Income Tax – Outline – Fall 2005
VII. Themes of the course

a. Purposes of taxation

i. Raise revenue to finance public goods

ii. Raise revenue to redistribute

iii. Correct for market failures – externalities

1. negative externalities – good be both efficient and raise revenue to tax smoking

2. positive – charitable giving – efficient to provide tax subsidy

b. in general creating inefficiencies through taxation, in general, dead-weight loss that result from taxation rise exponentially w/MTR

i. so if purely interested in inefficiency then ideal would be to have as low a tax-rate as possible, as broad a tax-rate as possible and as flat a tax-rate as possible

c. Recurring challenges in income tax

i. Inherent challenges – some are products of particular kind of income tax that we have

ii. Alternative tax systems – would they eliminate these different challenges or create new ones, as well or instead of

iii. Whether and how to implement social policy through the tax code

1. there to raise revenue but also a de facto system of economic regulation

2. tax generate winners and losers – incentives and disincentives

a. creating social and economic policy deliberately

i. accelerated depreciation, progressive marginal rate structure, etc.

b. not deliberately

i. marriage penalties and singles penalties – products of interplay btwn. having marginal progressive rates and aggregating household income 

ii. women face a much higher MTR which may result in them working less

3. for any given social policy goal – always alternative programs to accomplish the goal both w/in and w/out the tax system

a. employer provided health insurance

i. rationales for why exclusion is good

1. have $80b to spend on health – should we be spending it on this exclusion or should we be spending it on Medicaid or tax credits, etc.

iv. Valuation

1. distinction btwn. business and personal consumption

a. fringe benefits, 119, 132, Benaglia, Gotcher, business expenses and business/personal distinction in 162 – Hantzis, Pezner, hobby losses - Plunkett
b. issue is how we can value the relative business and personal components of a particular consumption good, whether we should prioritize the business or personal value

2. realization

a. realization arises out of valuation concern

b. concern that couldn’t move to market-to-market b/c wouldn’t be able to value all assets at the end of each year

c. problems

i. Macomber, Cottage Savings – whether realization had occurred

ii. Simons – violin bow, problems w/basis and depreciation

1. if didn’t have depreciation, not have to worry about base

iii. capital gains

1. response to realization, potential for cherry-picking, preferential rates might be response to bunching and lock-in

2. preference – creates need for recapture rules, otherwise convert ordinary depreciation deductions into capital gains

iv. tax shelters

1. Estate of Franklin – overstating depreciation

2. Knetch – deferring income but currently deducting

3. Frank Lyon – shift depreciation who didn’t use 

4. would these shelters work at all if had market-to-market and didn’t have realization req.

v. Complexity

1. compliance – 163, passive loss rules, 1h-capital gains preference (don’t have to read)

2. rule – substance over form doctrine, complexity costs that arise when law is unclear 

a. hard for taxpayers to figure out what substance a court might see in transaction

3. transactional – structure transactions in order to achieve best tax consequences

a. tax shelters – questionable legality

b. gift and stepped up basis rules

c. like-kind exchange rules 

d. interest deduction – how complexity in tax world can grow

i. 163a – all interest expense is deductible

ii. then led to tax arbitrage

iii. now complicated overlay of rules

iv. 163d – investment interest

v. 163h – home mortgage interest

vi. 264 and 265 – disallow interest when using debt to purchase asset that produces tax exempt or tax preferred income

4. how plays out

a. transactional complexity, tax payer aggressiveness then generate compliance complexity as tax code responds by creating more and more detailed rules 

b. how to strike right balance

i. simpler tax code – but then big tax shelters 

1. horizontal inequities – rich disproportionately benefit

2. inefficiencies – people structuring transactions just for tax reasons

vi. Income shifting

1. result of difference in MTR
2. Frank Lyon
3. possibility arises whenever tax law allows people to contractually split economic ownership but allocate tax benefit to different parts that don’t mirror ownership

