I.  What is income?

A.  Possibilities:

1.  “Everything that comes in” – but this is overinclusive because replacement of capital is not income.

2.  Increase of wealth over time – but this doesn’t take account of expenditures; i.e., if you spent all your salary, you still had income.

3.  Haig-Simons definition (42): Y = value spent in consumption + increase in value of property rights.

4.  Eisner v. Macomber (1920, 45, 148): expanded on contemporary judicial definition (income is gain derived from capital or labor or both) to establish concept of realization: income is “not a gain accruing to capital, but a gain… proceeding from the property, severed from the capital – received or drawn by the recipient for his separate use.”  But realized gain still limited to gain derived from labor or capital.  What about windfalls?

5.  Commissioner v. Glenshaw Glass (1955, ?): taxpayers had received treble damages under antitrust laws and argued that only one-third of recovery was taxable as compensation for loss of profits.  Court didn’t even try to locate this income in the Eisner definition and said it was taxable as a “undeniable accession to wealth, clearly realized, and over which the taxpayers have complete dominion.”  Source of income is thus irrelevant!  The Collins case (200) has a good history of the definition of gross income.

B.  §61: “Gross income means all income from whatever source derived…”  Tautology!  Construed broadly.  Given a “liberal construction… in recognition of the intention of Congress to tax all gains except  those specifically exempted.”

C.  Inclusions in gross income

1.  Income from performance of services

a.  Non-cash benefits – see Regs. §1.61-2(d).  If services are paid for in property, the FMV of the property must be included as income.  But how should property be converted into dollars for tax calculation, and should the payer have any relief because income was in a noncash form and would thus have to be sold to make tax payments?

i.  Employer’s payment of employee’s debt.  Old Colony Trust (1929, 50) Company’s payment of employee’s taxes is an accession to wealth on the part of the employee.

ii.  Barter transactions: exchange of services (55).  This does count as income; we have a market that tells us how much the service is worth, so we don’t face the same valuation problems as in imputed income.  Stipulated price or FMV is taxable.  But be aware of possible bargain purchase (probs, 56).

iii.  Deferred payments and retirement income.  We like to take advantage of the  progressive rate structure and push income to a later year, when we’ll have a lower marginal rate.  Even without progressive rates, we want to defer payment because of TVM.

-- Brodie (1942, 56).  Company bought B a non-assignable annuity for $54,000 to begin disbursing when B turned 70.  It could not be surrendered for cash value or be tapped before age 70, but the Court said it IS INCOME even though B was not in “constructive receipt” of the money… even though if the employer merely promised a future payment, it wouldn’t be taxable – you can’t tax a promise.

-- There’s no question B gained a benefit, but what’s it really worth?  Perhaps he should be taxed at the then-present value of the annuity, using actuarial tables to calculate the chance that he reached age 70.  This is in accordance with our guiding principle of taxing B for the FMV of noncash income.  Now, see §83.

iv.  Bargain purchases – i.e., employer provides employee opportunity to buy something at discounted price.  Reg. §1.61-2(d)(2) – taxpayer who receives property for less than FMV as compensation has income equal to the differential.  If the bargain purchase is NOT related to employment, there’s no taxation.

v.  Restricted property and stock options.

-- LoBue (1956, 64).  Stock options: L realized taxable gain when he purchased the stock.  The option could’ve taxable immediately, if it had a readily ascertainable market value, but since L’s options were restricted, the taxable gain is measured when the options are exercised, not when they’re granted.

-- §83: TP who receives restricted property as compensation elects between deferring taxation until restrictions expire, or having a lesser amount taxed when the restricted property is first received.

-- IF you elect to be taxed NOW, report compensation income of: FMV of the property determined without reference to the effect of the restrictions, LESS any payment required of the TP.

-- IF LATER, taxed at current value of property LESS any payment.

-- In both cases, TP’s adjusted basis in the property is the compensation income reported plus any amount paid for the restricted property.

-- RISK: if you pay the tax NOW but then DO forfeit the property, NO deduction is then available – so you risk paying a tax even though you end up with no property.

-- See Robinson (1986, 70).  R granted restricted stock options (he couldn’t sell them until one year after exercising the option).  R says (and court agreed) that he didn’t have taxable income until after the year had passed.  Court interprets §83 to mean that “risk of substantial forfeiture” is the risk that forfeiture will occur AFTER the triggering event (R’s quitting) occurs.

-- Application of §83 to nonstatutory stock options: 83(a) will apply on ISSUANCE of option if option has a readily ascertainable market value.  Otherwise, it’ll apply only when the option is exercised.  The election then takes place at the time of taxation.  See Reg. §1.83-7.

So, restricted stock is typically preferable to a stock option! (b/c you can take advantage of the §83 election, be taxed now, and then be taxed on stock appreciation at favorable capital gains rates.

vi.  

2.  Prizes and awards, §74.  Includable unless 3 conditions of 74(b) are met.

3.  Income from the ownership of property.  2 kinds: rents, interests, dividends, etc.; appreciation, gain in wealth realized upon sale of property.

a.  Gains from disposition of property.

i.  §1001: Gain is the excess of amount realized over the adjusted basis of the disposed property.

(A)  Amount realized (§1001(b)) is sum of cash and FMV of any property received in connection with the sale or disposition of the property.

(B)  Disposition: sale or exchange in which the TP relinquishes an interest in property.

-- Cottage Savings (1991, 165).  S&L co. wanted to realize loss on bad loans without having to report losses on their financial reports.  Exchange of property results in realization only if properties are materially different.  Here, Court held that the exchanged loans embodied “legally distinct entitlements” b/c they were made to different obligors and secured by different homes.

ii.  §1012: cost basis.  Cost is the starting point of the “adjusted basis.”

(A)  When property received as compensation is sold, the FMV – the amount taxed when the property was first received – is the adjusted basis.

(B)  For bargain purchases, recall that if it’s an arms-length transaction, the buyer wasn’t taxed on the discount.  So then the cost will be the basis.  If you got the bargain from your employer, though, you reported compensation income of the difference between FMV and the price you paid… so the basis is the FMV.  Otherwise you’re taxed twice.

iii.  §1015: carryover basis – property acquired by gift.  As per §102, the donee is not taxed on gifts, so she doesn’t have a basis.  Instead, her basis is “carried over” from the donor.  Taft v. Bowers (1929, 183).  We choose to tax the donee because he’s receiving the property – he doesn’t have to accept the gift.

