift, but rather according to the nature of the relationship between the lender and the borrower.”-490

m. “Section 7872(c) identifies five subcategories of nongift loans: (1) loans between a corporation and one of its shareholders; (2) loans between an employer and an employee or between an independent contractor and the person to whom he provides his services (all labeled ‘compensation-related’ loans); (3) loans with a principal purpose to avoid any federal tax; (4) a catch-all subcategory of ‘other below-market loans,’ which are loans that do not fall within one of the preceding subcategories of nongift loans, yet their interest arrangements have a significant effect on any federal tax liability of the lender or the borrower; and (5) loans to a qualifying continuing care facility pursuant to a continuing care contract.”-490

n. “If a nongift loan is a demand loan, the rules are the same as those established for gift demand loans.  Both the amount of compensation deemed to be paid by an employer to his employee in a compensation related demand loan and the subsequent interest income and possible deduction are calculated by subtracting any interest payable under the loan from the interest that would have accrued at the applicable Federal rate.  This amount is compensation paid by the employer and received by the employee on the last day of the calendar year.”-491

o. “In the corporation-shareholder loan context, the corporation is deemed to have paid a dividend to the shareholder.  The shareholder then pays interest to the corporation possibly earning himself an interest deduction (to offset his dividend income) but as the corporation earns no deduction for having paid the dividend, it cannot offset its interest income.”-492

p. “In the case of any gift loans made between individuals, the statute allows a de minimis exception: Section 7872 generally applies only to days when the aggregate amount of the loans between the individuals exceeds $10,000.  On day when the amount of the loans is $10,000 or less (including a situation where a loan or principal portion thereof has been paid off), Section 7872 does not apply except to a loan that is used to purchase income producing assets.”-492

q. “Generally the amount of imputed interest treated as retransferred from borrower to lender is limited to the borrower’s net investment expenses) for the year; and if the borrower’s net investment income for the year does not exceed $1000, no interest is imputed.”-492

r. “Compensation related and corporation shareholder loans are also subject to a similar $10,000 de minimis exception as applies to gift loans.  However, there is no de minimis exception for other types of nongift loans.  The $10,000 exception does not apply to loans with a principal purpose of avoiding federal tax.”-493

6. Note

a. “Section 163(h) … disallows deductions for most ‘personal’ interest.”-495

b. “A major exception to the Section 163(h) rule is the allowance of a deduction for ‘qualified residence interest.’”-495

c. “The term residence may be broadly interpreted to include mobile homes and live in boats.  If either a mobile home or a live in boat is used on a transient basis, it may qualify as a second residence.”-495

d. “Interest paid on two categories of debt, ‘acquisition indebtedness’ and ‘home equity indebtedness’ secured by a qualified residence is fully deductible as qualified residence interest.  As its name implies, the term ‘acquisition indebtedness’ refers to debt secured by a qualified residence, which is incurred by the taxpayer in acquiring, constructing, or substantially improving a qualified residence.”-495

e. “The second category of debt which generates qualified residence interest is ‘home equity indebtedness.’  This type of debt loosely corresponds to a home equity loan now offered by many financial institutions.  The term home equity indebtedness is defined as any debt (other than acquisition indebtedness), secured by a qualified residence, to the extent the aggregate amount of such debt does not exceed the fair market value of the residence reduced by the outstanding acquisition indebtedness incurred by the taxpayer with respect to such property.”-496

f. “Section 221 … allows a deduction for interest on ‘qualified education loans.’  A qualified education loan is a loan incurred to pay for the qualified higher education expenses (tuition, books, fees, and room and board) of a student who is the taxpayer, the taxpayer’s spouse, or a dependent of the taxpayer if the student is at least a half-time student….  The interest is not deductible if the loan is made by a related person.  The deduction is allowed only for interest paid during the first 60 months (whether or not consecutive) during which interest payments are required.  The potential interest deduction is phased in with a maximum deduction of $1000 in 1998 increasing $500 per year to $2500 in 2001.”-498

g. “Section 163(d) imposes a limit on the deductibility of investment interest by noncorporate taxpayers….  Investment interest is interest paid or accrued on indebtedness incurred to purchase or carry property held for investment.”-498

h. “Net investment income is, logically for a change, the excess of investment income over investment expenses.  Investment income is gross income from property held for investment plus some gains on the sale of such property, but only if the property is not a part of a trade or business, or an activity subject to the passive activity rules, or does not qualify for preferential net capital gain treatment under Section 1(h).  Investment expense is any deductible expense (other than interest) directly connected with the production of such investment income.”-498

i. “Section 264(a)(2) precludes a deduction for interest paid on debt incurred or continued to buy a ‘single premium’ life insurance or endowment or annuity contract….  As regards life insurance, the purchase is buyer proceeds that will be received tax-free by beneficiaries.  It seems inappropriate to Congress to allow a deduction for interest paid on money used to purchase tax-free gain.  Annuity and endowment contracts produce funds also only partially taxed.”-499

j. “Section 265(a)(2) disallows any deduction claimed for interest on indebtedness incurred or continued to purchase or carry tax-exempt obligations.”-500

k. “Section 163(f) prohibits the deduction of a bond-issuer’s interest payments unless the bonds are registered.”-500

l. “In order to discourage the use of debt financing in corporate acquisitions, Congress enacted Section 279 imposing limitations on the deductibility of interest on this type of indebtedness, but it applies only when the stakes are high.”-501

m. “Section 263A disallow[s] the deduction of interest on debt incurred to finance the construction or production of certain property, requiring such interest to be capitalized as a part of the cost of the property.  The restriction applies only to business or investment property where amounts capitalized may later be deducted by way of depreciation.”-501

7. Problems

C. Taxes

1. Relevant IRC Sections

a. Section 164(a) provides that certain taxes shall be considered a deduction for the year in which paid: (1) state or local, and foreign, real property taxes; (2) state and local personal property taxes; (3) state and local, and foreign, income, war profits, and excess profits taxes; (4) the GST tax imposed on income distributions; (5) the environmental tax imposed by section 59A.  In addition to those above, deductions are allowed for state, local, and foreign taxes incurred in carrying on a trade or business or an activity described in § 212 relating to expenses incurred in the production of income.  Taxes paid or incurred in the acquisition or disposition of property are treated as part of the cost of the acquired property, or a reduction in the amount realized on the disposition.  Subsection (b) defines personal property tax, GST tax, etc.  Subsection (c) provides that NO deduction is allowed for taxes assessed against local benefits of a kind tending to increase the value of property assessed, and taxes on real property, to the extent that such taxes are required to be treated as imposed on another taxpayer.  Subsection (d) provides that if real property is sold during any real property tax year, the seller may deduct that portion allocable through the day before the sale, while the buyer may deduct that portion allocable from the day of the sale through the end of the year.  

b. Section 275 specifically excludes certain taxes from receiving deductions, including: federal income taxes, including taxes imposed by § 3101, tax withheld at source on wages under § 3402, estate, inheritance, legacy, succession, and gift taxes, taxes on real property to the extent that such taxes are to be treated as imposed on another taxpayer, taxes imposed by chapters 41-44, 46, and 54.

c. Section 1001(b)(2) provides that in determining the amount realized on the sale or other disposition of property, there shall be taken into account amounts representing real property taxes which are treated under § 164(d) as imposed on the taxpayer if such taxes are to be paid by the purchaser.

d. Sections 1.164-1(a) and -2 do not add anything significant.  Subsection –3(c)(1) defines “ad valorem” as substantially in proportion to the value of the personal property.  “A tax which is based on criteria other than value does not qualify as ad valorem.  For example, a motor vehicle tax based on weight, model year, and horsepower, or any of these characteristics is not an ad valorem tax.”

Cramer v. Commissioner—Tax Court of the U.S., 1971

Issue: Whether “the taxes which petitioner paid on certain real property during 1965 and 1966 are deductible under section 164”? YES and NO

Holding: “As to the Atkinson Street property, petitioner is NOT entitled to the disputed deductions.”

“petitioner, having been assessed for the taxes on the Auburn Street property and having paid them in order to discharge her debt and to protect her property interests, is entitled to deduct them on her income tax returns for 1964 and 1965.”-506

“For the portion of the year prior to the sale—not less than the 48 days prior to February 18—she is entitled to a deduction.  Accordingly, we hold that she may deduct 48/365 of the $259.06 in taxes on the Auburn Street property for 1966, or $34.07.”-507
Rule: “Section 164 allows a deduction for real property taxes; but they are, in general, ‘deductible only by the person upon whom they are imposed.’”-505

“[I]f real property is sold during any real property tax year, then - so much of the real property tax as is properly allocable to that part of such year which ends on the day before the date of the sale shall be treated as a tax imposed on the seller, and so much of such tax as is properly allocable to that part of such year which begins on the date of the sale shall be treated as a tax imposed on the purchaser.”-506

2. Problems

XX. Restrictions on Deductions

A. Activities Not Engaged in for Profit—Chapter 17

1. Relevant IRC Provisions

a. Section 183(a) provides that in the case of an activity engaged in by an individual or S corporation, if such activity is NOT engaged in for profit, no deduction attributable to such activity shall be allowed under this chapter EXCEPT as provided in this section.  Subsection (b) provides that there shall be allowed as deductions those deductions which would be allowable under this chapter without regard to whether or not the activity is engaged in for profit, and a deduction equal to the amount of the deductions which would be allowable if the activity were engaged in for profit, but only to the extent that the gross income derived from such activity exceeds the deductions allowable by reason of paragraph (1).  Subsection (c) provides that the term activity not engaged in for profit means any activity other than one with respect to which deductions are allowable for the taxable year under section 162 or section 212.  Subsection (d) provides that if the gross income derived from an activity for 3 or more of the taxable years in the period of 5 consecutive taxable years which ends with the taxable year exceeds the deductions attributable to such activity (determined without regard to whether or not such activity is engaged in for profit), then, unless the Secretary establishes to the contrary, such activity shall be presumed for purposes of this chapter for such taxable year to be an activity engaged in for profit.

b. Section 1.183-2(a) provides that deductions are not allowable under sections 162 or 212 for activities carried on primarily as a sport, hobby, or for recreation.  Although a reasonable expectation of profit is not required, the facts must indicate that the taxpayer entered into the activity with the objective of making a profit.  Subsection (b) provides that in determining whether an activity is engaged in for profit, all facts and circumstances are to be taken into account, and the following sections provide examples of such relevant factors.

2. “Congress initially provided the so-called ‘hobby loss’ provisions to test deductibility in such situations.”-516

3. “Section 183 applies to individuals, S corporations, trusts and estates.  It creates a rebuttable presumption related to whether the activity is ‘engaged in for profit.’  Specifically, Section 183(d) established the presumption that an activity is engaged in for profit in the current taxable year if, in three or more of the past five consecutive taxable years, gross income derived from the activity exceeds deductions attributable to that activity.”-517

4. “Even when facts are such that no presumption arises, the taxpayer still may qualify an activity as one ‘engaged in for profit’.  The taxpayer may be able to show, using an objective standard, that he or she engaged in the activity, or the continuation of the activity, with the objective of making a profit.”-517

5. “If the activity is engaged in for profit, then all items conventionally deductible are allowed, without limitation.  If, on the other hand, the activity is not engaged in for profit, Section 183(b) comes into play, providing the extent to which deductions are allowed.”-517

B. Restrictions on Deductions of Homes

1. Relevant IRC Provisions

a. Section 280A(a) provides that in the case of a taxpayer who is an individual or an S corporation, no deduction otherwise allowable under this chapter shall be allowed with respect to use of a dwelling unit which is used by the taxpayer during the taxable year as a residence.  Subsection (b) provides that subsection (a) shall not apply to any deduction allowable to the taxpayer without regard to its connection with his trade or business.  Subsection (c)(1) provides that subsection (a) shall not apply to any item to the extent such item is allocable to a portion of the dwelling unit which is exclusively used on a regular basis—as the principal place of business for any trade or business of the taxpayer, as a place of business used by patients, clients, or customers in meeting or dealing with the taxpayer in the ordinary course of trade or business, in the case of a separate structure which is not attached to the dwelling unit, in connection with the taxpayer’s trade or business.  In the case of an employee, the preceding sentence applies ONLY if the use is for the convenience of the employer.  Subsection (c)(3) provides that subsection (a) shall not apply to any item attributable to the rental of the dwelling unit or portion thereof.  Subsection (c)(5) describes the limitations on deductions.  Subsection (d)(1) provides that a taxpayer uses a dwelling unit as a residence if he uses such unit for personal purposes for a number of days which exceeds the greater of: 14 days, or 10% of the number of days of such year for which such unit is rented at a fair rental.  Subsection (e) describes expenses attributable to rental.  Subsection (f) provides the definition of dwelling unit and special rules.  Subsection (g) provides special rules for certain rental use.

