
U.S.C. §§ 12101–12213, as amended in
1991. All three of these statutes provide
a broad range of compensatory damages
of the type the Supreme Court focused
upon inBurke.
In Commissioner v. Schleier, 515

U.S. , 115 S. Ct. 2159 (1995), the
Supreme Court held that back pay and
liquidated damages received to settle a
claim under the Age Discrimination in
Employment Act of 1967, 29 U.S.C.
§§ 621–634 (ADEA), are not exclud-
able from gross income under former
§ 104(a)(2). The Court concluded that
former § 104(a)(2) and its regulations
set forth two requirements for a recov-
ery to be excludable from gross income:
(1) it must be based on tort or tort type
rights, and (2) it must be received ‘‘on
account of personal injuries or sick-
ness.’’ The Court held that back pay and
liquidated damages received under the
ADEA meet neither requirement because
(1) the ADEA does not compensate for
any of the other traditional tort harms
associated with personal injury, (2) the
back pay is completely independent of
the existence or extent of any personal
injury, and (3) the ADEA liquidated
damages are punitive in nature.
Based on Schleier, Notice 95–45,

1995–2 C.B. 330, suspended Rev. Rul.
93–88, and added section 5.05 to Rev.
Proc. 95–3, 1995–1 C.B. 385, to provide
that pending issuance of published guid-
ance, the Service will not issue rulings
or determination letters on whether
amounts received are excludable from
gross income under § 104(a)(2) in situa-
tions affected by Schleier.
In light of Schleier, and the amend-

ment of § 104(a)(2) by the 1996 Act,
the Internal Revenue Service has recon-
sidered Rev. Rul. 93–88.

HOLDINGS

(1) Current § 104(a)(2). Back pay
received in satisfaction of a claim for
denial of a promotion due to disparate
treatment employment discrimination
under Title VII is not excludable from
gross income under § 104(a)(2) because
it is completely independent of, and thus
is not damages received on account of,
personal physical injuries or physical
sickness under that section. Similarly,
amounts received for emotional distress
in satisfaction of such a claim are not
excludable from gross income under
§ 104(a)(2), except to the extent they
are damages paid for medical care (as
described in § 213(d)(1)(A) or (B)) at-
tributable to emotional distress.

(2) Former § 104(a)(2).Back pay re-
ceived in satisfaction of a claim for
denial of a promotion due to disparate
treatment employment discrimination
under Title VII is not excludable from
gross income under former § 104(a)(2)
because it is completely independent of,
and thus is not damages received on
account of, personal injuries or sickness
under that section. However, damages
received for emotional distress in satis-
faction of such a claim are excludable
from gross income under former
§ 104(a)(2) because they are received
‘‘on account of personal injuries or
sickness.’’
(3) Wages and compensation.Back

pay includible in gross income under
Holding (1) or (2) is ‘‘wages’’ for
purposes of § 3121 (Federal Insurance
Contributions Act (FICA)), § 3306
(Federal Unemployment Tax Act
(FUTA)), and § 3401 (federal income
tax withholding), and is ‘‘compensation’’
for purposes of § 3231 (Railroad Retire-
ment Tax Act (RRTA)).

EFFECT ON OTHER DOCUMENTS

Rev. Rul. 93–88 is obsoleted. Notice
95–45 is superseded. Rev. Rul. 72–341,
1972–2 C.B. 32, and Rev. Rul. 84–92,
1984–1 C.B. 204, which hold that
amounts received to settle a claim under
pre-1991 Title VII are (1) includible in
gross income as compensation, (2)
‘‘wages’’ for FICA, FUTA, and federal
income tax withholding purposes, and
(3) ‘‘compensation’’ for RRTA purposes,
are obsoleted. Rev. Proc. 96–3, 1996–1
I.R.B. 82, is modified to delete section
5.05.

PROSPECTIVE APPLICATION

Pursuant to the authority contained in
§ 7805(b), this revenue ruling will not
apply adversely to damages received
under any provision of law providing
tort or tort type remedies for employ-
ment discrimination for race, color, reli-
gion, gender, national origin, or other
similar classifications, if the damages
are received (1) on or before June 14,
1995, the date thatSchleierwas decided
by the Supreme Court, or (2) pursuant
to a written binding agreement, court
decree, or mediation award in effect on
(or issued on or before) June 14, 1995.