(A)  IF the FMV of the gift has dropped below the donor’s basis, the FMV is the donee’s basis.  See p. 186.  

(B)  IF a gift tax has been paid, the adjusted basis of the donee is the donor’s basis plus the amount of tax paid.  §1015(d)(1)(A).

iv.  §1041: NO gain or loss shall be recognized on transfers from an individual to their spouse or former spouse (if the transfer is incident to the divorce).

v.  §1014: Stepped-Up Basis -- basis of property acquired from a decedent.  Adjusted basis of property transferred upon death is the FMV of the property at the time of death.

(A)  This creates a lock-in effect: old people hang on to their investments to save their heirs unneeded tax exposure.  Some tax sections have begun chipping away at this (§1014(c)).

4.  Debt transactions.  Acquiring debt is subject to tax at 3 phases: 1) acquiring/creating debt; 2) holding debt, 3) disposing of debt.  All 3 must be analyzed from the standpoint of the debtor and the creditor.

a.  Creation of debt: does not give rise to income except: 

i.  Stolen money is fully taxable in the year in which it was gained.  James v. U.S. (1961, 196).  For creation of debt to yield no income, there must be “a mutual consensual obligation to repay.”  Of course, repayment of embezzled funds also reduces the embezzler’s income.  Collins (1993, 200): C placed bets without paying for them.  Court holds that the gambled money was gross income to C, since he received full benefit from the money.  Further, it is irrelevant that he had a legal obligation to repay the racetrack, since after James only a loan, with a “consensual recognition” of the obligation to repay, is not taxable.  His unilateral intention to repay didn’t transform the theft into a loan.

ii.  If borrowing is really a “constructive sale” (“going short against the box”).

b.  Repayment or elimination of debt.

i.  If debtor repays “at par,” there’s no income for the debtor or the creditor.

(A)  BUT there can be a concurrent transaction that gives rise to income; e.g., if I give labor to pay off a debt, or give securities or other property in which I have realized an appreciation.

ii.  What if debt is repaid at OTHER than its face value? 

(A)  Kirby Lumber (1931, 213).  If debt is repaid BELOW its face value, the difference is taxable income.

(B)  Jacobsen (1949, 214).  The Kirby Lumber rule was applied to an individual’s debts.  He argued that the partial loan forgivenesses were gifts from his creditors, but the Court disagrees and says they’re taxable gains.  This rule thus discourages shaky debtors from accepting relief from indebtedness, so Congress enacted §108.

(C)  §108 grants exclusions for cancellation of indebtedness if it occurs in a bankruptcy, if the debtor is insolvent, or if the debt is “qualified farm indebtedness.”  But exclusion is limited to the amount of insolvency, and relief is conditioned on the debtor giving up future tax benefits in return for the current relief.  E.g., p. 218; you can use debt forgiveness to reduce your basis on real property, thus reducing your current exposure but increasing future exposure.

(D)  If debt forgiveness is a genuine gift, or compensation for services, it’s not income under §108(A)(1), because it wouldn’t otherwise “be includible in gross income.”

(E)  Centennial Savings (1991, 219).  Early-wthdrawal penalties for CDs are held not to be excludable under §108 as cancellation of debt income.  [Note that the purpose of §108 is identified: “so that the prospect of immediate tax liability would not discourage businesses from taking advantage of opportunities to liquidate their debts at less than face value.”]

(F)  If property is used to repay a debt, the FMV is used to determine cancellation of debt income.  The difference between the face value and the FMV is COD income, while the difference between the FMV and the owner’s adjusted basis is taxable gain.  See Rev. Rul., p. 222.  

c.  Treatment of nonrecourse debt (that debt secured only by certain properties of the debtor; no other assets of the taxpayer are at risk… creditor has “no recourse” to those assets)

i.  Crane (1947, 225).  Upon disposing of a mortgaged property, C’s amount realized is the cash received PLUS the amount of debt secured by the property.

ii.  Tufts (1983, 230).  Held that the Crane rule applies even when the amount of the nonrecourse loan exceeds the FMV of the property at sale.  Said that the debt is treated as a true debt at inception, and TP is not taxed on its proceeds then, so they have to treat it as a true debt when they’re discharged from liability upon disposition of the property.

iii.  Ask about problems, p. 240.  See notes, 9/14.  Why does the bank bear any of the loss?

5.  Treatment of damage recoveries.

a.  Damages to property or business interests

i.  Raytheon (1944, 251).  Raytheon settles antitrust suit for loss of goodwill.  The test is, “in lieu of what were the damages awarded?”  While recovery for lost profits are taxable, recovery for return of capital is not.  But, at the same time, the conversion of property into cash is a realization of any gain made over the basis.  Thus compensation for the loss of Raytheon’s good will in excess of its cost is income.  Since here there was no basis in the goodwill, the entire gain is taxable.

ii.  Recoveries for lost profits ARE income, because if the profits had actually been realized, they would have been taxable.

iii.  Inaja Land Co. (1947, 254).  Settlement for easement in property… since the basis in the easement purchased cannot be ascertained, it must be treated as a return of capital – we can’t calculate the gain realized from the disposition of the sold acreage.  Ordinarily, we’d allocate the basis between the property sold and the property remaining, and calculate from that basis the amount realized upon sale (or in this case, settlement).

iv.  Compensatory payments for property are treated as return or replacement of capital unless they exceed the basis of the property; anything that exceeds the basis is taxable – just like a normal disposition of property.  Inaja implies you can benefit from “disposing” of only part of a property where allocation is difficult.

v.  Goodwill: if only a portion is destroyed, it’s generally treated as lost profits and is taxable.  If all is lost, it’s taxable as in Raytheon unless you bought out another company or something, and therefore have a basis in the goodwill (namely, the price you paid for it).

b.  Punitive damages.

i.  Glenshaw Glass (1955, 257).  Punitive damages are taxable as accessions to wealth, clearly realized, over which the taxpayers have complete dominion.  They are not intended to restore losses suffered by the plaintiff.

c.  Damages for personal injuries: §104(a)(2).  Damages received on account of personal physical injuries or sickness are excludable.

i.  Burke (1992, 270).  Damages received under Title VII are not excludable under §104(a)(2).  See last two sentences of (a): only actual medical care expenses for emotional distress are excludable; tort-like damage awards above that are taxable.

ii.  Punitive damages

(A)  Reese (1993, 278).  Punitive damages were not intended to be excludable under §104(a)(2).  3 reasons, on p. 282.  Interprets Burke to hold that there are two requirements before a damage award can be excluded from gross income: first, the suit must be tort-like, i.e. for personal injuries; second; the relevant portion of the award must have been received “on account of” the personal injuries.