2. “Section 280A … provides specific rules limiting deductions on homes.”-518

3. “Section 280A applies in circumstances different from those to which Section 183 applies.  With respect to vacation or second homes the Commissioner may assert the rules of Section 183 to limit deductions for those taxable years to which the limitations of Section 280A do not apply.”-518

4. “Section 280A limits deductions attributable to a taxpayer’s ‘residence,’ which the statute defines as a dwelling unit that the taxpayer uses for personal purposes more than 14 days or 10 percent of the rental period, whichever is greater.  If a dwelling unit is not a residence for the purposes of Section 280A, then the limitations of Section 280A do not apply and, instead, Section 183 determines deductibility.”-518-19

5. “If the residence is rented for less than 15 days during the taxable year, no deductions attributable to the rental activity are allowed, but neither is the income derived from the rental included in the taxpayer’s gross income.”-519

6. “Section 280A(d) is not limited to vacation homes and its restrictions can be applied to one’s principal residence as well.”-520

7. “Section 280A(d)(4) … permits a disregard of personal use of one’s principal residence in applying the Section 280A(d)(1) limitations if the personal use of the principal residence precedes or follows a ‘qualified rental period’ as defined in Section 280A(d)(4)(B).  In general, unless the period is shorted by a sale, a ‘qualified rental period’ means rental of the property for twelve consecutive months to unrelated persons or a holding of the property for rental purposes for a like period.  In both instances, the rental must be ‘fair.’”-521

8. “Section 280A(a) generally denies a taxpayer deductions for expenses attributable to the use of one’s home for business purposes, but makes exception for the extent such deductions are attributable to a portion of the home used exclusively and on a regular basis: (1) As the principal place of business for any trade or business of the taxpayer; (2) as a place of business which is used by patients, clients, or customers in meeting or dealing with the taxpayer in the normal course of business, or (3) as a separate structure not attached to the dwelling unit used in connection with the taxpayer’s trade or business.”-521

9. “The principal place of business test has been expanded to include a home office that is used by a taxpayer to conduct administrative or management activities of a business if there is no other fixed location where the taxpayer conducts such activities.”-522

10. “Section 280A(c)(5) further limits deductions attributable to the home office to the amount by which gross income from that use exceeds: (i) deductions allowed without respect to the home office (e.g., interest and taxes)p and (ii) all other expenses attributable to the business activity but not allocable to the use of the home (e.g., expenditures for supplies and compensation paid to other persons).  Any home office deduction disallowed solely because of the income limitation may be carried forward to subsequent taxable years.”-522

11. Problems

XXI. Deductions for Individuals Only—Chapter 18

A. The Concept of Adjusted Gross Income

1. Relevant IRC Sections

a. Section 62(a) provides that “adjusted gross income” means gross income minus various deductions, including: deductions attributable to a trade or business; reimbursed expenses through one’s employer; expenses paid or incurred by qualified performing artists; deductions allowed for state employees; losses from the sale or exchange of property; deductions under §§ 212 and 611 which are related to property held for production of rents or royalties; deductions under § 167 for life tenants or income beneficiaries; deductions allowed under § 404; deductions for retirement savings; alimony; moving expenses; medical savings accounts; and interest on educational loans.  Subsection (c) deals with circumstances where a reimbursement arrangement exists for the purpose of subsection (a).

b. Section 86(a) provides that gross income includes social security benefits in an amount equal to the lesser of: half of the benefits received; OR half of the excess described in (b)(1).  Where the amount determined under subsection (b)(1)(A) exceeds the adjusted base amount, the amount included in gross income is equal to the lesser of: the sum of 85% of the excess, plus the lesser of the amount determined under paragraph (1) or an amount equal to one half of the difference between the adjusted base amount and the base amount of the taxpayer; OR 85% of the social security benefits received during the taxable year.  Subsection (b) deals with who is affected by this section, and the meaning of modified adjusted gross income; (c) defines the base amount and adjusted base amount.

c. Section 1.62-1T(b) provides that section 62(a) does not create new deductions, and does not permit double deductions.  Subsection (d) provides that the performance of personal services as an employee does not constitute the carrying on of a trade or business.  However, the practice of a profession, not as an employee, does constitute the carrying on of a trade or business.  Also, to be deductible, expenses must be DIRECTLY, not remotely connected to the conduct of a trade or business.

d. Section 1.162-17(b) deals with reimbursements.

2. Except from Senate Finance Committee Report No. 885

a. “the deductions permitted to be made from gross income in arriving at adjusted gross income are those which are necessary to make as nearly equivalent as practicable the concept of adjusted gross income, when that concept is applied to different types of taxpayers deriving their income from varying sources.”-544

b. “The deductions [attributable to a trade or business] are limited to those which fall within the category of expenses directly incurred in the carrying on of a trade or business.”-545

c. “This section creates no new deductions; the only deductions permitted are such of those allowed in Chapter 1 of the Code as are specified in any of the clauses [now (1) through (15) of section 62(a)] above.  The circumstance that a particular item is specified in one of the clauses and is also includible in another does not enable the item to be twice subtracted in determining adjusted gross income.”-545

3. Note

a. “The concept of adjusted gross income has relevance only with respect to individual taxpayers….  With respect to individuals, it serves as a measuring device for computing the ceiling limitation on allowable charitable deductions and the Section 469(i) rental real estate exemption, and it imposes a floor on the deductibility of medical expenses, some casualty and theft losses, and some other itemized deductions.  It acts as a measuring rod in the overall limitation on itemized deductions and the phase-out of personal exemptions, as well as other exclusions, deductions, and credits.”-545

b. “In general, as a taxpayer’s adjusted gross income (as modified) and one half of the social security benefits received exceed certain base amounts, up to either 50% or 85% of the social security benefits are included in gross income….  The first step is to compute an amount equal to the sum of the taxpayer’s ‘modified adjusted gross income’ plus one-half of social security benefits received in that year.  ‘Modified adjusted gross income’ is an individual’s adjusted gross income for the year not including the social security benefits increased by the amount of certain exclusions from gross income including the amount of the taxpayer’s tax-exempt interest.”-546

c. “The first step amount is then measured against threshold amounts known as the ‘base amount’ and the ‘adjusted base amount….’  If the step one amount is less than the base amount, then none of the social security benefits are included in gross income.  If the step one amount exceeds the base amount and is less than the adjusted base amount, then under the second step, the amount required to be included in gross income is one half of the lesser of (1) the total social security benefits received during the taxable year or (2) the excess of the step one amount over the base amount….  [I]f the step one amount exceeds the adjusted base amount, a separate third step computation is made.  Under this third step, the amount included in gross income is the lesser of (1) the sum of 85% of the excess of the step one amount over the adjusted base amount plus the lesser of (a) the step two amount or (b) one half of the excess of the adjusted base amount over the base amount or (2) 85% of the social security benefits received during the year.”-547

d. “Section 62 does not authorize any deduction.  It simply identifies deductions, authorized elsewhere in the statute, which may be taken in arriving at adjusted gross income.  Deductions that are not mentioned in Section 62 are possibly deductible, but these deductions are from adjusted gross income (so called itemized deductions) and can be taken only as elective itemized deductions, in lieu of the standard deduction.”-548

4. Problems

XXII. The Characterization of Income and Deductions—Chapter 23

A. The Charitable Deduction

1. Relevant IRC Provisions

a. Section 170(a)(1) provides that charitable contributions are deductible in the taxable year made.  Verification is required.  Subsection (b)(1)(A) provides that the organizations to which a charitable contribution may be made are: church, convention or association of churches, educational organization, medical or hospital organization, or medical research or educational organization, an organization receiving a substantial part of its support from the federal or state government, or from direct or indirect public contributions, and which is organized to receive, hold, invest, and administer property and to make expenditures for a college or university, etc., a governmental unit, an organization receiving a substantial part of its support from a governmental unit, a private foundation, or an organization defined in § 509(a)(2) or (3).  Such contributions shall be allowed as deductions to the extent that the aggregate amount of such contributions does NOT exceed 50% of the taxpayer’s contribution base for the taxable year.  Any charitable contribution not described above, shall be allowed to the extent that the aggregate of such contributions does not exceed the lesser of 30% of taxpayer’s contribution base, OR the excess of 50% of the taxpayer’s contribution base over the amount of charitable contributions allowable under subparagraph (A).  If the aggregate of such contributions exceeds the limitation, the excess shall be treated in each of the following 5 years in order of time.  Subsection (C) provides that the total amount of capital gain property contributed, and taken into account as deductions, shall not exceed 30% of the taxpayer’s contribution base for that year.  Subsection (D) provides that, with respect to organizations not described in subsection (a), the total amount of contributions of capital gain property taken into account shall not exceed the lesser of 20% of taxpayer’s contribution base, OR the excess of 30% of the taxpayer’s contribution base over the amount of the contributions of capital gain property to which subsection (C) applies.  Contributions of capital gain property shall be taken into account after all other charitable contributions.  The same carryover provision applicable above shall apply here for excess contributions.  Subsection (F) provides that contribution base means adjusted gross income computed without regard to operating loss carryback to the taxable year under section 172.  Subsection (b)(2) provides that corporations may not deduct more than 10% of their taxable income.  Subsection (c) defines charitable contribution as a gift to or for the use of a State or possession of the U.S., a corporation, trust, community chest, fund, or foundation – created or organized in the U.S., a state, etc.; organized and operated exclusively for religious, charitable, scientific, literary, or educational purposes, or to foster national or international amateur sports competition, or for the prevention of cruelty to children or animals; no part of the net earnings inures to the benefit of any shareholder or individual; and it is not disqualified for tax exemption by § 501(c)(3).  A post or organization of war veterans, etc., a domestic fraternal society or order, a lodge system, etc., but only to the extent that the gift is used for religious, scientific, literary, etc., and a cemetery are all valid organizations.  Subsection (e) deals with reductions to the contributions for various reasons.  Subsection (f)(8) provides that any contribution of $250 or more must be substantiated by the donee organization.  Subsection (i) provides that in computing the deduction for use of a passenger automobile the standard mileage rate shall be 14 cents per mile.  Subsection (j) provides that no deduction shall be allowed under this subsection for traveling expenses unless no significant element of personal pleasure, recreation, or vacation is in such travel.  

b. Section 1011(b) provides that the adjusted basis for determining gain or loss from the sale or other disposition of property shall be the basis adjusted as provided in section 1016. 

Revenue Ruling 83-104

Issue: Whether a transfer of money to an educational institution is a charitable contribution as defined in § 170 where the donor has students attending the institution? Maybe

Rule: “A contribution for purposes of section 170 of the Code is a voluntary transfer of money or property that is made with no expectation of procuring a financial benefit commensurate with the amount of the transfer.”-808

“Whether a transfer of money by a parent to an organization that operates a school is a voluntary transfer that is made with no expectation of obtaining a commensurate benefit depends upon whether a reasonable person, taking all the facts and circumstances of the case into account, would conclude that enrollment in the school was in no manner contingent upon making the payment, that the payment was not made pursuant to a plan (whether express or implied) to convert nondeductible tuition into charitable contributions, and that receipt of the benefit was not otherwise dependent upon the making of the payment.”-809

Revenue Ruling 67-246

Issue: Whether contributions to approved charitable organizations, where access to balls, bazaars, banquets, shows, or athletic events is provided in return, qualify as deductible charitable contributions under § 170? NO

Rule: “To be deductible as a charitable contribution for Federal Income tax purposes under section 170 of the Code, a payment to or for the use of a qualified charitable organization must be a gift.  To be a gift for such purposes in the present context there must be, among other requirements, a payment of money or transfer of property without adequate consideration.”-811

“As a general rule, where a transaction involving a payment is in the form of a purchase of an item of value, the presumption arises that no gift has been made for charitable contribution purposes, the presumption being that the payment in such case is the purchase price.”-812

“if a charitable contribution deduction is claimed with respect to the payment, the burden is on the taxpayer to establish that the amount paid is not the purchase price of the privileges or benefits and that part of the payment, in fact, does qualify as a gift.”-812

“In showing that a gift has been made, an essential element is proof that the portion of the payment claimed as a gift represents the excess of the total amount paid over the value of the consideration received therefor.  This may be established by evidence that the payment exceeds the fair market value of the privileges or other benefits received by the amount claimed to have been paid as a gift.”-812

“Acquisition of tickets or other privileges by a taxpayer in reliance upon statements made by a charitable organization that the amounts paid are deductible does not convert an otherwise nondeductible payment into a deductible charitable contribution.”-814

Hernandez v. Commissioner—S.Ct., 1989

Issue: Whether “taxpayers may deduct as charitable contributions payments made to branch churches of the Church of Scientology (Church) in order to receive services known as ‘auditing’ and ‘training’”? NO

Holding: “We hold that such payments are not deductible.”-815

Rule: “the sine qua non of a charitable contribution is a transfer of money or property without adequate consideration.”-819

2. Note

a. “Rev.Rul. 78-189, concluded that ‘auditing’ or counseling payments for courses provided by the Church of Scientology were not deductible contributions under section 170 of the Code.”-825

b. “in 1993, the I.R.S. issued Rev.Rul. 93-73.  The ruling simply stated: ‘Revenue Ruling 78-189 is obsoleted.’  It gave no reason or no explanation for its abrupt conclusion.  It seems now that payments or auditing fees paid to the Church of Scientology can now be deducted, and the Service will simply disregard its prior Revenue Ruling and their hard fought Supreme Court victory in Hernandez.  It is perplexing to rationalize this abrupt reversal of policy.”-826

3. Note

a. Qualified Charitable Donees—“In order for a charitable contribution to be deductible, it must be made to a qualified organization.  Section 170(c) provides five classifications of qualified organizations: (1) a federal, state or local governmental entity; (2) certain religious, charitable, scientific, literary, educational, amateur sports and prevention of cruelty to children and animals organizations; (3) certain war veterans’ organizations; (4) domestic fraternal societies, orders, or associations operating under the lodge system where gifts are used exclusively for the purposes listed in classification (2) above (other than amateur sports); and (5) non-profit cemetery companies and corporations.”-827

b. “’public charities’ are charities substantially funded by the general public….  [Private charities are private] foundations funded by smaller groups of private individuals or families.”-827

c. “A contribution has been defined as ‘a voluntary transfer of money or property made with no expectation of procuring a financial benefit commensurate with the amount of the transfer.”-827

d. “If cash or its equivalent is given to a charity and partial consideration is received from the charity, then only the excess of the amount of the cash over the amount of the consideration received qualifies as a charitable deduction.”-828

e. “If property other than cash is transferred to a charity for partial consideration, a part-gift, part-sale transaction occurs….  However, when a charitable part-gift, part sale transaction occurs, the transaction is sensibly divided into two simultaneous transfers, one a sale and the other a gift.”-828

f. Cash—“To the extent the contribution is in cash, the amount of the contribution is the amount of the donated cash.”-829

g. Property—“If property other than cash is contributed to a charity, the fair market value of the property contributed is the potential amount of the contribution.”-829

h. Partial interests in property—“If a taxpayer gives less than an entire interest in property to a charity, a series of special rules come into play….  If the partial interest is a charitable remainder interest in a trust, the value of the remainder qualifies for a charitable deduction only if the interest is in the form of a charitable remainder annuity trust, a charitable remainder unitrust, or a pooled income fund.  If an income interest in a trust is contributed  to charity, it qualifies for a deduction only if the amount distributed to charity is a guaranteed annuity or a fixed percentage of the fair market value of the trust property determined annually and the grantor is treated as the owner of such interest under Section 671.”-831

i. “If a charitable gift of a partial interest in property to charity is not in trust, the contribution will qualify as a charitable contribution only if the partial interest in property would be deductible if contributed in a trust, i.e. a qualified remainder interest or qualified income interest, or if the contribution is a remainder interest or qualified income interest, or if the contribution is a remainder interest in a personal residence or farm, a contribution of an undivided portion of a taxpayer’s entire interest in property, or a ‘qualified conservation contribution.’”-831