DRAFTING INFORMATION

The principal author of this revenue
ruling is Sheldon A. Iskow of the Office
of Assistant Chief Counsel (Income Tax
and Accounting). For further information

regarding this revenue ruling, contact
Mr. Iskow on (202) 622–4920 (not a
toll-free call).

Section 132.—Certain Fringe
Benefits
The Service is providing inflation adjustments

for taxable years beginning in 1997 to the limita-
tion on the exclusion of a qualified transportation
fringe. See Rev. Proc. 96–59, page 17.

Section 135.—Income From United
States Savings Bonds Used To Pay
Higher Education Tuition and Fees
The Service is providing inflation adjustments

for taxable years beginning in 1993 through 1997
to the limitation on the exclusion of income from
United States savings bonds for taxpayers who pay
qualified higher education expenses for taxable
years. See Rev. Proc. 96–59, page 17.

Section 151.—Allowance of
Deductions for Personal
Exemptions
26 CFR 1.151–4: Amount of deduction for each
exemption under section 151.

The Service is providing inflation adjustments
for taxable years beginning in 1997 to the personal
exemption and to the threshold amounts of ad-
justed gross income above which the exemption
amount phases out. See Rev. Proc. 96–59,
page 17.

Section 162.—Trade or Business
Expenses
26 CFR 1.162–1: Business expenses.
(Also section 263; 1.263(a)–1.)

Training costs; business expenses.
The Supreme Court’s decision in
INDOPCO, Inc. v. Commissioner, 503
U.S. 79 (1992), does not affect the
treatment of training costs as business
expenses which are generally deductible
under section 162 of the Code.

Rev. Rul. 96–62

ISSUE

Does the Supreme Court’s decision in
INDOPCO, Inc. v. Commissioner, 503
U.S. 79 (1992), affect the treatment of
training costs as business expenses,
which are generally deductible under
§ 162 of the Internal Revenue Code?

LAW AND ANALYSIS

Section 162 and § 1.162–1(a) of the
Income Tax Regulations allow a deduc-
tion for all the ordinary and necessary
expenses paid or incurred during the
taxable year in carrying on any trade or
business.
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Section 263(a) and § 1.263(a)–1(a)
provide that no deduction is allowed for
any amount paid out for permanent
improvements or betterments made to
increase the value of any property.
Through provisions such as

§§ 162(a), 263(a), and related sections,
the Internal Revenue Code generally
endeavors to match expenses with the
revenues of the taxable period to which
the expenses are properly attributable,
thereby resulting in a more accurate
calculation of net income for tax pur-
poses.See INDOPCO, Inc. v. Commis-
sioner, 503 U.S. 79, 84 (1992);Com-
missioner v. Idaho Power Co., 418 U.S.
1, 16 (1974).
In INDOPCO, the Supreme Court

concluded that certain legal and profes-
sional fees incurred by a target corpora-
tion to facilitate a friendly merger cre-
ated significant long-term benefits for
the taxpayer and, therefore, were capital
expenditures. In reaching this decision,
the Court specifically rejected the argu-
ment that its decision inCommissioner
v. Lincoln Savings and Loan Associa-
tion, 403 U.S. 345 (1971), should be
read as holding ‘‘thatonly expenditures
that create or enhance separate and
distinct assets are to be capitalized un-
der § 263.’’ INDOPCO at 86–87 (em-
phasis in original).
The INDOPCO decision clarifies that

the creation or enhancement of a sepa-
rate and distinct asset is not a prerequi-
site to capitalization. That clarification
does not, however, change the funda-
mental legal principles for determining
whether a particular expenditure can be
deducted or must be capitalized. As the
Supreme Court has specifically recog-
nized, the ‘‘decisive distinctions [be-
tween capital and ordinary expenditures]
are those of degree and not of kind. . . .’’
Welch v. Helvering, 290 U.S. 111, 114
(1933); Deputy v. du Pont, 308 U.S.
488, 496 (1940). Therefore, with respect
to expenditures that produce benefits
both in the current year and in future
years, the determination of whether such
expenditures must be capitalized or may
be deducted requires a careful examina-
tion of all the facts. Although the mere
presence of some future benefit may not
warrant capitalization, a taxpayer’s real-
ization of future benefits is undeniably
important in determining whether an
expenditure is immediately deductible or
must be capitalized.See INDOPCOat
87–88.
The INDOPCO decision does not af-