6.  Life insurance – see notes, 9/21.

D.  Exclusions from gross income

1.  Imputed income (gains resulting from performance of services for oneself) are not included in §61, probably b/c of administrative difficulty – too hard to measure.  Valuation problem: since no market transaction has occurred, it’s hard to value the services.

a.  But by not taxing it, we’re creating an upside-down subsidy, since someone in a high tax bracket benefits more from the subsidy (i.e., the save $39.60 out of every $100 of imputed income, instead of only $18).  See hornbook, p. 22-25.  Also, imputed income includes imputed rents (living in one’s own house, for ex.) – so there’s no “horizontal equity” between a renter and a homeowner.

b.  But we also want to give people incentives to do what they’re best and most efficient at – we don’t want to encourage people to engage in services which are worth less just so they’ll be taxed less.

2.  Fringe benefits

a.  Gotcher (1968, 80).  G and his wife took 12-day trip to Germany to tour Volkswagen facilities.  Court concludes that though G had economic gain, it didn’t primarily benefit him personally.  Rather the expense benefited VW; the trip was furnished for VW’s convenience; and G had no control over the schedule or the way the $ was spent.  It would have been taxable to G if it had served no legitimate corporate purpose.

b.  Haverly (1975, 62).  H received unsolicited textbooks, then donated them and took a tax deduction.  Court rules that the books did constitute gross income, since his donation manifested an intent to “exercise complete dominion” over the books, or an intent to voluntarily accept the property.  Thus we don’t require people to throw away or return samples so as to avoid receiving income.

c.  Why not tax benefits/free samples?  Valuation problem?  If something is furnished for the employer’s convenience, it’s hard for us to measure the exact worth to the employee.  Further, income can’t be foisted upon the recipient.  As in Haverly, it must be voluntarily received.

d.  Benefits provided for the employer’s convenience; e.g., meals and lodging.

i.  Kowalski (1977, 85).  State trooper meal allowances do constitute gross income, and §119 only allows exclusion for meals provided for in kind – not cash reimbursements.  To be excludable, the meals would have had to have been necessary to allow the trooper properly to perform his duties.

ii.  §119 allows exclusion for meals and lodging provided for the convenience of the employer, but only if meals are provided on the employer’s business premises, and in the case of lodging, if the employee is required to accept such lodging as a condition of his employment.  The idea is those people who are compelled or encouraged by their jobs to eat/sleep on the business premises.

iii.  Rationale for the rule.  Why treat non-cash benefits differently than cash?  The benefit to the employee is no less real, right?  Perhaps it’s the restricted preference of the employee – he has no choice but to accept these meals.  Again, a valuation problem might exist – would the employee really pay anything for these goods?

iv.  Why must meals be on the premises of the employer?  Evidentiary reasons: helps prove that it’s really for the benefit of the employer.

v.  Note that §119 is directed at the employment context.  Outside this context, the Gotcher rule still holds.

e.  Miscellaneous fringe benefits: parking; use of a gym, etc.  These are excludable b/c employees would find it burdensome to have to pay taxes on income received in kind.  See casebook p. 100-102.  Note that these are excludable even though they primarily benefit the employee.

i.  §132: Gross income does not include

-- No-additional-cost service (something that doesn’t cost the employer anything, like free standby flights to airline workers)

-- Qualified employee discounts (sales to employees of stores at cost)

-- Working condition fringe (parking)

-- De minimis fringe (taxi fare, baseball tix, etc.)

3.  Gifts – excludable!  §102.

a.  Duberstein (1960, 109).  Gift proceeds from “detached and disinterested generosity.”  The intent of the giver is determinative.  If a gift is given from a sense of obligation or in anticipation of future benefit, it’s probably not a gift.

b.  Why exclude gifts?  Many think they should be taxed.  Administrative nightmare – we get gifts all the time!  Also, perhaps b/c the giver was already taxed on the income with which he bought the gift.  Or b/c it’s not the result of productive effort (but then what about windfall taxability?).

c.  If it’s a gift from parents, it’s usually excludable, even if made out of obligation.

d.  In the business context, there seems to be a presumption of taxability.  §102(c).   Probably b/c a corporation is presumed to never give a bona fide gift, but rather to always act out of self-interest.

e.  Remember the ethical implications: before the test was, is there a reasonable argument for excluding something?  Now, it’s: do you think there’s a realistic chance that your position will prevail?  See notes, 8/27.

f.  Tips – includable.  Political contributions – excludable.

4.  Inheritance – excludable.  

5.  Scholarships and fellowships, §117.  Exclusion is limited to “qualified tuition and related expenses” and does not cover grants for living expenses.  This section is an exclusion from §74.

a.  Recipient must not be required to work for the scholarship.

b.  NOTE: §108(f) provides for exclusion of income where student loan debt has been discharged.  See notes, 8/31.  

II.  Deductions

A.  In general:

1.  Reduce the base amount taxed, and thus effect variable benefits correlated to the taxpayer’s particular tax bracket

2.  They are a matter of “legislative grace” and are construed narrowly against the taxpayer (in contrast w/ the expansive definition of income).

3.  Generally, expenses incurred in business (§162) or profit-seeking activity (§212) are deductible.  It would seem unfair to tax an activity if we’ll also tax the income from that activity.

4.  Generally, personal living expenses are barred from deductability under §262.  This prevents taxpayers from shirking tax responsibility by merely spending more.

5.  Above-the-line deductions (see §62) are more valuable than below-the-line; they can be claimed without jeopardizing the standard deduction.  Below-the-line deductions can only be claimed by waiving the standard deduction.  See §63.

6.  §151 provides exemptions for personal living expenses on a “per head” basis.

7.  §165 is the foundation for deductibility of losses from the disposition of property.

8.  LOSSES on sale of personal property is thus disallowable, because no deduction or exclusion against income is allowable unless incurred in trade or business, or in for-profit transaction, or in a casualty.  Heiner (1928, 421) says that in the case of residence turned rental property, deductions can be claimed for losses only during rental use.  Same with property: we preclude deductions for decline in value due attributable to personal use.