j. “For example, a transfer of a right to use a building to a charity for a limited or indefinite period is a partial interest in property that does not qualify for a charitable deduction.”-831

k. “Finally, an outright transfer of a fractional interest in the parcel of land, say a one-third interest, would qualify for a charitable deduction.”-832

l. Services—“Services rendered to a charity are not property and consequently do not qualify as charitable contributions….  However, while services do not qualify for a charitable deduction, unreimbursed expenses incurred incident to the rendering of such services may constitute a charitable contribution.”-832

m. Limitations on charitable contributions of individual taxpayers—“Congress imposes various ceilings on the total amount that a taxpayer may deduct in any taxable year.  Contributions in excess of any of the ceilings are permitted to be carried over to the five succeeding years….  All of the ceilings are determined by computing some percentage of an individual taxpayer’s ‘contribution base.’  A contribution base is the taxpayer’s adjusted gross income computed without regard to any Section 172 net operating loss carryback to the year of the contribution.”-833

n. Contributions to public charities—“An individual may deduct contributions made during the year to a public charity to the extent that such contributions do not exceed 50 percent of the taxpayer’s contribution base.  The 50 percent ceiling is inapplicable if the contribution is merely ‘for the use of’ a public charity.”-833

o. Contributions for the use of public charities and to or for private charities—“Contributions for the use of public charities and all contributions to or for private charities are subject to a general limitation of 30 percent of the taxpayer’s contribution base for the year….  [S]uch contributions are limited to the lesser of (1) 30 percent of the taxpayer’s contribution base or (2) the excess of 50 percent of the taxpayer’s contribution base over the contributions to public charities.”-833

p. Contributions of appreciated capital gain property—“A contribution to a public charity of appreciated property which if sold would result in long-term capital gain (or Section 1231 gain) and which does not have its long-term capital gain amount reduced because it is not unrelated to the charitable function is subject to a further ceiling equal to 30 percent of the taxpayer’s contribution base.”-834

q. “gifts of any appreciated long-term capital gain property for the use of a public charity or to or for a private charity are subject to a ceiling of 20 percent of the taxpayer’s contribution base, but not in excess of 30 percent of taxpayer’s contribution base reduced by any unreduced long term capital gain property given to a public charity.”-834

r. “To the extent that an individual taxpayer’s total charitable contributions for any taxable year exceed any of the limitations considered above, the excess amounts are carried over and treated as contributions of the same character (e.g., long term capital gain property) to the same classification of donee (e.g., public or private charity) in each of the succeeding five years….  Any carryover unused at the end of the five year period expires and is wasted.”-834

s. “In summary, section 170(b) essentially imposes a 50 percent ceiling on individual gifts to public charities and 30 percent ceiling on gifts for the use of public charities and to private charities.  It imposes additional limitations on gifts of long-term capital gain property.  Excess contributions in any of the above categories are subject to the five-year carryover rule.”-835

t. Limitations on charitable contributions by corporate taxpayers—“The total deductions allowed to a corporation may not exceed 10 percent of the corporation’s taxable income subject to several adjustments.”-835

u. “Corporate contributions in excess of the 10 percent ceiling are subject to a five-year carryover rule similar to the rule applicable to excess contributions made by individual taxpayers.  None of the special rules which apply to contributions by individuals … are applicable to corporate contributions.”-836

v. Year of deduction—“A deduction for a charitable contribution may be taken only for the year in which the contribution is actually made, or when treated as actually made in the carryover year.”-836

w. Verification—“A charitable contribution is allowed as a deduction only if it is properly verified.  If a contribution is in cash or its equivalent, appropriate records must be kept (receipts, canceled checks, etc.)….  If a contribution is made in property other than money, the taxpayer must obtain a receipt from the donee.”-837

x. Problems

B. Casualty and Theft Losses

1. Nature of Losses Allowed

a. Relevant IRC Provisions

1. Section 165(a) provides that there shall be allowed as a deduction any loss sustained during the taxable year and NOT compensated for by insurance or otherwise.  Subsection (c) provides that the losses allowed are limited to: losses incurred in trade or business; in any transaction entered into for profit; losses arising from fire, storm, shipwreck, or other casualty, or from theft, even though not associated with a transaction entered into for profit.

2. Section 1.165-1(e)  simply rephrases the categories of losses above.  Subsection 7(a)(1) does not add anything significant.  Subsection 7(a)(3) provides that, with respect to automobiles, an automobile may be the subject of casualty or loss, whether used for any purpose, as long as the damage results from the faulty driving of the taxpayer or other person driving the automobile, but is not due to the willful act or willful negligence of the taxpayer or person acting on her behalf; OR the damage results from the faulty driving of the individual in the car collided with.  Subsection 7(a)(5) provides that in the case of property which originally was not used in a trade or business or for income producing purposes and which is thereafter converted to either of such uses, the fair market value of the property on the date of the conversion, if less than the adjusted basis of the property at such time, shall be used.  Subsection (8)(a)(1) provides that any loss arising from theft is allowable as a deduction under § 165 for the taxable year in which the loss is sustained.  Subsection (8)(d) provides that “theft” means larceny, embezzlement, and robbery, though it is not limited to those definitions.

b. “Losses incurred in the taxpayer’s trade or business are deductible under Section 165(a) and (c)(1) without regard to how they arise.”-839

c. “Although deductible, both business and profit-seeking activity losses are restricted sometimes under Section 165(f), which allows capital losses only to the extent allowed under Sections 1211 and 1212.”-840

d. “A loss may of course occur outside the taxpayer’s business and in a transaction not entered into for profit.  Generally these losses are not deductible, in keeping with the philosophy of Section 262 which forecloses deductions for personal, living or family expenses.”-840

e. “we are concerned here with losses arising out of a casualty or by theft which need Section 165(c)(3) to make the scene.  They are losses with respect to purely personal items of property.”-840

Revenue Ruling 63-232

Issue: Whether termite damage constitutes a deductible loss under § 165? NO

Rule: “damage caused by termites to property not connected with the trade or business does not constitute an allowable deduction as a casualty loss within the meaning of section 165(c)(3) of the Code.”-841

Pulvers v. Commissioner—9th Cir., 1969

Issue: Whether “taxpayers on their federal income tax return [can] take a deduction for an ‘other casualty loss’ when as a consequence of a nearby landslide that ruined three nearby homes, but did no physical damage to the property of the taxpayers, with a resultant loss of value because of common fear the mountain might attack their residence and lot next”? NO

Holding: “We agree with the tax court that they cannot.”-842

Rule: Only losses to physical property fall within the deductions for loss under § 165.

Mary Frances Allen—Tax Court of the U.S., 1951

Issue: Whether a woman who lost a broach, but believes it was stolen, can take the loss as a deduction under § 165? NO

Holding: “We need only hold that petitioner, who had the burden of proof, has not established that the loss was occasioned by theft, a sine qua non to a decision in her favor under section 23(e)(3).”-844

3. Timing Casualty Losses

a. Relevant IRC Provisions

1. Section 165(e) provides that any loss arising from theft shall be treated as sustained during the taxable year in which the taxpayer discovers the loss.  Subsection (i) provides that any loss resulting from a disaster as determined by the president, may be taken in the year preceding the actual loss.  Subsection (k) any loss occasioned by an order, by a government, to destroy a structure because it poses a threat and is located in a federally established disaster area, is a deductible loss.  

2. Section 1.165-1(d)(3) provides that any loss from theft shall be treated as sustained during the taxable year in which the taxpayer discovers the loss.

b. “Casualty losses are deductible for the year in which the loss is sustained.  This may be the year of the casualty or a later year in which the amount of the loss is ascertained, in a case where the full extent of the loss was not or by its very nature could not be known until a subsequent year.”-845

c. “Under Section 165(i) if a casualty loss is attributable to a disaster in an area subsequently declared by the President to warrant assistance under the Disaster Relief Act of 1974, the taxpayer may elect to claim the deduction for the year immediately before the year in which the casualty occurred.  The Section 165(i) timing rule is also applicable to a taxpayer whose residence is in a federally declared disaster area if the residence is rendered unsafe for use as a residence as a proximate result of the disaster or if the taxpayer is ordered by the government to demolish or relocate such residence.”-845

d. “It has been held that when a theft is discovered in year one the loss must be deducted in year one and, if in subsequent years the taxpayer recalls additional items that were taken, their loss must be deducted in year one by means of an amended return or refund claim, rather than in the subsequent years.  However, the timing rule is generally helpful to taxpayers.  For example, an embezzlement that occurred in 1994 but which is discovered in 1998, gives rise to a 1998 deduction.  If the reverse were true, use of the 1994 deduction would be foreclosed by statutes of limitation.”-846

e. “The Regulations recognize an exception to the general timing rules for both casualties and thefts.  If in the year of the casualty or discovery of the theft there exists a reasonable prospect of recovery of the loss, the portion of the loss with respect to which there is a recovery prospect is not deductible unless or until it becomes clear there will be no recovery….  The amount recovered is treated as income when received in year two; the tax for year one is not recomputed.”-846

3. Measuring the Loss

a. Relevant IRC Provisions

1. Section 67(b)(3) provides that the term miscellaneous itemized deductions means the itemized deductions other than the deduction under section 165(a) for casualty or theft losses described in paragraph (2) or (3) of section 165(c) or for losses described in section 165(d).

2. Section 123 provides that in the case of an individual whose principal residence is destroyed by fire, storm, or other casualty, gross income does NOT include amounts received under an insurance contract paid to compensate or reimburse for living expenses incurred for himself and his family as a result of the loss of use of the residence.  This section applies only to those expenses which exceed the normal living expenses that the taxpayer would have paid were it not for the loss.  

3. Section 165(b) provides that the basis for determining the amount of the deduction for any loss shall be the adjusted basis provided in section 1011 for determining loss from the sale or other disposition of property.  Subsection (h) provides that any loss resulting from casualty, including theft, must exceed $100.  In other words, $100 is subtracted from the loss resulting from casualty or theft.  Also, a taxpayer can only recover an amount exceeding 10% of their adjusted gross income.  Thus, you eat the first 10%.

4. Section 1.165-7(a)(2) provides that in determining the amount of loss, the fair market value of the property immediately before and immediately after the casualty shall be ascertained by competent appraisal.  The cost of repairs is acceptable as evidence of the loss of value so long as the repairs are shown to be necessary, the amount spent is not excessive, the repairs do not care for more than the damage suffered, and the value of the property after the repairs does not as a result of the repairs exceed the value of the property immediately before the casualty.  Subsection (b)(1) provides that describes the amount deductible after suffering a casualty loss.  

Helvering v. Owens—S.Ct., 1939

Issue: Whether “the basis for determining the amount of a loss sustained during the taxable year through injury to property not used in a trade or business, and therefore not the subject of an annual depreciation allowance, should be original cost or value immediately before the casualty”? Value immediately before the casualty

Rule: “Proper adjustment in respect of the property shall in all cases be made—(B) in respect of any period since February 28, 1913, for exhaustion, wear and tear, obsolescence, amortization, and depletion, to the extent allowed (but not less than the amount allowable) under this Act or prior income tax laws.”-847

“we think § 113(b)(1)(B) must be read as a limitation upon the amount of the deduction so that it may not exceed cost, and in the case of depreciable non-business property may not exceed the amount of the loss actually sustained in the taxable year, measured by the then depreciated value of the property.”-848

b. Note

1. “First, business or profit classification makes inapplicable the $100 floor which, on a de minimis principle similar to avoidance of trivial insurance claims, disallows the first $100 of loss from a casualty regarding purely personal assets.  These losses can be claimed under Section 165(c)(1) or (2), escaping the Section 165(h)(1) limitation which applies only to (c)(3) losses.  Second, the regulations incorporate the Owens result to provide that losses of a purely personal nature never exceed the difference in value of the property before and after the casualty.  The same rule generally applies to business and profit-making property.  However, in the case of a business or profit making property that is totally destroyed the loss deduction is for the full adjusted basis of the property (less reimbursements) even if that amount exceeds the value of the property before the casualty.”-848

2. “The third difference is that the Section 1231 hotchpot rules apply to characterize only business and profit making property losses.  The deductibility of theft and casualty losses of such property is limited only if the losses are capital and then only by Sections 1211 and 1212.”-849

3. Problems

XXIII. Converting Taxable Income Into Tax Liability—Chapter 27

A. Computations

1. Classification of Taxpayers and Rates

a. Relevant IRC Provisions

1. Section 1 provides the relevant tax rates for various categories of taxable individuals/entities. 

2. Section 2 defines surviving spouse, head of household, etc.

3. Section 68 describes the limitations on itemized deductions.  In the case of an individual, the amount of itemized deductions otherwise allowable shall be reduced by the lesser of: 3% of the excess of adjusted gross income over the applicable amount, OR 80% of the amount of the itemized deductions otherwise allowable for such taxable year.  Applicable amount means $100,000 for individuals, or $50,000 for separate return filed by a married individual.  The dollar amounts above shall be increased, in each taxable year, by an amount equal to such dollar amount multiplied by the cost of living adjustment.  For purposes of this section, the term itemized deduction does NOT include: the medical expense deduction under § 213, deductions for investment interest under § 163(d), deductions for casualty or theft losses in § 165.  This section will be applied after the application of any other limitation on the allowance of any itemized deduction.  BUT, this section shall not apply to any estate or trust.