4. Tufts, Estate of Franklin
5. tax benefit w/no ownership and no equity in downside risk

d. think what kind of tax policy you would like to have

i. is tax code full of breaks for special interest, or whether these are moving valuable social or economic policy

ii. code too complex or whether serves good tax policy purpose

iii. right tax base – whether should be moving to other kind of tax base

1. consumption tax, wage tax, 

2. income tax – as flawed as it is best way to be raising revenue

a. currently fed. income tax is very small way of raising revenue in society
I. Introduction
a. Goals of Tax Policy
i. Facilitate growth of national economy

1. However most fed. revenues come from economic growth (GDP) not changes in kinds of tax

ii. Justice in distribution of burdens and benefits of gov’t

1. correct for externalities

iii. Raise revenues to finance gov’t expenditures

1. from those better off to those worse off

iv. to tax all accessions to wealth

b. Internal Revenue Code of 1986

i. Corporate tax – 8% of revenues (sharp decline in recent years)
ii. Federal Individual income tax – 53% of tax revenues
iii. Payroll tax – Funds specific expenditures – retirement, disability, social security, Medicare (most people owe more payroll than income)
iv. Estate tax

v. Gift tax

vi. Excise taxes 

vii. (also state and local taxes – sales, property, etc.)

c. Tax as instrument of social policy

i. Easier to enact tax expenditure than direct expenditure 

ii. Influence people’s behavior through incentives  
d. Administrability

i. audit rate is ½ of 1%; 

ii. Tax Gap – what tax payers should pay, what they are actually paying – 330 billion – 1/6 of all tax not being collected

iii. If gave more money to IRS to enforce – only 4:1 payoff

iv. Enforcement not politically popular

e. Progressive Tax – pg. 31
i. Based on ability to pay (see vertical equity)

ii. Reduce economic inequalities (not very successful)

iii. Offset regressive taxes (state and local sale taxes, fed. payroll tax)

iv. Reject presumption that market distribution of income is linked to fairness or freedom
v. Other forms of tax – poll tax, consumption tax (economic efficiency v. fairness), flat tax, user fee tax (pg. 35)
1. principle distinction in timing
f. Issues – pg. 27
i. Equity  
1. Vertical - those with more ability to pay should pay more
2. Horizontal – similarly situated tax payers should pay the same tax
ii. Efficiency – tax interfere as little as possible w/people’s economic behavior (how affect people’s bx?) 
1. promote not inhibit growth

2. benefit to those other than intended

3. allocations of goods in services in absence of taxes

iii. Simplicity/Complexity

1. complexity inefficient – take time from other activities to calculate taxes

2. compliance – keeping records/filling out forms

3. transactional – organize affairs to minimize taxes

4. rule -  problems understanding/interpreting the law

5. wealthier people have greater ability to understand/avoid 

6. i.e. AMT

g. Terms – pg. 21
i. Alternative Minimum Tax – for people who do not pay enough tax relative to income (wealthy)

1. threshold not adjusted for inflation

2. 26% on income up to $175, 28% over 

3. have to calculate both AMT and regular tax – pay greater

ii. Taxable Income – adjusted gross income minus below the line deductions

iii. Gross Income – “all income from whatever source derived” – § 61
1. includes wages, compensation, dividends, gains from sale,

iv. Basis – portion of sales proceeds that taxpayer may recover w/o incurring tax liability

v. Adjusted Gross Income – income minus above the line deductions (enumerated in § 62) (i.e. business deductions)

vi. Standard Deduction – flat amount that varies w/marital status, can deduct regardless of actual expenses

vii. Itemized Deductions – all allowable deductions other than deductions allowable to get to adjusted gross income and personal exemptions

viii. Capitalized – added to adjusted basis in property 

ix. Tax Rates -  see § 1

x. Average Rate (ATR)- the average of the various tax rates a taxpayer pays
xi. Marginal Tax Rate (MTR) - the rate of tax on the last dollar taxed
xii. Present Discounted Value (PV) – value now of money that is to be paid in future 