B.  Requirements of business and profit-seeking allowances

1.  Expense must originate in a business or income-producing activity.

a.  Gilmore (1963, 356).  G tried to deduct litigation expenses in defending himself in divorce suit which would have harmed business property.  Court says that deductibility doesn’t turn upon consequences of the claim, but upon the nature of the claims themselves, which were personal in nature.  The claim must “arise in connection with” the taxpayer’s profit-seeking activities.  Here the claim stemmed entirely from their marital relationship.

b.  Flowers (1946, 362).  Establishes 3 conditions to be met before a traveling expense deduction may be made under §162(a)(2):

i.  Expense must be reasonable and necessary travel expense (including transportation and food and lodging)

ii.  Expense must be incurred while away from home.

iii.  Expense must be incurred in pursuit of business… there must be a direct connection between the expenditure and the carrying on of the trade or business of the taxpayer or his employer, and it must be necessary and appropriate.

Factor 3 is dispositive in this case, involving F’s desire to live in Jackson while working in Mobile. Court says these expenses were incurred solely as a result of F’s desire to have a home in Jackson while working in Mobile – irrelevant to the maintenance of his employer’s business.

c.  Rudolph (1962, 365).  Involved pleasure trip for insurance salesman paid for by employer.

d.  Thus a “but for” test of connection to business doesn’t suffice – there must be proof that the origin and cause of the expenditure pertains to business or profit production rather than personal matters.

e.  Costs of litigation: see p. 372.

f.  Commuting: thanks to Flowers, expenses of commuting between home and work are entirely nondeductible.

g.  Costs of determining tax are deductible!  See §212(3).  Attorneys apportion their time between tax advice and other matters, because tax advice is deductible.

h.  Moving expenses: under §217, if you’re starting at a new place of work, expenses are deductible.  But under §83, if you’re moving for an employer and receive a reimbursement for moving expenses, it will be taxable.

j.  Hobby Losses.  The expenses of a hobby are obviously not deductible, unless you receive income from the hobby (say, renting out your sailboats).  Then the expenses are deductible up to the amount of your income.  §183.  Note that you can’t use these expenses to be offset against other sources of taxable income.

i.  Note that there may be an issue in determining whether or not an activity was a hobby or for-profit.  See p. 380.  Court looks to whether the taxpayer had an objective of making a profit.

ii.  Note also that in determining how much of hobby expenses can be deducted, you MUST count those expenses that would be deductible EVEN IF a hobby was not involved – e.g., property taxes or casualty losses.

2.  Expense must not substitute for a nondeductible personal expense.

a.  Moss (1985, 382).  M ate lunch w/his law partners in a Chicago café every day.  Even though it was a business meeting and their conference room was in use, it was not deductible because it was not a “real business necessity.”  Perhaps this case would come out the other way today.  Either way, today, only 50% of such expenses would be deductible.  If they had eaten there less frequently, the outcome also might have been different – but this seems like a PLE because of its frequency.

b.  Sutter test (p. 385): we ask, what would the taxpayer NORMALLY expend?  Is this expenditure different from or in excess of what they’d normally spend?

c.  §274(a), (k), and (n) permit deductions only to 50-percent level.

d.  Travel expenses: even though they’re somewhat PLE’s (you’d have to sleep somewhere!), they’re traditionally deductible.  But only the expenses attributable to his “search for profit” – see p. 388, where a professor who moved his whole family for a 1-year appointment away from home was only allowed to deduct his food expenses, and not his family’s.

e.  Correll (1967, 389).  What does it mean to be “away from home”?  Sustains the Commissioner’s view that only those are expenses are deductible when the job requires the taxpayer to sleep or rest away from home.

f.  Hantzis (1981, 393).  Law student tries to deduct expenses of living in NY for her summer job when she lived in Boston.  Court says the expenses may well have been incurred in connection with her trade or business, but nonetheless were not incurred “while away from home.”  Court says that if TP has two homes, Court must look to why: personal or business reasons?  Only if genuine business reasons dictate maintenance of two homes, can the expenses be deducted.  In H’s case, the decision was personal, so the “home” for the purpose of the statute is her workplace in NY.  She must have had some business relation to BOTH homes (in Boston and NY) to deduct.

g.  NOTE that if there’s a lack of personal choice involved, the commuter may be able to deduct! 

h.  See notes, 9/24, for application of all this mess.  If you take a client to lunch, your payment for them is deductible, but for yourself, you have to meet first the threshhold test of §162 (business purpose), and then apply notes, 9/24, for application of all this mess.  If you take a client to lunch, your payment for them is deductible, but for yourself, you have to meet first the threshhold test of §162 (business purpose), and then apply Sutter to see whether some portion is above and beyond what you would normally have paid.  After these steps, apply §274(n) and deduct up to 50% of the non-extravagant expenditure.

j.  For meals, see notes, 9/28, for the rundown.  For a solo meal, generally nondeductible, even if right next to work.  If “away from home” (probably interpreted as your principal place of business) under §162(a)(2), probably deductible subject to limits:

i.  §274(n): only 50%.

ii.  §274(k or l): can’t be luxurious or extravagant.

iii.  §274(d): must be substantiated as to 1) amount, 2) time and place, 3) business purpose, and 4) business relationship of the parties involved.  

For meals with others, apply business purpose test, as in Moss, then §274.  For other’s meals themselves, the same §274 limits apply.  Reason: taxpayers’ equity… we don’t want people to claim deductions while traveling for meals that we normal people can’t ever deduct.

k.  For entertainment: event must be “directly related” or “associated with” the “active conduct of the taxpayer’s trade or business.”  Business must be actively conducted during the occasion or immediately prior or following.

i.  §274(l): can’t deduct more than the face value of the ticket; i.e., can’t claim the overprice of a scalped ticket.

ii.  §274(n):  50% limit still applies.

iii.  §274(b): $25/year limit on business gifts!

l.  For travel: if primary purpose test is met, it’s fully deductible for you.  If abroad, §274(h) and (c) come into play; business purpose must still be established to deduct ANYTHING.

m.  Work clothes: nondeductible unless required by employer and unsuitable for outside use.

n.  Business use of home (§280A)

i.  Threshhold business purpose test must still be satisfied (“to satisfy the “otherwise allowable” language).

ii.  §280A(b): other deductions not related to business use (property taxes, etc.) are still allowable.

iii.  Check definitions of “dwelling unit” (§280A(f)) and “use as a residence” (§280A(d)).

iv.  A portion of the unit must be used exclusively on a regular basis as either the principal place of business, a place of business used in the normal course of business, or, (C).

v.  Must be for the convenience of the employer! §280A(c)(flush lang)

o.  Rental of vacation home or residence.