4. Section 6013(a) provides the rules applicable to filing joint returns by married couples.  Subsection (d) defines the status of husband and wife.

b. “by imposing phase-outs of itemized deductions and personal exemptions, Congress effectively imposes an even higher tax rate on some upper income noncorporate taxpayers.”-945

c. Classifications of taxpayers—“The taxable income levels at which different sets of progressive rates are imposed depend upon the classification (by personal circumstances) of the taxpayer.  Individual taxpayers are grouped into four classifications: (1) Married individuals filing joint returns and surviving spouses; (2) heads of households; (3) unmarried individuals…; (4) married individuals filing separate returns.  There is a separate schedule for trusts and estates; and corporate taxpayers are taxed under an entirely different set of rates.”-945

d. “A consequence of filing a joint return is joint and several liability, not only for the tax reported, but also for deficiencies and interest and possibly civil penalties.  In many circumstances the income-splitting advantage of a joint return will result in less tax liability for the spouses than filing separate returns.”-947

e. “In 1954, the ‘surviving spouse’ was fitted into the married joint return classification and remains there.  Surviving spouses, as defined in Section 2(a), are widows or widowers who for the two years following the year of their spouse’s death do not remarry bud do maintain certain dependents in their home.  One is not a statutory ‘surviving spouse’ for the year of the spouse’s death.”-947

f. “head of household status … can also apply, for example, to a divorced or legally separated person who maintains as one’s home a household in which unmarried descendents reside.”-948

g. “If A and B have equal incomes, or if both have more than nominal incomes, they may be better off living together and filing separate returns than marrying….  One rather glamorous way for married persons to avoid what is commonly referred to as the ‘marriage penalty’ is for spouses to travel to a winter vacation resort at the end of the year, obtain a divorce and desirable single tax status by New Year’s Eve, and return home to a remarriage after the New Year, suntanned, happy, reconciled and having paid for part of the excursion with the tax savings generated by single taxpayer status.”-950

h. Indirect rate increase—“Congress has indirectly increased the tax rates of upper-income non-corporate taxpayers by disallowing some deductions by means of a phase-out of personal exemptions and certain itemized deductions.”-952

i. “If a taxpayer’s adjusted gross income exceeds a threshold amount, then the total amount of personal exemptions is reduced.  The threshold amount is $150,000 for marrieds filing joint returns and surviving spouses, $125,000 for heads of households, $100,000 for unmarrieds not within the above categories, and $75,000 for marrieds filing separately….  [T]he applicable percentage generally is 2 percentage points for each $2500 (or fraction thereof) by which the taxpayer’s adjusted gross income exceeds the threshold amount.”-952

j. “assume in the current year a married couple has two children, they qualify for $8000 of personal exemptions, and they have $199,000 of adjusted gross income.  Their adjusted gross income exceeds the threshold amount of $150,000 by $49,000, and they must reduce their exemptions by 40 percent (2 percent times 20 ($49,000 excess divided by $2500 or fraction thereof).  Thus, the couple’s personal exemptions are reduced by (and taxable income is increased by) $3200 (40 percent of $8000) to $4800.”-952

k. “an individual taxpayer whose adjusted gross income exceeds a threshold amount of $100,000 ($50,000 for marrieds filing separately) is required to reduce most itemized deductions by 3 percent (up to a maximum of 80 percent) of the amount by which adjusted gross income exceeds the threshold amount.  Certain itemized deductions (medical expenses, investment interest and wagering losses) are not subject to the reduction.”-952

l. The kiddie tax—“Congress added a special ‘kiddie tax’ in the 1986 legislation, aimed at preventing avoidance tactics of assignment of income to some minors.  The rule applies to the net unearned income (generally unearned income in excess of $1000) of a child who is under the age of 14 at the close of the taxable year….  This section requires net unearned income of a child under the age of 14 to be taxed at the higher rate of the child’s regular rate or the rate at which it would be taxed to the parents if added to their other income.”-953

m. Bracket creep—“In recent years, much attention has been focused on the effect of inflation on the rate structure….  Adjustments for ‘bracket creep,’ first introduced in 1981 tax legislation are continued in the 1993 Act for years after 1993.”-954

n. Tax tables—“In order to provide low-income individual taxpayers who use the standard deduction a simplified method of computing their taxes, the Code has traditionally called for the administrative preparation of tax tables that yield automatic tax determination without arithmetic computation.”-954

o. Filing requirement—“Related to tax rates and classifications is the Section 6012 requirement to file an income tax return.”-955

p. Problems

B. Credits Against Tax

1. “The final step in computing a taxpayer’s regular tax liability is to reduce the taxpayer’s tax liability as determined above by the amount of any tax credits allowed to the taxpayer.”-957

2. “A credit of a certain dollar amount is more advantageous to the taxpayer than a deduction because it reduced tax liability dollar-for-dollar, whereas a deduction reduces only taxable income with a corresponding but smaller reduction in tax liability.  Deductions effect greater tax savings as the taxpayer’s tax rate increases; in contrast, credits have the same dollar saving for all taxpayers who otherwise would pay tax, regardless of their tax brackets.”-957

3. “The Code assigns the credit provisions to five groups.  Four groups of credits are said to be ‘nonrefundable.’  Even if they exceed the amount of tax computed, they do not generate a refund.  The four groups are personal credits, general business credits, certain miscellaneous credits, and the minimum tax credit.  The fifth group of credits are ‘refundable’ because the amount by which they exceed the tax liability computed after taking into consideration the nonrefundable credits may be refunded to the taxpayer.”-958

4. “It is obviously best that refundable credits be consumed last, after allowance of other credits, because this will maximize the amount of any refund.”-958

5. “some credits qualify for carryovers to the extent they are not used in the year in which they arise.  The statute fixes the pecking order of nonrefundable credits by providing that credit provisions are to be used to reduce tax liability in the order in which they appear in the Code.”-958

6. Under § 469, “In general, a taxpayer will not be allowed a reduction in tax liability for any ‘passive activity credit’—the amount by which the sum of all credits from passive activities exceed the regular tax liability allocable to all the taxpayer’s passive activities for the taxable year.  Thus, the amount of credits from passive activities is generally limited to the tax liability generated by those passive activities.  If there are excess passive activity losses (in excess of income) for the year, the taxpayer will have no current benefit from the credits produced by the passive activities.  The entire amount of any disallowed passive activity credit may be carried forward indefinitely, but may not be carried back.”-958

7. Nonrefundable Personal Credits

a. “The nonrefundable personal credits are used first to reduce tax payable for a taxable year.  The tax liability that may be so discharged is, generally, one’s regular income tax liability.”-958

b. Section 21: Credit for Dependent Care Expenses—“This credit is allowed for ‘employment related expenses,’ that are incurred for household services or day care of a ‘qualifying individual,’ if incurred to enable the taxpayer to be gainfully employed.  Generally, a ‘qualifying individual’ is a dependent relative of the taxpayer under the age of 13 or a mentally or physically handicapped dependent or spouse of the taxpayer.  To qualify for the credit, the taxpayer or the taxpayer’s spouse must furnish more than one-half the cost of maintaining a household in which one or more qualifying individuals reside.  The credit is equal to an ‘applicable percentage,’ which may not exceed 30 percent, of the taxpayer’s employment-related expenses; the employment-related expenses cannot exceed $2400 if there is one qualifying individual in the taxpayer’s household, and $4800 if there are two or more such individuals.  Thus, as the applicable percentage never exceeds 30 percent, the credit may never exceed $720 or $1440, respectively.”-959

c. Section 22: Credit for the Elderly and Disabled—“This credit is designed to provide tax relief to low and middle income elderly and retired disabled persons who do not have significant social security, retirement, pension and disability benefits.”-959

d. Section 23: Credit for Qualified Adoption Expenses—“A $5000 per eligible child credit ($6000 in the case of children with special needs) is allowed for qualified adoption expenses.  An ‘eligible child’ is an individual who is less than 18 years of age and is physically or mentally incapable of self-care….  The credit begins to be phased out for taxpayers with adjusted gross income in excess of $75,000 and is fully phased out when the adjusted gross income exceeds $115,000.”-960

e. Section 24: Child Tax Credit—“A credit of $500 ($400 in 1998) is allowed for each ‘qualifying child’ of the taxpayer.  A qualifying child is a child under the age 17 for whom the taxpayer is allowed a dependency exemption who is a child, a stepchild, or an eligible foster child of the taxpayer.  The credit is phased out for taxpayers with a modified adjusted gross income in excess of certain threshold amounts, $110,000 in the case of a joint return, $75,000 in the case of an individual who is not married, and $55,000 in the case of a married taxpayer filing separately….  IN some circumstances, if the child credit exceeds a taxpayer’s total tax liability, the excess is transferred to the Earned Income Credit, is retitled a Supplemental Child Credit, and results in a refund to the taxpayer as a separate part of the Earned Income Credit.”-960

f. Section 25: Credit for Interest on Certain Home Mortgages—“This is a credit for a portion of the interest paid on a mortgage on a principal residence under certain programs established by state and local governments to enable taxpayers to effectively acquire the mortgage at a lower rate of interest than the going rate as a result of the credit.”-961

g. Section 25A: Hope and Lifelong Learning Credits—“Section 25A provides for two credits for a taxpayer’s qualified tuition and related fees at an eligible institution of higher education for a student who is the taxpayer or the taxpayer’s spouse or dependent.”-961

8. Miscellaneous Nonrefundable Credits

a. “A second group of provisions (Sections 27 through 30) contains some miscellaneous credits that reduce the amount of tax to be paid (again, according to their numerical order in the Code), but they are nonrefundable and they generally do not qualify for any carryover.”-961

b. Section 27: The Foreign Tax Credit—“This is a credit for taxes paid to the government of a foreign country that is allowed as an alternative to an income tax deduction for such payments.”-961

c. Section 29: Credit for Producing Fuel from a Nonconventional Source—“This energy crisis provision encourages taxpayers to develop alternative energy sources, such as shale oil, biomass fuel, coal-derived synthetic fuels, wood fuels, and steam-produced agricultural byproduct fuels.”-961

d. Section 30: Credit for Qualified Electric Vehicles—“Congress enacted a 10 percent credit for the cost of acquiring an electrically powered motor vehicle.”-962

9. The Nonrefundable General Business Credit

a. “The single ‘general business’ credit allowed by Section 38 is a combination of credits.  Each of the credits is initially computed separately and when they are combined and are subject to special limitations and carryovers.”-962

b. “The general business credit reduces tax required to be paid after applying other nonrefundable credits but prior to the utilization of the refundable credits.  Generally, the ceiling on the credit is $25,000 of tax liability after the credits allowed by Sections 21 through 30 plus 75 percent of such tax liability in excess of $25,000….  [A]ny unused portion generally may be carried back one year and forward twenty years.”-962

c. Section 40: The Alcohol Fuels Credits—“[T]axpayers are allowed a credit for alcohol used as a fuel or combined in a mixture for fuel or for sale as fuel and for the production of ethanol.”-962

d. Section 41: Credit for Increasing Research Activities—“Congress has provided a credit for certain research and development costs incurred in one’s business to stimulate private sector research and development activities.”-962

e. Section 42: The Low Income Housing Credit.
f. Section 43: Enhanced Oil Recovery Credit.
g. Section 44: The Credit for Expenditures to Provide Access to Disabled Individuals.
h. Section 45: Electricity Produces from Certain Renewable Resources.
i. Section 45A: Indian Employment Credit.
j. Section 45B: Employer Social Security Credit—“Food and beverage establishment employers are allowed a general business credit for social security contributions on tips of employees in excess of tips that are treated as wages for purposes of satisfying the minimum wage provisions.”-963

k. Section 45C: Clinical Testing of Certain Drugs.
l. Section 1396: Empowerment Zone Employment Credit.
m. Contributions to Community Development Corporations—“While a new Code section ahs not been added, contributions to qualified community development corporations (charities promoting employment and business opportunities for low income individuals in a geographic area) qualify for the general business credit.”-963

n. Section 46: The Investment Credit—“costs incurred on rehabilitation of old buildings, expenditures for certain energy property, and certain costs incurred in reforestation still qualify for a varying percentage investment credit.”-963

o. Section 51: The Work Opportunity Credit—“This credit is provided in a congressional attempt to stimulate the hiring of members of certain designated groups, called ‘disadvantaged,’ such as welfare recipients, economically subnormal veterans, qualified ex-felons, and high-risk youths, to lead them from the welfare rolls to economic independence.”-964

p. Section 51A: Welfare to Work Credit—“This credit … permits an employer a credit for eligible wages paid to qualified long term family assistance recipients.  The credit is 35 percent of the first $10,000 of qualified wages in the first year of employment and 50 percent of the first $10,000 of such wages in the second year of employment.”-964

10. The Nonrefundable Minimum Tax Credit

a. “A taxpayer who is subject to the alternative minimum tax (AMT) may be allowed a credit against regular income tax liability in subsequent years … in an amount computed with reference to the taxpayer’s alternative minimum tax liability previously paid.”-965

11. Refundable Credits

a. Section 31: Credit for Withholding on Wages—“Section 31 … provides a credit for tax withheld by an employer.  This credit simply recognizes that such withholding is in the nature of a prepayment of tax.”-965

1. “Section 3402(a) requires an employer to act as a tax collector and withhold from an employee an amount of tax generally based upon the employee’s wages, exemptions, and tax classification.  The Regulations contain tables to guide employers in determining the amount to withhold, and the employer is personally liable for these amounts just as if it were tax imposed on him.  The tax applies only if there is an employment relationship and is imposed on ‘wages’ which are broadly defined.”-965

2. “[T]he payment of estimated tax by persons who were not wage earners or by wage earners with outside income … [is] still generally required; and if required they are made on a quarterly basis; for most calendar year taxpayers the due dates are April 15, June 15, September 15, and January 15.  There are penalties for failure to pay the estimated tax.  Estimated tax payments are similar to withholding of taxes on wages because they also constitute a prepayment of tax.”-966

3. “An excessive amount withheld for social security taxes is also treated as if it were withheld as income tax and thus qualifies for the Section 31 credit.”-966

b. Section 32: Earned Income Credit—“Basically, low income workers (with or without children) are allowed a credit against their income tax liability.  The amount of the credit is based on a percentage of their earned income, and it is phased out as their earned income (or modified adjusted gross income if it is greater) increases.  The credit is a refundable credit, but unlike the withholding credit the refund is not merely a return of prepaid taxes; instead, it generates additional revenue to persons near poverty levels….  Thus,, for working taxpayers with low incomes, this constitutes a negative income tax, providing such taxpayers with an additional source of financial support.”-966

1. “the maximum credit is $323 for a taxpayer without a qualifying child, $2152 for a taxpayer with one qualifying child, and $3556 for a taxpayer with more than one qualifying child.  The credit is fully phased out and no credit is available for years after 1995, disregarding inflation, if a taxpayer’s modified adjusted gross income (or earned income, if greater) exceeds roughly $9,500, $25,075, and $28,500, respectively….  [T]he credit is also denied if a taxpayer has investment income in excess of $2,200.”-967

2. “In order to provide support throughout the year for taxpayers with qualifying children who are entitled to the credit, the amount of any refund of the credit may be recovered in an advance payment pro-rated over the year in which the income is earned, rather than in a lump sum at the time the taxpayer’s return is filed.”-967

c. Section 33: Credit for Withholding on Nonresident Aliens and Foreign Corporations

d. Section 34: Credit for Certain Uses of Gasoline and Special Fuels

e. Section 35: Credit for Overpayment of Tax—“A refund is allowed for any overpayment of tax.  Amounts paid as estimated tax are treated as payment of income tax and if the total amount paid as estimated tax exceeds actual tax liability for the year, the excess is an overpayment of tax.  An overpayment of income tax may be credited against any liability of the taxpayer under the Internal Revenue Code.”-968
12. Problems

a. (1)

b. (2)

XXIV. The Year of Inclusion or Deduction—Chapter 19

A. Fundamental Timing Principles

1. Introduction

a. Relevant IRC Provisions

1. Section 441(a) provides that taxable income shall be computed on the basis of the taxpayer’s taxable year.  Subsection (b) provides that ‘taxable year’ means: the taxpayer’s annual accounting period, if it is a calendar year or a fiscal year; the calendar year if subsection (g) applies; or the period for which the return is made, if a return is made for a period of less than 12 months.  Subsection (c) provides that the term ‘annual accounting period’ means the annual period on the basis of which the taxpayer regularly computes his income in keeping his books.  Subsection (d) provides that the term ‘calendar year’ means a period of 12 months ending on December 31.  Subsection (e) provides that the term ‘fiscal year’ means a period of 12 months ending on the last day of any month other than December.  In the case of any taxpayer who has made the election provided by subsection (f), the term means the annual period (varying from 52 to 53 weeks) so elected.