1.  better to pay $1 of tax in future than now, 

2. future payment/(1+r)t
xiii. Credit – direct reduction in tax 

xiv. Deduction – reduction in taxable income, which reduces tax liability by amount of deduction times MTR 

xv. Cash Method – includes in income in year which received, and deductions in year which they are paid

xvi. Accrual Method – items when earned, regardless of when received, deductions in year which incurred, not when paid H
xvii. Haig-Simons definition of income – pg. 90 - amount consumed (C) + change in wealth (∆W) ( I = C + ∆W. (hybrid of income tax and value added tax);  money value of the net increase over time
xviii. Exclusions - deducted before gross income ever happens
h. Calculating Tax Liability – pg. 26
i. Calculate gross income (§61)
ii. Subtract above-the-line deductions (enumerated in §62).  The resulting figure is adjusted gross income (§62).
iii. Subtract below-the-line deductions = sum of personal exemptions (§§151-2) and either the standard deduction or itemized deductions (start with §§63 and 67).  The resulting figure is taxable income.
iv. Apply the tax rate schedules (§1) to taxable income to determine tentative tax liability.
v. Subtract from tentative tax liability any available tax credits.  The remaining amount is final tax liability.
i. Constitutional Provision – see pg. 57 or other outline

j. Process for Enacting legislation – see pg. 61 or class notes 9/1

k. Role of Judiciary in Tax -  pg. 78

II. What is Income? – pg. 89
a. General

i. Commissioner v. Glenshaw Glass Co., US, 1955 – income should be broadly construed in absence of specific congr. directive to the contrary; “accessions to wealth, clearly realized, and over which the taxpayers have complete dominion”
ii. Is it income under §61?


1. Did the item increase the taxpayer’s net worth?
2. Did it merely involve a change of form, like borrowing money or recovering basis?
iii. Does the item fall under a statutory exclusion from gross income?
1. Gift or inheritance?
2. Contribution to capital?
3. Life insurance recovery?
4. Recovery of the cost of an annuity contract?
5. Interest on state or local bonds?
6. Government benefits (some are taxable)
7. Medical insurance recovery?
8. Damages for personal injury?
9. Meals and lodging for the convenience of the employer?
iv. Is it a taxable form of compensation for services?
1. A tax-free fringe benefit?
2. Employer-paid health insurance or medical reimbursement?
3. Group term life insurance?
v. Is the item debt cancellation income, and if so, does it qualify for exclusion?
1. Insolvent and bankrupt taxpayers can avoid debt cancellation income but must reduce tax attributes
2. Shareholder debt forgiveness has special rules
b. Form of Receipt
i. Compensation for services – largest area of taxation for individuals
ii. Old Colony Trust Co. v. Comm., US, 1929 – pg. 91
1. company paid income taxes on $1m salary (70% ATR)
2. this is taxable income – form of the payment does not make a difference, still compensatory (good law)
3. tax shelter / horizontal equity concerns – self-employed can’t pay own taxes, other CEO’s who receive same salary but company not pay tax, 
4. complainant Woods wants tax-exclusive system, we have tax inclusive rates –see § 275 (except sales tax is exclusive)
c. Fringe Benefits
i. In-kind benefits transferred to an employee – priced at fair market value - 1.61-2(d)
1. exclusions – pg. 105
a. no additional-cost service
b. qualified employee discount
c. working condition fringe
d. de minimis fringe
e. athletic facilities
f. qualified tuition reduction
g. nondiscrimination requirements
ii. Employer-provided health insurance – not included in income - §105-6
1. but purchase of insurance on own – no deduction, proceeds in even of medical expense not taxed - §104(a)(3)