§280A: says NO deduction which would otherwise be allowable (under business purpose test or hobby loss test, for example [are there any others?]) will be allowed with respect to a dwelling unit which is used by the taxpayer during the tax year as a residence.

-- dwelling unit: house, not your office; see §280A(f)

-- use as a residence: §280A(d).  Figure the greater of 14 days or 10% of days rented at FMV.  If you use the place for “personal purposes” for longer time than that, you’ve used it as a residence.

-- “Personal purposes”: you’ve used it this way in a given day if for any part of that day you or a family member or co-owner used it personally (i.e., not for upkeep or maintenance); or if you switched homes with someone else (2)(B); or if it’s used by anyone without paying FMV.  Note that if you’re doing maintenance full-time in a day, it’s NOT personal use just because the people there with you aren’t working too.

-- If you rent it out at FMV to ANY person as their principal resident, you won’t be treated as having used it for personal purposes during that period, even if it’s a family member.

So that establishes the presumption that you can’t deduct anything.  But there are exceptions:

1.  Business use, as we’ve already covered above.

2.  Expenses attributable to rental use.  Apply first §280A(e).  Figure the ratio of days unit is rented at FMV to days unit is used.  Rental deductions cannot exceed this portion of total rental expenses.  In effect, you can only deduct for the portion of expenses actually attributable to ACTUAL rental use – no longer can you count vacancy as rental.  BUT otherwise allowable expenses (things that have no relationship to whether the unit was rented) are not affected by this section.

Now, if you qualify for a deduction under the above analysis, the deductions are capped in (c)(5), BUT not in the case of rental if you never used the unit as a residence in the tax year (see the definition above).  The cap is: gross income for such use, minus the sum of: deductions which would be allowable anyway (without the benefit of these exceptions), plus the deductions allocable to the business/rental.

If some amount is not allowable because of this cap, it can be deducted the following year, but is still subject to the same cap that year (flush language, §280A(c)(5)).

§280A(d)(4) takes this last cap (in (c)(5)) out of the works if the house is your principal residence and you hold it for rental for a year or more (or less than a year, if you rent it and then sell it.)  [Q: doesn’t this create a loophole for people who want to sell their home?  All they have to do is hold it out for rental before selling it….]

3.  Expense must not constitute a capital expenditure attributable to future income.  §263.

a.  Instead of disallowing PLE’s, this requirement tries to prevent premature deductions.  A cap. exp. by definition produces benefits beyond the current year, so income/expenses are mismatched if we allow deduction in full against current income.

b.  Capital expenditures must thus be capitalized (added to basis) rather than expensed (currently deducted).  After that, the basis is allocated pro rata through depreciation or amortization deductions.

c.  Note §198, enacted in 1997, allows some environmental cleanup of property to be currently expensed instead of charged to a capital account.

d.  CHOICE: how to characterize a particular expense?  See example in notes, 10/1.  A homeowner may want to capitalize as many home improvements as possible, so as to increase his basis and thus reduce tax upon disposition (he can’t deduct now anyhow, since it’s not a business!).  A business owner may instead choose the current deduction.

e.  Test: is there a significant future or residual benefit to the expenditure?  3 criteria:

i.  Enhancement of value?

ii.  Prolongation of life?

iii.  Alteration of use of property?

f.  Indopco (1992, 432).  Creation of a separate and distinct asset is sufficient but not necessary for capitalization.  Here, the acquisition of a company created lasting benefits for the company, and costs therefore should have been capitalized.

g.  Rev. Rul. p. 436, Indopco decision doesn’t reach as far as advertising costs – these are still presently deductible.

h.  Frank (1953, 437).  F’s cross-country search for a newspaper to buy was not currently deductible because they weren’t yet engaged in a business.

j.  Job-hunting: p. 439.  Expenses of finding job in SAME trade or business are deductible if directly connected with the business.

k.  Some specific statutory exceptions that would normally have to be capitalized, see p. 439

l.  Coughlin (1952, 440).  Tax Law classes were deductible as business expense for tax lawyer.  But education expenses for a new field probably not deductible – they’re closer akin to capital expenditures.

4.  Expense must qualify as “ordinary and necessary.”

a.  Meaning of “ordinary and necessary”

i.  Welch v. Helvering (1933, 444).  W wanted to repay debts of old bankrupt corporation to strengthen his own standing, then sought deductions.  Court ruled that while necessary, they were not ordinary, even though ordinary doesn’t have to mean “habitual” or connote frequency… here, repayment of debt in the business context is not ordinary, and rebuilding reputation looks more like capital asset than ord. and nec. expenses.

ii.  Ordinary thus means, this is the common and accepted response to such an exigency.

iii.  Necessary = appropriate and helpful, rather than essential.

b.  Lack of ordinariness may signify a capital expenditure, like the establishment of good will.  This appears to be the principal function of the term “ordinary” in the Code, says Tellier at 452; to distinguish between expenses that are currently deductible and those that are capital expenditures.  Note that DEVELOPMENT is the key… existing goodwill expenses may be currently deductible. 

c.  Tank Truck Rentals (1958, 448).  TT wants to deduct amount paid for fines in violation of max. weight laws.  Court says, finding of necessity can’t be made if it would frustrate “sharply defined national or state policies.”  Allowing deduction would encourage continued violation.  Frustration of policy is most direct when expenditure for which deduction is sought is itself prohibited by the statute.

d.  Sullivan (1958, 451).  S allowed to deduct payments of rent and wages re/ illegal gambling establishment.  Court says that while at times it’s clear that Congress wants to disallow all expenditures in connection with certain activities, here it’s not so clear – Congress appears to recognize the gambling enterprise for federal tax purposes.  If they taxed these expenditures, they’d come close to taxing gambling on gross receipts while all other businesses are taxed on net income.

i.  Distinguishing Tank Truck – note that the state in TT had set a certain fine, and allowing the deduction would effectively reduce the fine, thus directly frustrating Congressional intent.  In Sullivan, deductability wouldn’t directly undermine the state’s penalty.

e.  Tellier (1966, 452).  Counsel fees incurred by a securities dealer in unsuccessfully defending a criminal prosecution were held to be ordinary business expenses, even if they only arise once in a lifetime.  Court says tax is on income, not a sanction against wrongdoing.  If Congress is silent and doesn’t specifically disallow deductions in a certain criminal context, only in extremely limited circumstances will the Court depart from that – only where Tank Truck “frustration of sharply defined policies” is found, and even then only when the frustration is severe and immediate.

f.  In light of these 3 cases, Congress enacted §162(c), (f), and (g).  

g.  §162(e): contributions to campaigns and lobbying expenses can’t be deducted even when they arise out of taxpayer’s business.  Reason: prevent incumbents or established businesses from enjoying advantage over challengers who couldn’t currently deduct their political costs.  1993 amendments broaden the bar; see p. 458.  Exception: (e)(2), local gov’t lobbying.