2. Section 442 provides that if a taxpayer changes his annual accounting period, the new accounting period shall become the taxpayer’s taxable year ONLY if approved by the Secretary.

3. Section 446 provides that taxable income shall be computed under the method of accounting on the basis of which the taxpayer regularly computes his income in keeping his books.  If no method has been regularly used, or if the method does NOT clearly reflect income, the computation shall be made under such method as, in the opinion of the secretary, clearly reflects income.  Among the permissible methods are: cash receipts and disbursements; accrual; any other method provided by this chapter; any combination of methods.  For taxpayers engaged in more than one trade or business, they may use different accounting methods for each trade or business.  The Secretary MUST consent to a change of accounting methods by the taxpayer.  If the Secretary is not notified of a change, the absence of consent shall not be taken into account to prevent the imposition of any penalty, or the addition of any amount to tax; or to diminish the amount of such penalty or addition to tax.

4. Section 451(a) provides that the amount of any item of gross income shall be included in the gross income for the taxable year in which received by the taxpayer, unless, under the method of accounting used in computing taxable income, such amount is to be properly accounted for as of a different period.

5. Section 461(a) provides that the amount of any deduction or credit allowed by this subtitle shall be taken for the taxable year which is the proper taxable year under the method of accounting used in computing taxable income.

6. Section 1.446-1(a)(2) provides that no uniform method of accounting can be prescribed for all taxpayers.  However, no method of accounting is acceptable unless, in the opinion of the Commissioner, it clearly reflects income.  Under subsection (a)(4), the essential features that must be considered in maintaining records are listed: all merchandise at the beginning and at the end of the year; expenditures made during the year classified as capital and expense; and any expenses made to restore or extend the useful life of a depreciable asset.  Subsection (b)(2) provides that a taxpayer whose sole source of income is wages need not keep formal books.  Tax returns and other records are sufficient to establish the use of the method of accounting.  Subsection (c) provides that under an accrual method, income is to be included for the taxable year when all the events have occurred that fix the right to receive the income and the amount of the income can be determined with reasonable accuracy.  Subsection (c)(ii)(B) provides that the term ‘liability’ includes any item allowable as a deduction, cost, or expense for Federal income tax purposes.  In addition, the term includes any amount allowable as a capitalized cost, as a cost taken into account in computing cost of goods sold, as a cost allocable to a long-term contract, or as any other cost or expense.

b. “Federal income taxes are computed on the basis of a net income figure (taxable income) for a twelve month period (the taxable year)….  The taxable year is usually a twelve month period ending on the last day of a month.  A taxpayer may use the calendar year which of course ends on December 31st or may elect a fiscal taxable year which ends on the last day of any other month.”-579

c. “approval of the Commissioner is required for a change of accounting period.”-580

d. “The cash method of accounting, normally used by individuals, measures tax liability by including an item in income or allowing a deduction at the time that cash or its equivalent is received or paid.  The accrual method of accounting is normally used and sometimes must be used by businesses.  It measures tax liability by including an item in income at the time the taxpayer becomes entitled to it and allowing a deduction at the time a deductible obligation becomes fixed and certain, that is, when all events have occurred to fix the right to receive payment or to fix the duty to make payment but sometimes only after economic performance, where in either instance the amount can be determined with reasonable accuracy.”-580

e. “Generally, corporations other than S corporations and partnerships in which such corporations are partners may not use the cash method.”-581

f. “A ‘tax shelter’ is defined by the IRC § 461(i)(3) as: (1) any enterprise (other than a C corporation) in which interests in such enterprise have been offered for sale in any offering required to be registered with a federal or state agency, (§ 461(i)(3)(A)); (2) any syndicate, i.e., partnership or other entity (other than a C corporation) if more than 35 percent of the losses of such entity are allocable to limited partners or limited entrepreneurs, (§§ 461(i)(3)(B)) and 1256(e)(3)(B)); and (3) any partnership, entity, plan or arrangement, the principal purpose of which is the avoidance or evasion of taxes (§§ 461(i)(3)(C) and 6662(d)(2)(C)(iii)).”-581 n. 11.

g. Under the cash method, “an expenditure related to the production of year one income is ‘matched’ against income to be reported in that year.”-582

h. Under the percentage of completion method, “items of income and deduction are taken into account proportionately as work on the contract progresses….  [The completed contract method allows the taxpayer] to determine and report net profit on the project upon completion of the entire contract.”-582

i. “a basic statutory requirement is that the method used must clearly reflect income.”-582

j. “A taxpayer is not limited to the use of a single accounting method in computing tax liability.”-583

k. “Although a taxpayer may initially adopt any accounting method that clearly reflects income, nevertheless the consent of the Commissioner must be obtained in order to change accounting methods….  [O]ne must generally show a business purpose for making the change.”-583

l. “As a general principle each taxable year stands alone and each year’s tax liability is computed separately, a concept spoken of as preserving the integrity of the taxable year.”-583

m. “In general, substantive provisions of the Code allowing deductions take account of both the cash and accrual method of accounting.”-583

B. The Cash Receipts and Disbursements Method

1. Receipts

a. Relevant IRC Provisions

1. Section 1.451-1(a) provides that gains, profits, and income are to be included in gross income for the taxable year in which they are actually or constructively received unless includible in a different year in accordance with the taxpayer’s method of accounting.  Under an accrual method, income is includible in gross income when all events have occurred which fix the right to receive such income and the amount thereof can be determined with reasonable accuracy.  Where an amount of income is properly accrued on the basis of a reasonable estimate and the exact amount is subsequently determined, the difference, if any, shall be taken into account for the taxable year in which such determination is made.  Subsection –2(a) provides that income although not actually reduced to a taxpayer’s possession is constructively received by him in the taxable year during which it is credited to his account, set apart for him, or otherwise made available so that he may draw upon it at any time, or so that he could have drawn upon it during the taxable year, if notice of intention to withdraw had been given.  However, a taxpayer’s income is NOT constructively received if substantial restrictions or limitations are placed on control of its receipt.  The subsection goes on to list some examples of restrictions that are NOT substantial.  Subsection (b) provides that amounts payable with respect to interest coupons which have matured and are payable but which have not been cashed are constructively received in the taxable year during which the coupons mature, unless it can be shown that there are no funds available for payment.  Dividends or corporate stock are constructively received when unqualifiedly made subject to the demand of the shareholder.  Accrued interest on unwithdrawn insurance policy dividends is gross income to the taxpayer for the first taxable year during which such interest may be withdrawn by him.

Charles F. Kahler—Tax Court of the U.S., 1952

Issue: Whether “the receipt of a check by a cash basis taxpayer after banking hours on the last day of the taxable period constitutes a realization of income”? YES

Holding: “The petitioner realized income upon receipt of the commission check on December 31, 1946.”-585

Rule: “The Lavery and Ostenberg cases both decided that checks delivered to the taxpayers were income in the year of delivery.”-585

Williams v. Commissioner—Tax Court of the U.S., 1957

Issue: Whether a promissory note which was not and could not have been exchanged for cash is includible in the taxpayer’s gross income in the year in which it was received? NO

Holding: “The receipt by petitioner of the promissory note in 1951 does not constitute taxable income realized during that year.”-588

Rule: “A note received only as security, or as an evidence of indebtedness, and not as payment, may not be regarded as income at the time of receipt….  A simple change in the form of indebtedness from an account payable to a note payable is insufficient to cause the realization of income by the creditor.”-588

Cowden v. Commissioner—5th Cir., 1961

Issue: Whether “the undertaking of the lessee to make future bonus payments was, when made, the equivalent of cash and, as such, taxable as current income”? NO

Rule: “if a consideration for which one of the parties bargains is the equivalent of cash it will be subjected to taxation to the extent of its fair market value.”-591

“We are convinced that if a promise to pay of a solvent obligor is unconditional and assignable, not subject to set-offs, and is of a kind that is frequently transferred to lenders or investors at a discount not substantially greater than the generally prevailing premium for the use of money, such promise is the equivalent of cash and taxable in like manner as cash would have been taxable had it been received by the taxpayer rather than the obligation.”-592

Paul V. Hornung—Tax Court of the U.S., 1967

Issue: Whether “the value of a 1962 Corvette automobile which was won by petitioner [in 1961] for his performance in a professional football game should be included in his gross income for the taxable year 1962”?YES

Holding: “we hold that petitioner received the Corvette for income tax purposes in 1962 as he originally alleged in his petition and as he reported in his 1962 income tax return.”-596

Rule: “The amount of any item of gross income is included in gross income for the taxable year in which received by the taxpayer unless such amount is properly accounted for as of a different period.”-595

“Generally, under the cash receipts and disbursements method … all items which constitute gross income (whether in the form of cash, property, or services) are to be included for the taxable year in which actually or constructively received.”-595

“Income although not actually reduced to a taxpayer’s possession is constructively received by him in the taxable year during which it is credited to his account, set apart for him, or otherwise made available so that he may draw upon it at any time, or so that he could have drawn upon it during the taxable year if notice of intention to withdraw had been given.”-596

“The basis of constructive receipt is essentially unfettered control by the recipient over the date of actual receipt.”-596

2. Disbursements

a. Relevant IRC Provisions

1. Section 461(g) provides that if the taxable income is computed under the cash receipts and disbursements method, interest paid by the taxpayer which, under regulations prescribed by the Secretary, is properly allocable to any period: with respect to which the interest represents a charge for the use or forbearance of money, and which is after the close of the taxable year in which paid, shall be charged to capital account and shall be treated as paid in the period to which so allocable.  This subsection shall NOT apply to points paid in respect of any indebtedness incurred in connection with the purchase or improvement of, and secured by, the principal residence of the taxpayer to the extent that, under regulations prescribed by the Secretary, such payment of points is an established business practice in the area in which such indebtedness is incurred, and the amount of such payment does not exceed the amount generally charged in such area.

2. Section 1.461-1(a)(1) provides that under the cash receipts and disbursements method, amounts representing allowable deductions shall, as a general rule, be taken into account for the taxable year in which paid.  A taxpayer using this method may also be entitled to certain deductions in the computation of taxable income which do not involve cash disbursements during the taxable year, such as the deductions for depreciation, depletion, and losses under sections 167, 611, and 165 respectively.  If an expenditure results in the creation of an asset having a useful life which extends substantially beyond the close of the taxable year, such an expenditure may not be deductible, or may be deductible only in part, for the taxable year in which made.

Revenue Ruling 54-465

Rule: “A charitable contribution in the form of a check is deductible, in the manner and to the extent provided in section 23(o) and (q) of the Internal Revenue Code of 1939 … in the taxable year in which the check is delivered provided the check is honored and paid and there are no restrictions as to time and manner of payment thereof.”-597

b. Note on credit card payments

1. “Since the cardholder’s use of the credit card creates the cardholder’s own debt to a third party, the use of a bank credit card to make a charitable contribution is equivalent to the use of borrowed funds to make a contribution.  The general rule is that when a deductible payment is made with borrowed money, the deduction is not postponed until the year in which the borrowed money is repaid.  Such expenses must be deducted in the year they are paid and not when the loans are repaid.  Accordingly, the taxpayer discussed in Rev.Rul. 71-216, who made a contribution to a qualified charity by a charge to the taxpayer’s bank credit card, is entitled to a charitable contribution deduction under section 170(a) of the Code in the year the charge was made.”-599

Vander Poel, Francis & Co., Inc.—Tax Court of the U.S., 1947

Issue: Whether “petitioner, a corporation which kept its books and made its income tax returns on the cash basis, is entitled to deduct the full amount of the salaries regularly and duly voted to its two officers … and unconditionally credited to their respective accounts, notwithstanding it did not actually pay the full amount of these salaries in cash or other property during 1942”? NO

Rule: “A review of the cases indicates that the courts will seldom support a doctrine of constructive payment in the sense in which it is used in this chapter to determine when an item has been paid rather than who has paid it.”-600  In other words, the doctrines of constructive receipt and constructive payment are not the same.

Commissioner v. Boylston Market Ass’n—1st Cir., 1942

Issue: Whether “a taxpayer who keeps his books and files his returns on a cash basis is limited to the deduction of the insurance premiums actually paid in any year or whether he should deduct for each tax year the pro rata portion of the prepaid insurance applicable to that year”? The pro rata portion of the prepaid insurance applicable to that year.