2. one of largest tax expenditures - $91b 
iii. Analysis of Issues

1. Equity – more available to those in higher tax bracket

2. Efficiency – impact employer/employee decisions 
3. Complexity – distinguishing personal from business, change in value of fringe benefits over time (from de minimis), still compensatory
iv. Business v. Personal Distinction - whether personal and compensatory or motivated by business reasons and for convenience of employer
1. Benaglia v. Comm., B.T.A., 1937 – pg. 117

a. hotel manager required to eat and live at hotel
b. consumption was for “the convenience of the employer”, no personal consumption value – so income = 0 
c. Haig-Simons – no increase in wealth b/c no value – but horizontal inequity?  Still eating and living for free (some element of personal consumption value)
d. court does not like to determine subjective value

e. VALUATION PROBLEM – difficult to assign value to personal element v. business element
2. Commissioner v. Kowalski, US, 1977 – pg. 118
a. NJ state troopers meal allowance

b. court interprets § 119 – not excluded if meals provided in cash
3. United States v. Gotcher, 5th Cir., 1968 – pg. 112

a. went on tour of Volkswagen in Germany – paid for by co.
b. his portion not income, wife’s portion of the trip – income

i. wife’s presence not necessary or business-related

c. primary purpose of the payor – in this case business
d. room for abuse; 
v. Section 83 – transfer of property; election to include in income

1. factors to take into account when deciding to make the election - rate of return, appreciation of property, length of time planning to stay w/company, what his tax rates will be in the future

a. timing issue – time value of money
d. Tax Expenditures – pg. 41 - any reductions in income tax liabilities that result from special tax provisions that provide benefits to certain taxpayers
i. Defined by reference to normal income tax structure
ii. Positives

1. reduces administrative costs – cheaper than Cong. Bill

2. incentives for socially preferred behavior

iii. negatives

1. Tax expenditures administered by IRS – but less expertise in IRS than in Congress – no Congressional oversight 

2. benefits to not extend to non-taxpayers 

3. wealthier you are the greater benefit – upside down subsidy  - value depends on MTR
4. no spending limits and no accounting at end of day to measure foregone revenue (which is inexact) 
e. Imputed Income – pg. 124
i. Generally excluded from income – 
ii. Most significant form – imputed rental from owner-occupied home, never taxed in US, but taxed in Britain
iii. Horizontal equity issues; fairness; inefficiencies – affects choices (homemakers); valuation problems; determining where to stop (shaving yourself??); privacy 
f. Gifts and Bequests  (notes 9/19)
i. Commissioner v. Duberstein, US, 1960; Stanton v. US, pg. 127
1. Cadillac given as gift for services – not expecting compensation; “gratuity” of $20k for services
2. look at intent of giver and facts and circumstances
a. “detached and disinterested generosity”
3. Duberstein – income; Stanton – remanded - need new facts 
4. Frankfurster dissent – strong; majority too fuzzy
	
	Recipient
	Payor

	Compensation
	Include (§61)
	Deduct (§162)

	Pure Gift
	Exclude (§102)
	No deduction

	Business gift to employee
	Include (§102(c))
	Deduct §162

	Business gift to someone with a business relationship
	Exclude (§102)
	No deduction if >$25 (§274(b))


ii. prizes/awards are included in gross income – mixed motives (part business purpose, part gratuitous)
g. Introduction to Basis Recovery (notes 9/22 and 9/26)
i. Section 1012 – basis = cost to taxpayer, except as otherwise provided
ii. Gain = amount realized – adjusted basis; 

iii. Loss = adjusted basis – amount realized
iv. 1.61-2(d)(2)(i) – when taxpayer receives property in exchange for services, basis is fair market value
v. adjusted basis – can be lowered if take depreciation deductions or raised if add money in the form of improvements (1016)
vi. Realization requirement – code only taxes realized gains 
1. makes timing of capital recovery very important
vii. recovery of basis

1. expensing – taking full deduction in year 1

a. if have no basis (b/c took full deduction) then amount realized is entire gain

2. capitalizing – depreciating over set period of time
viii. Section 1015 - transferred/carryover basis – donor’s basis – not tax at time of gift, gift is not a realization event  (allows for income shifting in event of gain, not in event of loss – have to use FMV if lower than basis)
ix. but when it is a bequest – inherent the fair market value at the time of transfer

x. Hort v. Commissioner, US, 1941 – pg. 144
1. inherited bldg. from father with lease, received fee for cancellation of lease (bldg. had depreciated during Dep.)
2. distinguish between the loss of the fruit of the tree (income from an asset) and the loss of the value of the tree itself 
a. when sell tree = basis recovery, when sell fruit = income
3. lease not part of the basis, no property value, just income value, has to include in income entire amount of fee 
a. 167(c)(2) – no basis allocated to lease when acquire property subject to a favorable lease