5.  Expense must not exceed specific statutory limits.

a.  Unreasonable salaries.

i.  §162(a)(1) can be used to disallow purported salary payments that amount to disguised gifts or profit distributions.

ii.  §162(m) places $1 million cap on executive salaries for public companies.

C.  Depreciation and other cost recoveries (p. 465)

1.  Capital expenditures, instead of being currently deducted, are deducted ratably over the useful life of the asset through a “cost recovery allowance.”  Depreciation for most things; amortization for intangibles, and depletion for natural resources.

2.   ACRS (accelerated cost recovery system) was intended to allow faster cost recovery and thus encourage retooling.  Cost recovery before this undervalued assets in view of inflation, etc., and didn’t allow large enough deductions.

3.  What should the IRS do?  What’s the theoretically correct measure of depreciation?

4.  Cost recovery allowances are permitted only for wasting assets use in business for income-producing activities.

5.  Simplest method: straight-line, §168(b)(3)(d).

D.  Itemized Deductions

1.  3 additional statutory constraints before an expense is deemed deductible:

i.  Itemized deductions can only be claimed in lieu of a standard deduction.  See p. 476.

ii.  Many are subject to a 2% floor, §67.  Only their aggregate amount in excess of 2% qualifies for itemization.  Not all deductions are subject to this: home mortgage interest and real property tax on homes are not.

iii.  Most itemized deductions (except for medical expenses, investment interest and casualty losses) are phased out for taxpayers with AGIs starting at $100K.  See §68.

E.  Personal Deductions.

1.  3 kinds of deductions:

a.  Serious incursions in a taxpayer’s ability to pay (medical expenses, casualty losses)

b.  Items incurred voluntarily by TP now perpetuated by political pressures (home interest, property taxes)

c.  Outlays Congress is trying to encourage (charitable deductions)

2.  Only retirement amounts or alimony obligations are above-the-line, the rest must be itemized.

3.  Standard deduction:

a.  Basic std deduction is §63(c)(2).

4.  Interest deduction (§163) (see p. 483)

a. §265 disallows deductions for tax-exempt income

b.  Borrowing for personal consumption can be an itemized (below-the-line) deduction NOT subject to the 2% floor ONLY if the debt is secured by the TP’s primary or secondary residence, and then only up to limits of §163(h)(3 and 4):

i.  Only interest up to $1 mil. for “acquisition indebtedness”

ii.  Only up to $100K of other home equity debt.

c.  Knetsch (1960, 486).  There must be a BONA FIDE debt for a deduction under §163(a)!  Look also for gifts within a family dressed up as interest paid, as well as “distributions” from closely-held corporations to their shareholders (interest on debt is deductible but dividends on stock are not…).   Note that §163(d) would now disallow K’s deductions, b/c taxpayer must match investment income with interest income.

d.  Note that §221, enacted in 1997, authorizes an above-the-line deduction for some educational loans, only to taxpayers qualifying under §221(b)(1)(B).

F.  Taxes (§164).

1.  Easy to justify this deduction if the taxes amount to ordinary and necessary costs of earning current income.  But what if the taxes bear no relation to a business or income-producing activity?

G.  Casualty losses (§165(c)(3))

1.  Rosenberg (1952, 494).  Is loss to a house caused by termites a casualty loss?  Court says that loss must be “sudden,” but that termite destruction is sudden compared to the natural depreciation of a house over 25-50 years.  But Rev. Rul. on p. 497 disagrees after finding that termite destruction takes many years.

2.  Negligence will NOT bar a deduction, but GROSS negligence WILL bar a deduction.  P. 499.

3.  Casualty must effect physical damage to the taxpayer’s own property to qualify.

4.  Amount deductible is the difference between FMV prior and FMV after, but not in excess of adjusted basis.  EXCEPT in case of total loss of business property – there the deduction is the full adjusted basis even if it exceeds FMV prior to loss.  Note that insurance will reduce the amount of a loss deduction.

5.  Personal consumption items: loss is strictly limited to difference in value before and after, even in the event of total loss.  Then reduce damage by $100, see §165(h).

H.  Bad debts (§166) (p. 504)

1.  Applicable only where a legal debt is created with reasonable expectation that it will be repaid.

J.  Charitable contributions (§170)

1.  Authorizes limited amounts of deductions by corporations, trusts, and individuals for (1) charitable contributions (2) of cash or property, not services, to (3) eligible donees.

2.  Generally – deduction substitutes direct taxpayer funding for government funding of worthwhile charities.  See. p. 509.

3.  §170(b)(1)(F): taxpayer may only deduct up to 50% of AGI for qualified charities (less for other, private charities); 10% for corporations.  (d) allows for carryover of deductions for up to 5 years for some charities.  

4.  Bob Jones University v. U.S. (1983, 513).  Can non-profit private schools that enforce racially discriminatory admissions policies qualify as tax-exempt organizations?  Court says no; to do so would be wholly incompatible with the concepts underlying tax exemption.

5.  Can be beneficial to give away appreciated property, since donation doesn’t usually constitute a realization event.  By the same token, don’t give away property that has FMV lower than basis; by disposing of it through a taxable transfer instead, you get to take advantage of a realized loss.

a.  To deduct full FMV of appreciated property, it must be of a kind which would have produced long-term capital gain if sold.

b.  §170(e) disallows deduction for items unrelated to the charity’s purpose, targeting the donation of household effects and their exaggerated deductions.  

c.  If donated property FAILS these two tests, §170(e)(1)(A) in effect treats the gift the same way it would treat the sale of the property and donation of the proceeds – the deduction is only for the basis, not the FMV.  See. p. 519.

K.  Medical expenses: -- §213

1.  Allows ITEMIZED deductions for medical expenses in excess of 7.5% of AGI.  Floor limitation can somewhat be avoided by bunching.

2.  Ochs (1952, 523).  Can O deduct expense paid for putting kids in boarding/day school as medical expenses incurred for wife’s benefit?  Court says no, doesn’t want to convert ordinary family expenses into medical expenses.

3.  Medical care defined in §213(d)(1).  Difficult to distinguish between normal living expenses and medical expenses!

4.  Even capital expenditures can be deducted if medical expenses: glasses, artificial limbs, etc.

5.  Equity issue: medical coverage is excludable under employer-provided plans, but for self-employed or those without such benefits, deduction is limited.  See p. 530.