Rule: A taxpayer using the cash receipts and disbursements accounting method who makes prepayments of insurance premiums is NOT entitled to take a full deduction for those payments as ordinary and necessary business expenses in the year in which the payment was made where the insurance covers more than one year.  Rather, the taxpayer may deduct only a pro rata portion of the prepaid insurance.

c. Note

1. “As indicated in the Boylston Market Ass’n case and as later set forth in the regulations, an expenditure by a cash method taxpayer which results in the creation of an asset that has a useful life extending ‘substantially beyond’ the close of the taxable year may not be fully deducted in the hear payment is made.  Instead, the expenditure must be capitalized and deductions may be taken only ratably over the asset’s useful life.”-603

Cathcart v. Commissioner—Tax Court of the U.S., 1977

Issue: Whether “petitioners are entitled to deduct points withheld from mortgage proceeds in the year petitioners obtained their mortgage”? NO

Holding: “Because the points were withheld from the loan proceeds, rather than paid by petitioners to Southern Federal, we conclude petitioners are not entitled to deduct the entire $1086.60 in 1973.”-605

Petitioners “may only deduct $34.34, that pro rata portion of the points attributable to 1973.”-606

Rule: “cash method taxpayers may not take interest expense deductions for prepaid interest if such deductions materially distort their income.”-605
Revenue Ruling 87-22

Issue: “If a taxpayer pays points on the refinancing of a mortgage loan secured by the principal residence of the taxpayer, is the payment deductible in full, under section 461(g)(2) of the Internal Revenue Code, for the taxable year in which the points are paid?” NO

“If the taxpayer described above uses part of the proceeds from the refinancing to improve the taxpayer’s principal residence, may the taxpayer deduct any portion of the points for the taxable year paid?” YES

Holding: “80 percent of the points (2,880) paid by B with respect to B’s new mortgage loan does not meet the requirements of section 461(g)(2) of the Code.  Accordingly, B must deduct the $2880 over the period of the new mortgage loan.  On the other hand, $720 (20 percent) of the points was paid in respect of an indebtedness that was incurred in connection with the improvement of B’s principal residence.  This amount, therefore, meets the requirements of section 461(g)(2).  Accordingly, 20 percent ($720) of the points paid by B may be deducted for the taxable year paid.”-608

Rule: Section 461(g)(2) provides that section 461(g)(1) shall not apply to points paid in respect of any indebtedness incurred in connection with the purchase or improvement of, and secured by, the principal residence of the taxpayer to the extent that such payment of points is an established business practice in the area in which such indebtedness is incurred and the amount of such payment does not exceed the amount generally charged in such area.  Therefore, unlike the rule applicable to other instances of prepaid interest, if the requirements of section 461(g)(2) of the Code are satisfied, the taxpayer is not limited to deducting the points over the period of the indebtedness.”-607

d. Problems

C. The Accrual Method

1. Income Items

a. Relevant IRC Provisions

1. Sections 451(a) and 1.451-1(a) are set forth above.

Spring City Foundry Co. v. Commissioner—S.Ct., 1934

Issue: Whether a taxpayer using the accrual method of accounting, has realized gross income after selling goods in 1920, even though the buyer subsequently went bankrupt, and was unable to pay? YES

Rule: “Keeping accounts and making returns on the accrual basis, as distinguished from the cash basis, import that it is the right to receive and not the actual receipt that determines the inclusion of the amount in gross income.  When the right to receive an amount becomes fixed, the right accrues.”-610

“On an accrual basis, the ‘total sales’ … are manifestly the accounts receivable arising from the sales, and these accounts receivable, less the cost of the goods sold, figure in the statement of gross income.  If such accounts receivable become uncollectible, in whole or part, the question is one of the deduction which may be taken according to the applicable statute.”-611

Revenue Ruling 70-151

Issue: Where a taxpayer corporation using the accrual method of accounting recovers a judgment against the United States in 1968, and the Supreme Court denies the writ of certiorari and a request for rehearing in 1969, but the Congress fails to make an appropriation for the judgment in 1969, when does the income accrue? 1969

Holding: “the amount of the judgment must be included in the taxpayer’s gross income in 1969 under the taxpayer’s method of accounting.”-612

Rule: “any item of gross income shall be included in gross income for the taxable year in which received by the taxpayer unless, under the method of accounting used in computing taxable income, such amount is to be properly accounted for as of a different period.”-611

“under the accrual method of accounting, income is includible in gross income when all events have occurred that fix the right to receive such income and the amount thereof can be determined with reasonable certainty.”-611

North American Oil Consolidated v. Burnet—S.Ct. 1932

Issue: Whether “the sum of $171,979.22 received by the North American Oil Consolidated in 1917 [where the money came through a receiver appointed by the court to oversee and operate certain property throughout 1916, and the litigation that was the cause of the appointment of the receiver terminated in 1922], was taxable to it as income of that year”? YES

Holding: “The net profits were not taxable to the company as income of 1916.  For the company was not required in 1916 to report as income an amount which it might never receive.”-613

“There was no constructive receipt of the profits by the company in that year, because at no time during the year was there a right in the company to demand that the receiver pay over the money.”-614

“The net profits earned by the property in 1916 were not income of the year 1922—the year in which the litigation with the Government was finally terminated.  They became income of the company in 1917, when it first became entitled to them and when it actually received them.”-614

Rule: “If a taxpayer receives earnings under a claim of right and without restriction as to its disposition, he has received income which he is required to return even though it may still be claimed that he is not entitled to retain the money, and even though he may still be adjudged liable to restore its equivalent.”-614

New Capital Hotel, Inc.—Tax Court of the U.S., 1957

Issue: Whether “a $30,000 advance payment received in 1949 by the petitioner lessor, an accrual basis taxpayer, pursuant to least contract is includible in gross income in 1949, as determined by the respondent, or in 1959, the year in which the advance payment is to be applied as rent”? 1949

Holding: “we cannot say that the Commissioner abused the discretion granted him in section 41, Internal Revenue Code of 1939, in determining that the $30,000 was includible in the petitioner’s gross income in 1949.”-616

Rule: “We have recognized that the inclusion of prepaid income in gross income in the year of receipt of the item representing it, rather than in a subsequent year when it is considered earned, is not in accord with principles of commercial accounting.”-616

However, “the Commissioner has acted within the discretion granted him under section 41 of the 1939 Code in holding that prepaid income must be returned in the year received in order to clearly reflect income.”-616

Artnell Co. v. Commissioner—7th Cir., 1968

Issue: Whether “prepayments for services (proceeds of advance sales of tickets) must be treated as income when received or whether such treatment could be deferred by the accrual basis taxpayer until the games were played and other services rendered”? When services are rendered.

Holding: “We conclude that the tax court erred in deciding that these revenues were income when received regardless of the merits of the method employed.”-621

b. Deferred Income

1. “the Artnell case delivered a major jolt to long standing and generally accepted Treasury policy requiring taxpayers, whether on the cash or accrual method, to include amounts received for goods and services to be furnished in a later year in income in the year of receipt.”-621

A. “In Artnell on remand, the Tax Court … upheld the taxpayer’s deferred reporting of a portion of its income.”-621

2. “The Treasury’s strict inclusion policy appeared as early as 1938 in a memorandum which, relying upon ‘claim of right’ language in North American Oil Consolidated, stated that ‘amounts received … within the taxable year without restriction as to disposition, use, or enjoyment, for subscription service to be rendered in a succeeding year or years constitute income for the year in which received regardless of the fact that the taxpayer’s books of account are kept on the accrual basis.’”-622

3. “Subsequent to the repeal of Sections 452 and 462 and until Artnell, the Commissioner has been largely successful in maintaining that, in order clearly to reflect income under Section 446, prepaid income of accrual method taxpayers for both goods and services must be included within income in the year of prepayment.”-622

4. “In Rev.Proc. 70-21 the Commissioner announced a new policy with respect to prepaid services.  The Procedure provides that, if there is a prepayment to an accrual method taxpayer for services to be rendered in the current and a succeeding year, income is required to be included in the current year only to the extent that services are rendered in that year and the remaining income need not be reported until the subsequent year.”-623

5. “If the services were to have been rendered by the end of the succeeding year but they are not rendered by that time, any prepayment not previously reported is treated as gross income for the succeeding year.”-623

6. Morgan Guaranty Trust—“plaintiff, an accrual method taxpayer, deferred the inclusion of a de minimis amount of prepaid interest from its gross income….  [T]he court recognize[d] that prepaid interest can be computed ‘to the day’ and that the opposite result here would convert an accrual method taxpayer to the cash method.”-624

7. “A companion development to Rev.Proc. 70-21 is an amendment to the accounting regulations which relates to prepayments for goods.  [See Reg. § 1.451-5].  Under the provision a taxpayer may defer amounts received as prepayment for goods sold in the ordinary course of one’s trade or business until the year in which the payments are ordinarily accruable under the taxpayer’s regular method of accounting.”-624

c. Inventories

1. “Whenever tax computations require the use of inventories, the accrual method of accounting must be used, at least with regard to purchases and sales….  [Inventories must be used] [w]henever [production, purchase, or sale of merchandise is an income producing factor.’”-625

2. “We already know that the general formula for determining gross income from the sale of property can be expressed as: amount realized LESS adjusted basis EQUALS realized gain.  The parallel expression of this concept where property is sold in the course of a business, such as a haberdashery, is: gross sales LESS cost of goods sold EQUALS gross profit from sales….  [H]ow does a merchant … determine the cost of the goods that he has sold during an accounting period? ….  [This question is resolved by] (1) ascertaining the cost of goods on hand at the start of the accounting period, which is called ‘opening inventory;’ (2) adding to that the cost of goods acquired during the accounting period, referred to in an abbreviated way as ‘purchases;’ and (3) subtracting from that sum the cost of the goods still on hand at the end of the accounting period, ‘closing inventory.’  Thus: opening inventory PLUS purchases LESS closing inventory EQUALS cost of goods sold….  [T]he figure to be used as opening inventory for a particular period is the figure that was used for closing inventory for the preceding period….  [C]losing inventory involves both a determination of the quantity of goods (or each item of goods) on hand and then properly ‘pricing’ it….  The quantity of goods on hand at the end of an accounting period can be determined by observation—‘taking inventory.’  However, the quantitative figure must be converted to a dollar figure, representing the cost of what is on hand.”-627

2. Deduction Items

a. Relevant IRC Provisions

1. Section 461(f) provides that IF the taxpayer contests an asserted liability, the taxpayer transfers money or other property to provide for the satisfaction of the asserted liability, the contest with respect to the asserted liability exists after the time of the transfer, and but for the fact that the asserted liability is contested, a deduction would be allowed for the taxable year of the transfer (or for an earlier taxable year) determined after application of subsection (h), then the deduction shall be allowed for the taxable year of the transfer.  This subsection shall not apply in respect to the deduction for income, war profits, and excess profits taxes imposed by the authority of any foreign country or possession of the United States.  Subsection (h) provides that, in determining an amount has been incurred with respect to any item during any taxable year, the all events test shall not be treated as met any earlier than when economic performance with respect to such item occurs.  The time when economic performance occurs shall be determined under the following principles: if the liability arises out of—the providing of services to the taxpayer by another person, economic performance occurs as such person provides such services, the providing of property to the taxpayer by another person, economic performance occurs as the person provides such property, or the use of the property by the taxpayer, economic performance occurs as the taxpayer uses such property.  If the liability of the taxpayer requires the taxpayer to provide property or services, economic performance occurs as the taxpayer provides such property or services.  If the liability of the taxpayer requires a payment to another person and—arises under any workers compensation act, or arises out of any tort, economic performance occurs as the payments to such person are made.  Subparagraphs (A) and (B) shall not apply to any liability described in the preceding sentence.  In the case of any other liability of the taxpayer, economic performance occurs at the time determined under regulations prescribed by the Secretary.  An item shall be treated as incurred during any taxable year if—the all events test with respect to such item is met during such taxable year, economic performance with respect to such item occurs within the shorter of—a reasonable period after the close of such taxable year, or 8 ½ months after the close of such taxable year, such item is recurring in nature and the taxpayer consistently treats items of such kind as incurred in the taxable year in which the requirements of clause (i) are met, and either—such item is not a material item, or the accrual of such item in the taxable year in which the requirements of clause (i) are met results in a more proper match against income than accruing such item in the taxable year in which economic performance occurs.  The all events test is met with respect to any item if all events have occurred under a provision of this title which specifically provides for a deduction for a reserve for estimated expenses.