4. if allowed him to take partial loss now, instead to take entire loss when sold building, this would be closer to market-to-market regime

5. does not apply to rights sold in perpetuity – notes 9/26

a. 1.61-6(a) – portions of property sold
h. Realization Requirement (notes 9/29, 10/3)
i. not taxed until distributed or until sold – tax on transactions not income
ii. Problems
1. RR is fundamental argument against income tax in favor of consumption tax
2. compliance & rule complexity – no provision in code
3. vert. equity – taxpayers w/investment income pay less tax
a. horizontal – taxpayers w/appreciated assets can defer and pay less tax
4. efficiency – incentives to hold on or dispose of assets
iii. Justifications
1. administrative burden of annual reporting - 
2. valuation – difficulty and cost of determining asset values annually – do not have to deal w/market-to-market
3. potential hardship of obtaining funds to pay taxes on accrued but unrealized gains
4. efficiency - give taxpayers too much control over timing of taxes; hold on until they die (stepped up basis) – higher return the later you realize
5. encourages risk taking
iv. Cesarini v. US, D.C. for N.D. Ohio, 1969 – pg. 149

1. found $5k in used piano they bought for $15, paid tax, claimed refund
2. treasure trove included in income, cannot exempt windfalls because otherwise hard to draw a line (1.61-14)
a. normally windfall is expected – paying for possibility of windfall

3. when “reduced to undisputed possession” – include in year found

v. Haverly v. US, 7th Cir., 1975 – pg. 151

1. value of unsolicited textbooks that principal donated to his school and claimed charitable deduction 
2. not fall w/in specific exemption – included under 61?

3. when intent to exercise complete dominion over unsolicited samples is exercised, then income
a. realization event – treated as income once monetized by owner
4. case is about tax abuse – would get double benefit, charitable deduction and no income

vi. Eisner v. Macomber, US, 1920 – pg. 154

1. taxing a stock dividend – not cash dividend

2. only time a tax code provision has been struck down as unconstitutional under the 16th Amendment

3. holding - Income is gain from capital or labor however derived (since abandoned as too narrow)
4. here have capital increase not income – would require sale (conversion) of stock in order to pay tax  - no wealthier in reality (Haig-Simons income)
a. no realization event – cash dividend is realization 
b. hard to draw line btwn. realization and non-r event
vii. Cottage Savings Ass’n v. Commissioner, US, 1991 – pg. 159

1. Cottage Savings exchanged a mortgage pool worth $4.5M (much less than its basis), for a similar one worth less and claimed a tax loss of ~$2.5M  – able to realize as yet unrealized loss early (converse of deferring a gain)
a. Did not sell b/c did not want to report on books
2. realization requirement hinges on idea of “disposition of property”, when exchange, whether properties are “materially different” (1001a, 1.1001-1)

3. materially different if change in legal entitlements
i. Annuities and Life Insurance (review notes 10/3 & 10/6) – pg. 165
i. Annuities – measured by life or if fixed period of years
1. generally only high-income people invest in these – defer income 
2. have income to extent receive more than paid for annuity
a. 72 – portion of each annuity payment treated as basis recovery, portion treated as taxable return
b. see section 72 

ii. Life Insurance – pg. 167 – favorable tax treatment

1. combine term insurance w/savings element

2. 101(a) – amounts paid by “reason of the death of the insured” are not taxable regardless of gain

3. amounts received at end of policy in excess of cost of policy are taxable (deferred – makes it preferential)

4. insured can reduce interest income by amount of personal expenditure for insurance protection (like basis recovery)