L.  Personal exemption = about $2,000, see. p. 533. 

III.  Credits (§§21-52)

A.  General types of credits, see p. 534.

B.  §22 – credit for the elderly, intended to create parity for those who receive nontaxable social security income.

C.  Investment tax credit – on-again, off-again.  Credit would be for certain types of depreciable property, to spur the economy by encouraging retooling.

D.  Earned Income Credit (EIC)

1.  Politically popular – grants a credit to low-income workers that is potentially larger than their tax liability, giving them a refund.  Credit is phased out gradually, rather than dollar-for-dollar.

E.  Child Tax Credit -- $400 credit for kids, phased out after certain income levels.

F.  Dependent Care Credit (§21) : taxpayer with qualified individuals in the household will be allowed a credit for expenditures made for the dependents under 3 conditions:

1.  Qualified individual

2.  Employment-related expenses

a.  How many qualified individuals?

b.  Actual expenditures

c.  Can’t claim in excess of earned income of either spouse.

3.  Credit – 30% credit if AGI is under $10K.  Drops to 20% on sliding scale if AGI is $30K; stays at 20% after that.

IV.  Capital Gains and Losses; see flowchart, p. 645.

A.  Should there be preferential treatment of capital gains?

1.  Yes.

a.  Prevents “lock-in”: with no preference, property benefits owner more before sale than after sale – see p. 557.  Furthermore, stepped-up basis at death enhances this effect.

i.  How ELSE might we accomplish this?

-- repeal stepped up basis

-- expand rollovers; i.e. make some transfers NOT realization events

-- consumption tax – don’t tax until you spend!

b.  Compensating for bunching, which, because of our progressive rate structure, may subject gain (or some portion of it) to a higher rate than if it was spread out over the years during which the asset growth actually occurred.

c.  Compensating for inflation – inflation reduces the actual buying power of the gain.

d.  Preventing taxation of capital -- ??

e.  Encourages investment and saving.  (but shouldn’t proponents of this argument support more favorable treatment of investment returns of all kinds?) see p. 560.

f.  Encourages long-term investment and risk-taking.  

2.  No

a.  Tax equivalent income the same way.

b.  Strongly regressive in effect, since only high-income taxpayers make use of it.

c.  Avoiding complexity, since the cap. gains laws are so difficult!

B.  The preference:

1.  Formerly, 50% of capital gain was deductible

2.  Before ’97, the rate on net capital gain was 28%, yielding a preference only for TPs in the highest marginal brackets.

3.  After ’97, there’s also a 10%-8% rate for those in a 15% marginal bracket for “adjusted” net capital gains.  Similarly, for the same category of gains, is the 20%-18% rate for those in 28-39.6% brackets.  Finally, there’s still a 25-28% rate for the net gains that don’t fit in the “adjusted” category.

C.  The structure:

1. Gain is long-term if held for more than a year, and short-term otherwise.  Gains/losses within each category are offset, to produce either NSTCG/NSTCL and either NLTCG/NLTCL.  Net capital gain is then NLTCG-NSTCL, and must be greater than zero.

2.  Net capital losses: §1211(b) limits deduction for capital losses to capital gains plus $3,000.  This is to avoid manipulation of preference through bunching – people could realize all gains in one year, and all losses in the next, and get benefit of both rate preference and loss deduction.  NOTE that this section operates without regard to length of holding!  Simply offset all capital losses against all capital gains.

3.  Loss carryover: if a loss is disallowed by §1211(b), it may be carried over to future years by §1212(b).

4.  A taxpayer who has GAIN on disposition of an asset will want to characterize the gain as a capital gain, while a taxpayer who has a loss will want an ordinary non-capital loss, thus allowing it to be deducted in full against the ordinary income of the taxpayer, including salary.

5.  Note that corporations have no capital gains preference.  It still benefits them to make the characterization, however, because capital losses may only be deducted to the extent of capital gains, see §1211(a).

D.  What is a capital asset?

1.  §1221: start with the premise that ALL property is capital, then look at the 5 exceptions:

a.  Inventory; so we can give ordinary income treatment to gain primarily attributable to TP’s effort and service.

b.  Property used in TP’s trade or business – productive property is covered by §1231, and may or may not end up getting preferential treatment.

c.  Literary properties, since their authors’ work reflects personal effort… but why give inventors a better deal?!

d.  Accounts/notes receivable from dispositions of inventory, so that (a) can’t be frustrated

e.  US Gov’t Publications, so as to prevent people who receive them free from taking charitable contribution deductions

2.  Dealer question: is the asset inventory?

a.  Dealer status is personal to the taxpayer, specific to the type of property involved, and may change over time.

b.  What’s at stake?

i.  Maybe not so much now, but when there were huge discrepancies between capital gains rates and ordinary income rates, a lot was at stake in the case of gain!  Even now, if there are leftover capital losses from prior years, the entire capital gain might be sheltered, and at worst will be taxed at 28%.

ii.  In a sale at a loss, taxpayer’s typically will want dealer treatment, so that losses are fully deductible against income from noncapital sources.

iii.  If property is donated, and the TP is a dealer, the deduction is limited to his basis.  But if not, he can deduct full FMV, so long as he held the property for a year.

3.  Patents

a.  LTCG treatment is generally available if the TP transfers all or an undivided fraction of “all substantial rights to a patent.”

b.  See p. 601.

4.  Property used in trade or business -- §1231.  

a.  §1231 gain will qualify for LTCG treatment, but loss will be treated as ordinary – best of both worlds for the TP!  But…

b.  TP can’t have the best of both worlds in the same year.  All §1231 gains and losses from the year are set off; if there’s a gain, it’s capital, but if a loss, it’s ordinary.

c.  §1231 is only a “way-station”: it dictates capital or ordinary treatment or §1231 gains and losses, which are then combined with other CG transactions.

STUDY THIS PART MORE!!!!

E.  Recapture of ordinary income, “Depreciation Recapture.”

1.  Fribourg Navigation (1966, 621).  F bought boat subject to 3-year straight line depreciation, then sold it later above the adjusted basis.  Can they still take a depreciation deduction on it in the year of sale?  Court says yes; depreciation deductions shouldn’t reflect market fluctuations.  Discusses enactment of §1245 which would in future transactions require that the gain be treated as ordinary to the extent of depreciation taken (so ordinary for the amount already depreciated, and capital gain for the rest).