2. Section 1.461-1(a)(2) provides that under an accrual method of accounting, a liability is incurred, and generally is taken into account for federal income tax purposes, in the taxable year in which all the events have occurred that establish the fact of the liability, the amount of the liability can be determined with reasonable accuracy, and economic performance has occurred with respect to the liability.  The fact that the exact amount of the liability cannot be determined does not prevent a taxpayer from taking into account that portion of the amount of the liability which can be computed with reasonable accuracy within the taxable year.  If any provision of the Code requires a liability to be taken into account in a taxable year later than the taxable year provided in paragraph (a)(2)(i) of this section, the liability is taken into account as prescribed in that Code provision.  Each year’s return should be complete in itself, and taxpayers shall ascertain the facts necessary to make a correct return.  The expenses, liabilities, or loss of one year generally cannot be used to reduce the income of a subsequent year.  A taxpayer may not take into account a return for a subsequent taxable year liabilities that, under the taxpayer’s method of accounting, should have been taken into account in a prior taxable year.  If a taxpayer ascertains that a liability should have been taken into account in a prior taxable year, the taxpayer should, if within the period of limitation, file a claim for credit or refund of any overpayment of tax arising therefrom.  A taxpayer’s taxable year ends on the date of his death.  Subsection –2(a) provides that IF the taxpayer contests an asserted liability, the taxpayer transfers money or other property to provide for the satisfaction of the asserted liability, the contest with respect to the asserted liability exists after the time of the transfer, and but for the fact that the asserted liability is contested, a deduction would be allowed for the taxable year of the transfer (or, in the case of an accrual method taxpayer, for an earlier taxable year for which such amount would be accruable), then the deduction with respect to the contested amount shall be allowable for the taxable year of the transfer.  If any portion of the contested amount which is deducted under subparagraph (1) of this paragraph for the taxable year of transfer is refunded when the contest is settled, such portion is includible in gross income except as provided in § 1.111-1, relating to recovery of certain items previously deducted or credited.  Such refunded amount is includible in gross income for the taxable year of receipt, or for an earlier taxable year if properly accruable for such earlier year.  The term “asserted liability” means an item with respect to which, but for the existence of any contest in respect of such item, a deduction would be allowable under an accrual method of accounting.  Any contest which would prevent accrual of a liability under section 461(a) shall be considered to be a contest in determining whether the taxpayer satisfies paragraph (a)(1)(i) of this section.  A contest arises when there is a bona fide dispute as to the proper evaluation of the law or the facts necessary to determine the existence or correctness of the amount of an asserted liability.  A taxpayer may provide for the satisfaction of an asserted liability by transferring money or other property beyond his control (i) to the person who is asserting the liability, (ii) to an escrowee or trustee pursuant to a written agreement (among the escrowee or trustee, the taxpayer, and the person who is asserting the liability) that the money or other property be delivered in accordance with the settlement of the contest, or (iii) to an escrowee or trustee pursuant to an order of the United States, any State or political subdivision thereof, or any agency or instrumentality of the foregoing, or a court that the money or other property be delivered in accordance with the settlement of the contest.  A taxpayer may also provide for the satisfaction of an asserted liability by transferring money or other property beyond his control to a court with jurisdiction over the contest.  Purchasing a bond to guarantee payment of the asserted liability, an entry on the taxpayer’s books of account which is within the control of the taxpayer are not transfers to provide for the satisfaction of an asserted liability.  In order for money or other property to be beyond the control of a taxpayer, the taxpayer must relinquish all authority over such money or other property.  In order for a contest with respect to an asserted liability to exist after the time of transfer, such contest must be pursued subsequent to such time.  Thus, the contest must have been neither settled nor abandoned at the time of the transfer.  A contest may be settled by a decision, judgment, decree, or other order of any court of competent jurisdiction whish has become final, or by written or oral agreement between the parties.  The existence of the contest with respect to an asserted liability must prevent (without regard to section 461(f)) and be the only factor preventing a deduction for the taxable year of the transfer (or, in the case of an accrual method taxpayer, for an earlier taxable year for which such amount would be accruable) to provide for the satisfaction of such liability.  Subsection –4(a) provides that for purposes of determining whether an accrual basis taxpayer can treat the amount of any liability as incurred, the all events test is NOT treated as met any earlier than the taxable year in which economic performance occurs with respect to the liability.  Subsection –5(a) provides that a taxpayer using an accrual method of accounting may adopt the recurring item exception described in paragraph (b) of this section as method of accounting for one or more types of recurring items incurred by the taxpayer.  In the case of the ‘other payment liabilities,’ the Commissioner may provide for the application of the recurring item exception by regulation, revenue procedure or revenue ruling.  Subsection (b)(1) provides that under the recurring item exception, a liability is treated as incurred for a taxable year if—as of the end of that taxable year, all events have occurred that establish the fact of the liability and the amount of the liability can be determined with reasonable accuracy; economic performance with respect to the liability occurs on or before the earlier of—the date the taxpayer files a timely return for that taxable year; or the 15th day of the 9th calendar month after the close of that taxable year; the liability is recurring in nature; and either the amount of the liability is not material; OR the accrual of the liability for that taxable year results in a better matching of the liability with the income to which it relates than would result from accruing the liability for the taxable year in which economic performance occurs.

Revenue Ruling 57-463

Issue: When does a taxpayer who uses the accrual method of accounting become liable for deficiencies assessed for income taxes, penalties, and interest, where he enters into a compromise agreement providing for deferred installment payments of the amount assessed plus additional interest on the deferred payments? When he enters into the agreement

Holding: “In the instance case, the taxpayer’s liability for the deficiencies became determined at the time the taxpayer consented to the assessment, and a deduction for interest to that date may be allowed for that taxable year.”-629

Rule: “the amount of any deduction or credit allowed by Subtitle A shall be taken for the taxable year which is the proper taxable year under the method of accounting used in computing taxable income.  A taxpayer keeping his accounts and filing his returns on the accrual method of accounting is entitled to deduct interest in the taxable year in which liability accrues….  Interest on a deficiency in tax should be accrued in the year in which the liability for the deficiency is finally determined.”-629

Schuessler v. Commissioner—5th Cir., 1956

Issue: Whether taxpayers justifiably deducted $13,300 in 1946, representing a reserve set up to represent their estimated cost of carrying out a guarantee? YES

Holding: “We prefer the reasoning as well as the conclusion reached by the Court in the Tenth Circuit.  There the opinion correctly, we think, disposed of the ‘claim of right’ theory advanced by the Commissioner and adopted by the Tax Court in this type of case.”-631

b. Note

1. “accountants … know almost instinctively that, if you push receipts of income forward to a future period when they are earned (as in Artnell), related deductions, i.e., the costs of earning the receipts should be pulled forward to the same period, achieving a match-up that best determines a net income for the period.  They also know that if you push receipts of income back to an earlier period in which they have been received but not yet been earned, logic requires that related deductions should be pulled back, too, along with the prepaid receipts.”-632

2. “Prior to the 1984 Act, the law required as a predicate to the deduction of an anticipated expense by an accrual method taxpayer, that the expense satisfy an ‘all-events’ test.  The classic all events test makes an expense deductible only when: (1) all the events have occurred which establish the liability giving rise to the deduction; and (2) the amount of the liability can be established with reasonable accuracy.”-632

3. “in Harrold v. Commissioner the court held that, as surface mining reclamation costs can be estimated with reasonable accuracy, such costs are deductible at the time the land is stripped even though the land is not restored as required until a future year.”-632

4. Section 461(h) provides that the all events test is not deemed to be met any earlier than when ‘economic performance’ with respect to an item occurs.  In effect, under the economic performance test, one asks whether the taxpayer has completed the taxpayer’s end of the transaction.”-634

5. The Joint Committee has stated: “The principles provided by the Act describe the two most common categories of liabilities: first, cases where the liability arises as a result of another person providing goods and services to the taxpayer and, second, cases where the liability requires the taxpayer to provide goods and services to another person or undertaken some activity as a result of its income producing activities….  With respect to the first category of liabilities, if the liability arises out of the use of property, economic performance occurs as the taxpayer uses the property.  If the liability requires a payment for the providing of property, economic performance occurs when the property is provided….  If the liability of the taxpayer requires a payment to another person for the providing of services to the taxpayer by another person, economic performance generally occurs when such other person provides the services….  With respect to the second category of liabilities, if the liability of the taxpayer requires the taxpayer to provide property or perform services, economic performance occurs as the taxpayer provides the property or performs the services….  Under a special rule for workers’ compensation and tort liabilities requiring payments to another person, economic performance occurs as payments are made to that person.”-635

6. “The economic performance test conclusively prohibits the use of [reserve] accounts [as used in Schuessler], except as specifically allowed by other provisions of the Code.”-635

7. “Section 461(h)(3) provides an exception to the economic performance test for certain ‘recurring items….’  Clearly the most significant exception t the economic performance rule, the recurring item exception allows the accrual of a deduction before economic performance occurs if four basic requirements are met.  Generally: (1) the pre-1984 all events (but not economic performance) test with respect to an item must be met during the taxable year; (2) economic performance must actually occur with respect to the item within the shorter of a reasonable period after the close of the taxable year or eight and one-half months after the close of the taxable year; (3) the item must be recurring in nature and the taxpayer must consistently treat items of this kind as incurred in the taxable year in which the pre-1984 all events test is satisfied; and (4) either the item must not be a material item or the accrual of the item in the taxable year in which the pre-1984 all events test is met must more properly match the item against the income that it generated than would the accrual of the item in the taxable year in which economic performance occurs.”-636

8. “materiality of the expense is to be determined by taking into account the size of the item, both in absolute terms and relative to the taxpayer’s income and other expenses.  When considering the propriety of taxpayer’s income and other expenses.  When considering the propriety of the matching of income and expenses, generally accepted accounting principles are an important, but not controlling, factor.  And, finally, the Report indicates that in determining whether an item is recurring in nature and treated consistently by the taxpayer, the frequency with which the item occurs and the manner in which it is reported for tax purposes should be considered.”-637

XXV. How Ineluctable Is the Integrity of the Taxable Year—Chapter 20

A. Taxpayer’s Restoration of Previously Taxed Income

1. Relevant IRC Provisions

a. Section 1341(a) provides that IF an item was included in gross income for a prior taxable year (or years) because it appeared that the taxpayer had an unrestricted right to such item; a deduction IS allowable for the taxable year because it was established after the close of such prior taxable year (or years) that the taxpayer did not have an unrestricted right to such item or to a portion of such item; AND the amount of such deduction exceeds $3000, THEN the tax imposed by this chapter for the taxable year shall be the lesser of: the tax for the taxable year computed with such deduction; OR an amount equal to: the tax for the taxable year computed without such deduction, MINUS the decrease in tax under this chapter (or the corresponding provisions of prior revenue laws) for the prior taxable year (or years) which would result solely from the exclusion of such item (or portion thereof) from gross income for such prior taxable year (or years).  Subsection (b)(1) provides that IF the decrease in tax ascertained under subsection (a)(5)(B) exceeds the tax imposed by this chapter for the taxable year (computed without the deduction) such excess shall be considered to be a payment of tax on the last day prescribed by law for the payment of tax for the taxable year, and shall be refunded or credited in the same manner as if it were an overpayment for such taxable year.  Subsection (b)(2) provides that subsection (a) does NOT apply to any deduction allowable with respect to an item which was included in gross income by reason of the sale or other disposition of stock in trade of the taxpayer (or other property of a kind which would properly have been included in the inventory of the taxpayer if on hand at the close of the prior taxable year) or property held by the taxpayer primarily for sale to customers in the ordinary course of his trade or business.

b. Section 1.1341-1(a) provides that IF, during the taxable year, the taxpayer is entitled to a deduction of more than $3000 because of the restoration to another of an item which was included in the taxpayer’s gross income for a prior taxable year (or years) under a claim of right, the tax imposed by chapter 1 of the IRC of 1954 for the taxable year shall be the tax provided in paragraph (b) of this section.  For the purpose of subsection (2), ‘income included under a claim of right’ means an item included in gross income because it appeared from all the facts available in the year of inclusion that the taxpayer had an unrestricted right to such item and ‘restoration to another’ means a restoration resulting because it was established after the close of such prior taxable year (or years) that the taxpayer did not have an unrestricted right to such item (or portion thereof).  For the purposes of determining whether the amount of a deduction described in section 1341(a)(2) exceeds $3000 for the taxable year, there shall be taken into account the aggregate of all such deductions with respect to each item of income (described in section 1341(a)(1)) of the same class.  Subsection (b) provides that under the circumstances described in paragraph (a), the tax imposed by chapter 1 of the IRC shall be the lesser of: the tax for the taxable year computed under section 1341(a)(4), that is, with the deduction taken into account, OR the tax for the taxable year computed under section 1341(a)(5), that is, without taking such deduction into account, MINUS the decrease in tax for the prior taxable year (or years) which would result solely from the exclusion from gross income of all or that portion of the income included under a claim of right to which the deduction is attributable.  For the purpose of this subdivision, the amount of the decrease in tax is not limited to the amount of the tax for the taxable year.  

United States v. Lewis—S.Ct., 1951

Issue: Whether a taxpayer who mistakenly received an employee bonus of twice the value to which he was entitled, and subsequently used the money as his own before the mistake was noted and the money was returned, has received gross income in the amount of the original, mistaken bonus, in the year in which the bonus was given? YES

Rule: “If a taxpayer receives earnings under a claim of right and without restriction as to its disposition, he has received income which he is required to return, even though it may still be claimed that he is not entitled to retain the money, and even though he may still be adjudged liable to restore its equivalent.”-642-43

“Income taxes must be paid on income received (or accrued) during an annual accounting period….  The ‘claim of right’ interpretation of the tax laws has long been used to give finality to that period, and is now deeply rooted in the federal tax system….  We see no reason why the Court should depart from this well-settled interpretation merely because it results in an advantage or disadvantage to a taxpayer.”-643

Joseph P. Pike—Tax Court of the U.S., 1965

Issue: Whether a payment made by a taxpayer-shareholder to the corporation in which he is a shareholder, is deductible under § 1341 where an independent investigation determined that the taxpayer owed the amount in question, but no suit was filed? NO

Holding: “We are of the opinion that petitioner has not satisfied the requirements of section 1341(a)(2).”-647

“a bona fide claim was asserted against [the taxpayer], there was serious uncertainty as to the validity of the claim, and the payment in satisfaction of the claim was made for valid business reasons.  The payment was not voluntary, in the sense of being gratuitous.  It follows, then, that the payment is deductible under section 162(a) as an ordinary and necessary business expense.”-648

Rule: “In short, for tax purposes, it is that which the holding company could have compelled, not that in which the stockholders were willing to acquiesce, which controls.  Otherwise, the taxpayers in this case could ‘lift the federal taxhand’ to suit their convenience.”-647

“to become entitled to relief under section 1341, a taxpayer must prove by a preponderance of the evidence that he was not entitled to the unrestricted use of the amount received in the prior year.  In other words, … he must produce proof sufficient to have entitled him to an adjustment of the prior year’s tax.”-647
2. Note

a. “In Pike, … the taxpayer fulfilled the first requirement, which appears at Section 1341(a)(1).  He included an item in his gross income for 1957 because it appeared he had an unrestricted right to it."”648

b. “In Pike the taxpayer also met the third test, which appears at Section 1341(a)(3); the amount in question exceeded $3000….  But the missing barrel stave in Pike was the requirement of Section 1341(a)(2)….  Although the taxpayer’s act of turning over his gain to Cardinal was not wholly voluntary, it seems fair to say, as the Court did, that no obligation for him to do so was ‘established,’ as that term is used in the statute.”-649

c. “It is also clear that the taxpayer’s lack of unrestricted right to the item must be established after the close of the year for which the item was included in gross income but on the basis of circumstances that existed during such prior year.  The statutory test is whether the taxpayer ‘did not have’ the right that was apparent in the year of receipt.”-649

d. “In George L. Blanton, after receiving corporate fees for three years, the taxpayer entered into an agreement that any fees held to be excessive by the Internal Revenue Service (and so not deductible by the corporation) would be returned by him to the corporation.  When the first three years’ fees were found to be excessive, taxpayer returned the excess to the corporation and asserted a right to the benefits of Section 1341.  The Tax Court held that the section did not apply because: ‘Under § 1341(a)(2), the requisite lack of an unrestricted right to an income item permitting deduction must arise out of the circumstances, terms, and conditions of the original payment of such item to the taxpayer and not out of circumstances, terms, and conditions imposed upon such payment by reason of some subsequent agreement between payor and payee.’”-649

Van Cleave v. United States—6th Cir., 1983

Issue: Whether a taxpayer who received compensation totaling $57,500 more than he was entitled to, and subsequently returned the excess, may use § 1341 in an effort to decrease his taxable income in the year in which the compensation was received, and obtain a tax credit for the subsequent year? YES

Holding: “We … hold that Section 1341 is available to Mr. Van Cleave.”-653

Rule: “Under the claim of right doctrine, a taxpayer must pay tax on an item in the year in which he receives it under a claim of right even if it is later determined that his right to the item was not absolute and he is required to return it.  The taxpayer, however, is allowed to deduct the amount of the item from his income in the year of repayment.”-651

“as pointed out by the Supreme Court in Skelly, it is possible for a taxpayer to benefit less from the deduction in the year of repayment than he would benefit if he had been able to deduct the amount repaid from his income in the year of receipt.”-651

“the fact that a restriction on a taxpayer’s right to income does not arise until a year subsequent to the time of receipt does not affect the availability of Section 1341 tax adjustment.”-654

3. Problems

a. (1)(a)

b. (b)

c. (c)

d. (2)(a)

e. (b)

f. (c)

g. (d)

B. The Tax Benefit Doctrine

1. Relevant IRC Provisions

a. Section 111(a) provides that gross income does not include income attributable to the recovery during the taxable year of any amount deducted in any prior taxable year to the extent such amount did not reduce the amount of tax imposed by this chapter.  Subsection (b) provides that IF a credit was allowable with respect to any amount for any prior taxable year, AND during the taxable year there is a downward price adjustment or similar adjustment, the tax imposed by this chapter for the taxable year shall be increased by the amount of the credit attributable to the adjustment.  Paragraph (1) shall not apply to the extent that the credit allowable for the recovered amount did not reduce the amount of tax imposed by this chapter.  Subsection (c) provides that an increase in a carryover which has not expired before the beginning of the taxable year in which the recovery or adjustment takes place shall be treated as reducing tax imposed by this chapter.