fect the treatment of training costs under

§ 162. Amounts paid or incurred for
training, including the costs of trainers
and routine updates of training materi-
als, are generally deductible as business
expenses under that section even though
they may have some future benefit.
INDOPCO at 87. See, e.g., Cleveland
Electric Illuminating Co. v. United
States, 7 Cl. Ct. 220 (1985) (deduction
for costs of training employees to oper-
ate new equipment in an existing busi-
ness); Rev. Rul. 58–238, 1958–1 C.B.
90, 91 (deduction for costs of training
employees that relate to the regular
conduct of the employer’s business);see
also Ithaca Industries, Inc. v. Commis-
sioner, 97 T.C. 253, 271 (1991) (deduc-
tion for costs of training new employees
to keep the assembled workforce un-
changed),aff ’d, 17 F.3d 684 (4th Cir.),
cert. denied, 115 S. Ct. 83 (1994).
Training costs must be capitalized only
in the unusual circumstance where the
training is intended primarily to obtain
future benefits significantly beyond
those traditionally associated with train-
ing provided in the ordinary course of a
taxpayer’s trade or business.See, e.g.,
Cleveland Electric, 7 Cl. Ct. at 227–29
(capitalization of costs for training em-
ployees of an electric utility to operate a
new nuclear power plant, which were
akin to start-up costs of a new business).

HOLDING

The INDOPCO decision does not af-
fect the treatment of training costs as
business expenses, which are generally
deductible under § 162.

DRAFTING INFORMATION

The principal author of this revenue
ruling is Barry M. Freiman of the Office
of Assistant Chief Counsel (Income Tax
and Accounting). For further information
regarding this revenue ruling, contact
Mr. Freiman on (202) 622–4950 (not a
toll-free call).

26 CFR 1.162–17: Reporting and substantiation
of certain business expenses of employees.

The rules for substantiating the amount of a
deduction or expense for business use of an
automobile that most nearly represents current
costs are set forth. See Rev. Proc. 96–63, page 46.

The rules for substantiating the amount of a
deduction or expense for lodging, meal, and
incidental expenses or meal and incidental ex-
penses incurred while traveling away from home
that most nearly represents current costs are set
forth. See Rev. Proc. 96–64, page 52.

Section 170.—Charitable, Etc.,
Contributions and Gifts
26 CFR 1.170–1: Charitable, etc., contributions
and gifts; allowance of deductions.

The Service is providing inflation adjustments
for calendar year 1997 to the ‘‘insubstantial ben-
efit’’ guidelines. Under the guidelines, a charitable
contribution is fully deductible even though the
contributor receives ‘‘insubstantial benefits’’ from
the charity. See Rev. Proc. 96–59, page 17.

Section 263.—Capital Expenditures
26 CFR 1.263(a)–1: Capital expenditures; in gen-
eral.

Does the Supreme Court’s decision in
INDOPCO, Inc. v. Commissioner, 503 U.S. 79
(1992), affect the treatment of training costs as
business expenses which are generally deductible
under § 162 of the Code? See Rev. Rul. 96–62,
page 38.

Section 267.—Losses, Expenses,
and Interest With Respect to
Transactions Between Related
Taxpayers
26 CFR 1.267(a)–1: Deductions disallowed.

When a payor provides a per diem allowance to
an employee who is a related party, the rules set
forth for the deemed substantiation to the payor of
the amount of the employee’s ordinary and neces-
sary business expenses for lodging, meal, and/or
incidental expenses incurred while traveling away
from home do not apply. See Rev. Proc. 96–64,
page 52.

Section 274.—Disallowance of
Certain Entertainment, Etc.,
Expenses
26 CFR 1.274(d)–1: Substantiation requirements

Simplified optional method for substantiating
the amount of a deduction or expense for business
use of an automobile. See Rev. Proc. 96–63,
page 46.

26 CFR 1.274(d)–1(a): Substantiation require-
ments.

Rules are set forth for substantiating the amount
of ordinary and necessary business expense of an
employee for lodging, meal, and incidental ex-
penses or meal and incidental expenses incurred
while traveling away from home when a payor
provides a per diem allowance under a reimburse-
ment or other expense allowance arrangement to
pay for such expenses. See Rev. Proc. 96–64,
page 52.

26 CFR 1.274–5T: Substantiation requirements
(temporary).

Simplified optional method for substantiating
the amount of a deduction or expense for business
use of an automobile. See Rev. Proc. 96–63,
page 46.
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