2.  §1245: gain from disposition of depreciable property.

a.  At time of sale, add all depreciation deductions taken with respect to the property to the basis to arrive at the “recomputed basis.”  Typically this is the original purchase cost of the asset.  If asset is sold for less than this, all the gain will be recaptured as ordinary.  If more, gain above this recomputed basis still receives CG treatment.

b.  Recapture gain can be taxed even if other provisions of the Code dictate nonrecognition.

V.  Nonrecognition Provisions (p. 649)

A.  Sales to related taxpayers

B.  Wash sales, §1091.  Intended to prevent taxpayers from choosing when to realize and then recognized their losses.

C.  Exchanges of certain “like-kind” property, §1031.  See problems p. 679, notes 11/10.

1.  No gains or losses will be recognized on the exchange of property held for productive use in trade/business/investment for “like-kind” property that will be held for the same purposes.

2.  In such transactions, the new property derives its AB from the old property.

3.  “like-kind” categories are broad… see p. 656.

4.  Since it’s a matter of form (i.e., you can get around §1031 by just selling for cash and then buying the property) you can basically opt out of §1031; i.e., decide whether to recognize or not.  Ordinarily you will recognize a loss but not a gain.

5.  §1031(b): inclusion of non-like-kind property will not negate the section’s applicability.  If you choose to apply the section, you only recognize gain equal to the boot (cash).  The person on the other end of the deal (payor of boot) recognizes no gain on the transaction and is unaffected, because none of the realized gain was non-like-kind.

6.  Assumption of debt in a §1031 transaction is treated just like boot.  To see how it works, see top p. 660.

7.  Effect of Boot in loss transactions: if one party transfers land plus cash in a like-kind transaction, and the FMV of the land is below the AB, she doesn’t get to recognize a loss just because she pays out cash.

8.  What property qualifies for nonrecognition?

a.  Must be held either for productive use in trade or business or for investment.  (note that §1031 may apply to one party and not the other, see examples p. 661)

b.  What does “like kind” mean?

i.  Same nature or character, not necessarily of same grade or quality

ii.  Unimproved land is like improved land, but foreign land is not like U.S. land.

c.  What’s an exchange?

a.  Statute can apply to multiparty transfers.

b.  Manufactured exchanges – see Coupe (1969, 665).

c.  Rev. Rul. p. 676 says form doesn’t matter, substance does, in boot transaction…

9.  §1031(f) defends against abuse of exchanges between related parties, see p. 678.

D.  Involuntary Conversions

1.  §1033 provides taxpayers faced with involuntary conversion opportunity to avoid recognizing the gain.

2.  To qualify, TP must acquire property similar or related in service or use to the old property, within a specified time period.

3.  §1033 doesn’t apply to losses, because TP is not penalized by the immediate deduction.

4.  Recovery of damages for property destruction can qualify for §1033 treatment.

5.  §1033 won’t apply if the condemnation was for structural defect or sanitation problems.

6.  Timeframe: qualified replacement property can be bought from earliest date of threat of loss of property, up to two years after close of first tax year in which any gain is realized.

E.  Gain from sale or exchange of principal residence (§121 and former §1034)

1.  What is a Principal Residence?

a.  Depends upon the facts of each case and good faith of the TP.

b.  Length of time is unspecified

c.  If property use is divided (i.e. you live on it but rent some as well), you can’t postpone recognition for that portion of the property.

2.  Old law

a.  1034 allowed nonrecognition for sale of old home if new home was purchased within specified time.

b.  121 authorized exclusion of up to $125K gain, once during the TP’s lifetime, if they used principal residence for 3 of the last 5 years.

3.  New Law

a.  §121 allows $250K exclusion for homes that are principal residence of TP for 2 of last 5 years.  Applies to 1 sale every 2 years.

VI.  Timing of reportable income and deductions

A.  The cash method

1.  Pulsifer (195, 711).  Minors who received sweepstakes winnings held in trust must report income in the year they won the sweepstakes, under the economic-benefit theory, since the winnings had been irrevocable set aside for them

2.  Rev. Ruling p. 714: TP paid for medical expense with credit card in 1976, but didn’t pay cc bill until 77.  Can he deduct expense in 76?  General rule is that when borrowed money is used to make deductible payment, deduction is taken currently, not when the debt is repaid.

3.  Paul (1992, 715).  Lottery winner won ticket and returned it for winnings in 1987, but got check in 1988.  Court says that taxable year is 1988 under constructive receipt doctrine – he only had the money with unfettered control in 88.  Prior to that, even if he only had to drive 62 miles to get it, it wasn’t really unfettered.

4.  Constructive receipt: legal concept based on principle that TP may not deliberately turn his back on income and manipulate the year to report it.  The crux is “essentially unfettered control.”  See definition at Reg. §1.451-2.

a.  Mere promise to pay, not secured in any way, does NOT constitute a receipt of income.

b.  Income is not constructively received if taxpayer’s control of it is subject to substantial limitations or restrictions.  So a TP can’t deliberate turn his back on income.

5.  So… you pay tax on income actually or constructively received.  BUT one exception is the “economic benefit” doctrine.  Is an economic benefit presently conferred?

a.  Minor says, deferred income may constitute taxable economic benefit if the current value of the employer’s promise can be given an appraised value.

b.  To be appraisable, contribution must be non-forfeitable, fully vested in the employee, and secured against the employer’s creditors.

c.  Minor (1985, 725).  M’s receipt of deferred income was conditioned on future performance, and thus did not constitute an economic benefit to M.  Note that one way to prevent tax exposure, then, is to NOT meet one of the §83 conditions… but then you do pay tax as soon as one of the conditions disappears.

6.  If you render services and want to be paid later, can you?  One view says no, other says yes… might hinge on whether you contracted for that right beforehand.

B.  The accrual method.

1.  Item is reflected in income when the right to the income has been earned, regardless of whether payment has been made.

2.  General/other?

C.  Accounting for sales of property, p. 779.

1.  Burnet v. Logan (1930, 779).  See blue book, p. 304.  Exchange of property for a contingent payment K will be regarded as an “open” transaction if the K claim lacks an ascertainable FMV.  This occurs only in rare and unusual circumstances.

2.  Warren Jones Co. (1975, 782).  Discusses installment basis.  W sold building and didn’t include gain on sale until it had regained its basis.  Court says, it must include in gross income the FMV of the land contract, but could report on the installment method, §453.

3.  Installment sales, p. 786, §453.
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