Alice Phelan Sullivan Corp. v. U.S.—Court of Claims of the U.S., 1967

Issue: Whether “the ‘gain’ attributable to the recovery was to be taxed at the rate applicable at the time the deduction was first claimed or whether the proper rate was that in effect at the time of recovery”?  Time of recovery

Holding: “Since taxpayer in this case did obtain full tax benefit from its earlier deductions, those deductions were properly classified as income upon recoupment and must be taxed as such.  This can mean nothing less than the application of that tax rate which is in effect during the year in which the recovered item is recognized as a factor of income.”-658

Rule: “the principle is well engrained in our tax law that the return or recovery of property that was once the subject of an income tax deduction must be treated as income in the year of its recovery.”-656

“The only limitation upon that principle is the so-called ‘tax benefit rule.’  This rule permits exclusion of the recovered item from income so long as its initial use as a deduction did not provide a tax saving.”-656

“But where full tax use of a deduction was made and a tax saving thereby obtained, then the extent of saving is considered immaterial.  The recovery is viewed as income to the full extent of the deduction previously allowed.”-656

2. Problems

a. (1)(a)

b. (b)

c. (c)

d. (2)

C. Income Averaging

1. Statutory Averaging

a. “With the 1986 introduction of the modified flat tax rates the need for statutory income averaging was so reduced that Congress repealed the statute.”-659

2. Do-It-Yourself Averaging

Revenue Ruling 60-31

Issue: Whether a taxpayer must include in his gross income “additional compensation” under an employment contract where the payments are to begin only upon the happening of certain contingencies? Only in those years when cash/property is received

Whether an officer and director of a corporation who is to receive certain payments upon the happening of various contingencies must include such payments in his gross income? Only in those years when cash/property is received

Whether an author who is to receive certain royalties as additional income, must include such royalties in his gross income? Only in those years when cash/property is received

Whether a professional football player must include in his gross income a bonus paid into an escrow account, where such bonus belonged to the taxpayer, but he requested and received an agreement providing for equal one-fifth payments in each of the next five years? All of the bonus is included in the year the amount was deposited in the escrow account

Whether a boxer who was to receive deferred payments out of the proceeds from a boxing match, must include such deferred payments in his gross income at the time the money is paid to the club? YES 

Holding: “The additional compensation to be received by the taxpayer under the employment contract concerned will be includible in his gross income only in the taxable years in which the taxpayer actually receives installment payments in cash or other property previously credited to his account.”-663

“the taxpayer here involved also will be required to include the deferred compensation concerned in his gross income only in the taxable years in which the taxpayer actually receives installment payments in cash or other property previously credited to his account.”-663

“the author concerned will be required to include the royalties in his gross income only in the taxable years in which they are actually received in cash or other property.”-664

“the 150x-dollar bonus is includible in the gross income of the football player concerned in 1957, the year in which the club unconditionally paid such amount to the escrow agent.”-665

“The receipts … were income to the taxpayer at the time they were paid to and retained by the boxing club by his agreement and, in substance, at his direction, and are includible in his gross income in the taxable year in which so paid to the club.”-665

Rule: “Gains, profits, and income are to be included in gross income for the taxable year in which they are actually or constructively received by the taxpayer unless includible for a different year in accordance with the taxpayer’s method of accounting.”-662

“Generally, under the cash receipts and disbursements method in the compensation of taxable income, all items which constitute gross income (whether in the form of cash, property, or services) are to be included for the taxable year in which actually or constructively received.”-662

“Thus, under the doctrine of constructive receipt, a taxpayer may not deliberately turn his back upon income and thereby select the year for which he will report it.”-663

“Nor may a taxpayer, by a private agreement, postpone receipt of income from one taxable year to another.”-663

3. Statutory Deferred Compensation Arrangements

a. “Averaging efforts described in Rev.Rul. 60-31 … merely show how a taxpayer may order the taxpayer’s affairs so that the actual receipt of income that might be bunched in one year can be spread forward with attendant averaging consequences under general statutory and tax common law principles.”-666

b. “An employee who receives steady salary increases over a working career can arrange overall to pay less tax on the lifetime salary income if the employee makes an arrangement such as that described in circumstance (1) or circumstance (2) of Rev.Rul. 60-31.  Under such an arrangement, some of the compensation is deferred to and taxed in retirement years when one’s lower annual income, even after 1986, may attract lower tax rates.”-667

c. Qualified Plans

1. “arrangements can be made, which combine assured payment with the desired tax deferral, if they are made in connection with a ‘qualified’ pension or profit sharing plan that meets the requirements of Section 401(a).  Two general types of qualified plans are commonly used: defined contribution and defined benefit.  In a defined benefit plan, contributions are made to a trust in sufficient amounts to provide a set, promised benefit payable out of the trust to the employee in retirement.  In a defined contribution plan, contributions based on a percentage of the employee’s salary, or of the profits of the business in a profit sharing plan, are made in cash or securities of the employer, to an account hat the employee will receive on retirement.”-667

2. “One key requirement for all qualified plans is that the plan not discriminate in favor of ‘highly compensated employees.’”-667

d. Nonqualified Deferred Compensation Plans

1. “The tax advantage for the employer of qualified plan arrangements is that even though the employee’s tax on contributions to the plan on the employee’s behalf is deferred, the employer can deduct contributions when paid.”-668

2. “a nonqualified deferred compensation arrangement, is increasingly used, in several forms, to provide deferral of compensation for highly-paid employees for whom the employer might not be able to provide a high enough retirement benefit under a qualified plan, because of the various limitations of Section 401(a).”-668

e. Keogh Plans

1. “Keogh … plans … are similar to qualified plans except that as the self-employed person makes contributions to a Keogh plan, the person takes an income tax deduction (rather than being allowed a gross income exclusion as in the case of a qualified plan)….  [E]arnings on those dollars are exempt from tax until distribution to the self-employed person.”-669

f. Individual Retirement Accounts

1. “An individual retirement account (IRA) is a tax-advantaged saving arrangement established by an individual for the individual alone or for the individual and the individual’s nonworking spouse.  An IRA is similar to a Keogh plan in that it allows the taxpayer a deduction for contributions, freedom from tax attrition during growth, and taxation only as distributions are made from the account if they are delayed until the individual is at least age 59 ½.”-669

2. In general, IRA payments are not deductible beyond $2000 per year.-670

3. “A deduction is also denied after an individual reaches age 70 ½.”-670

4. “In general, if an early (before the retiree reaches age 59 ½) distribution is made from any IRA, a 10% tax penalty is imposed.  However, if the distribution is used to pay ‘qualified higher education expenses’ of the taxpayer or the taxpayer’s spouse or either of their children or grandchildren, the penalty is waived.  Similarly, to the extent that an early IRA withdrawal is used to pay expenses of up to $10,000 of a ‘qualified first time homebuyer,’ no penalty is imposed.”-671

g. The Roth IRA

1. “Contributions to a Roth IRA are not deductible and are phased out if an unmarried taxpayer’s adjusted gross income is between $95,000 and $110,000 (and between $150,000 and $160,000 for married taxpayers filing joint returns).  In general, contributions by any individual to all types of IRAs (including a Roth IRA) in a year may not exceed $2000.  A taxpayer with an adjusted gross income not in excess of $100,000 may convert (subject to several special rules) a deductible or nondeductible IRA to a Roth IRA.  Income generated by the contributions to a Roth IRA is not taxed and distributions known as ‘qualified distributions’ are excluded from income if they are paid more than 5 years after the establishment of the IRA and after the taxpayer reaches age 59 ½, dies, or is disabled or are paid to provide up to $10,000 of first time homebuyer’s expenses.”-672

h. SIMPLE (Savings Incentive Match Plan for Employees) Plans

1. “In general, SIMPLE plans may be adopted by small business employers who have 100 or fewer employees earning $5000 or more in annual compensation and who do not have any other employer sponsored retirement plan.  A SIMPLE plan can be either an IRA for each employee or part of a Section 401(k) qualified cash or deferred arrangement.  The amount of employee contributions may not exceed $6000 per year and they must be matched by employer contributions which are immediately non-forfeitable to the employee.”-672

i. Incentive Stock Options

1. “[An] incentive or statutory stock option (ISO) … [is] an option granted by an employer corporation to an employee to purchase stock in the corporation at a fixed or determinable price.  If certain requirements are met concerning dates the option is granted and exercised, the option price, etc., then no income is recognized by the employee when the ISO is granted or even when the option is exercised.  Income is recognized by an employee who exercises the option only upon the employee’s subsequent sale of the stock acquired with the option.”-672

D. The Carryover and Carryback Devices

1. Relevant IRC Provisions

a. Section 172 provides that there shall be allowed as a deduction for the taxable year an amount equal to the aggregated of (1) the net operating loss carryovers to such year, plus (2) the net operating loss carrybacks to such year.  For purposes of this subtitle, the term ‘net operating loss deduction’ means the deduction allowed by this subsection.  Except as otherwise provided, a net operating loss for any taxable year shall be a net operating loss carryback to each of the 2 taxable years preceding the taxable year of such loss, AND shall be a net operating loss carryover to each of the 20 taxable years following the taxable year of the loss.  The ENTIRE amount of the net operating loss for any taxable year (hereinafter in this section referred to as the ‘loss year’) shall be carried to the earliest of the taxable years to which (by reason of paragraph (1)) such loss may be carried.  The portion of such loss which shall be carried over to each of the other taxable years shall be the excess, if any, of the amount of such loss over the sum of the taxable income for each of the prior taxable years to which such loss may be carried.  For purposes of the preceding sentence, the taxable income for any such prior taxable year shall be computed—with the modifications specified in subsection (d) other than paragraphs (1), (4), and (5) thereof, AND by determining the amount of the net operating loss deduction without regard to the net operating loss for the loss year or for any taxable year thereafter, AND the taxable income so computed shall not be considered to be less than zero.  Any taxpayer entitled to a carryback period under paragraph (1) may elect to relinquish the entire carryback period with respect to a net operating loss for any taxable year.  Such election shall be made in such manner as may be prescribed by the Secretary, and shall be made by the due date (including extensions of time) for filing the taxpayer’s return for the taxable year of the net operating loss for which the election is to be in effect.  Such election, once made for any taxable year shall be IRREVOCABLE for such taxable year.  The term ‘net operating loss’ means the excess of the deductions allowed by this chapter OVER the gross income.  Such excess shall be computed with the modifications specified in subsection (d).  The modifications referred to are as follows: (1) no net operating loss deduction shall be allowed; (2) in the case of a taxpayer OTHER than a corporation, the amount deductible on account of losses from sales or exchanges of capital assets shall not exceed the amount includable on account of gains from sales or exchanges of capital assets; AND the exclusion provided by § 1202 shall NOT be allowed.  NO deduction shall be allowed under § 151 for a personal deduction.  NO deduction in lieu of any such deduction shall be allowed.  In the case of a taxpayer OTHER than a corporation, the deductions allowable by this chapter which are not attributable to a taxpayer’s trade or business shall be allowed ONLY to the extent of the amount of the gross income not derived from such trade or business.  For purposes of the preceding sentence, ANY gain or loss from the sale or other disposition of: property, used in the trade or business, of a character which is subject to the allowance for depreciation provided in § 167, OR real property used in the trade or business, shall be treated as attributable to the trade or business; the modifications specified in paragraphs (1), (2)(B), and (3) shall be taken into account; any deduction for casualty or theft losses allowable under paragraph (2) or (3) of section 165(c) shall be treated as attributable to the trade or business; and any deduction allowed under section 404 to the extent attributable to contributions which are made on behalf of an individual who is an employee within the meaning of § 401(c)(1) shall not be treated as attributable to the trade or business.  In determining the amount of any net operating loss carryback OR carryover to any taxable year, the necessary computations involving any other taxable year shall be made under the law applicable to such other taxable year.

2. “The device by which the relief suggested is accomplished is a provision that permits an operating loss in one year to be carried back and treated as a business deduction in one or two preceding taxable years; or, to the extent that income in such years will not absorb the loss, it is carried forward and treated as a business deduction in one or more of twenty succeeding taxable years.”-673

3. “What is the effect of a net operating loss that results in a carryback to a prior year.  Generally speaking, it may result in a determination that the tax for the earlier year was overpaid and, if so, the happy consequence is a tax refund.”-673

4. “in the case of an individual the net operating loss for a year is essentially the excess of one’s trade or business deductions over gross income, including non-business income reduced by certain non-business deductions.”-674

5. “Overall, Section 172 can properly be regarded as something of an income averaging device.  While it does nothing to level off income when all the years are profitable years, it does at least permit a loss year to have a leveling effect on profit years within the twenty three year span.”-675