5. increase in value w/MTR – tax-free investment vehicle

iii. Because provides big opportunities to defer tax on income from savings; as a result, it moves our income tax more to being a tax on income from labor and wages, and less on being a tax on capital 
iv. IRAs: contributions are deductible; accumulation is tax-deferred; withdrawals, the entire amount is included in income
1. value on w/drawal = Deposit * (1+r)y * (1-MTR) 
a. assuming MTR is same on deposit and w/drawal
2. equivalent to deduction for cost of savings/investment; consumption tax

v. Roth IRAs: contributions are after-tax (non deductible); accumulation is tax exempt; withdrawals, the entire amount is excluded from income
1. value on w/drawal = Deposit * (1-MTR) * (1+r)y
2. equivalent to exempting return on savings/investment, wage/labor tax, no tax on capital
j. Transactions Involving Borrowed Funds
i. No income realized on receipt of loan, no deduction for payments made on principal; lender does not have deductible loss for loan, or income from principal payment (recovery of capital) – no statute
ii. Illegal Income
1. Collins v. Commissioner, 2nd Cir., 1993 – pg. 172
a. Worked at OTB, used $80k to bet, lost $38k
b. James v. US, US – all unlawful gains are taxable
i. Tax deduction for restitution payment– 165c
ii. Not fair to tax honest people and not crims.
c. Loans = mutual understanding btwn. borrowed and lender of obligation to repay, bona fide intention on borrower’s part to repay – here this was not present
2. income in year of embezzlement, deduction in year of forfeiture/repayment – 165c (best to use case law for this)
3. US v. Sullivan – requirement that indiv. disclose illegal income on tax return is not self-incrimination under 5th am.
a. Scope of this is uncertain – information v. personal
iii. Gross income includes “income from discharge of indebtedness 61(a)(12)
iv. Zarin v. Commissioner of Internal Revenue, USTC, 1989 - pg. 180 (overruled by 3rd cir. – debt must be enforceable, no income)
1. consideration of debt not cash equal to face amount – debt of $3.5m owed to casino, cancelled for $500k – valuation problem
2. tax liability not conditioned on enforceability of repayment of debt – James
3. 108 – exceptions to 61(a)(12) – including purchase-money debt reduction 108(e)(5) (pg. 184)
k. Effect of Debt on Basis and Amount Realized - 
i. Recourse v. non-recourse debt (not personally liable) – burden on borrower v. lender 
ii. Borrowing not a realization event – loan not income – pg. 207
iii. 1012 – second mortgage or lien not included in basis, not cost of acquisition
iv. Crane v. Comm., US, 1947 – pg. 191
1. recourse and non-recourse debt treated alike, loan included in basis (administrability issues)
a. equity concerns – forbid a taxpayer to take depreciation in excess of risk in investment
b. benefits taxpayer – recover basis on amount not yet paid back through depreciation, time value of deductions  (court thought of depreciation as wear and tear, not basis recovery)
2. still have basis in property paid for w/non-recourse loan, b/c obligated to re-pay while own property

v. Commissioner v. Tufts, US, 1983 (notes 10/13, 10/17)
1. when unpaid amount of non-recourse mortgage exceeds FMV of property (footnote 37 in Crane)
2. still treat as basis – same rule as in Crane – 
3. when sell property – include in amount realized the outstanding amount due on the loan, FMV irrelevant

4. taxpayer must treat non-recourse mortgage consistently when accounting for basis and amount realized
5. O’Connor’s concurrence – rule for non-recourse debt
vi. Estate of Franklin v. Comm., 9th Cir., 1976 – pg. 201

1. sham transaction for purchase of hotel – more akin to an option – seller financing; purchase price far exceeds FMV

2. depreciation predicated on investment in not ownership of property; debtor has not secured “use or forbearance of money” – inefficient/ abusive tax shelter
3. cannot take interest deductions – b/c no real debt

4. essentially – inadequately secured nonrecourse loan is too contingent to merit characterization as indebtedness and no portion of loan considered acquisition cost includable in basis
5. no real equity in the project

vii. amount received on a foreclosure sale – amount realized – pg. 206
III. Deductions and Credits

a. Business Expenses
i. Above the line deductions – determining adjusted income

1. Below the line – determining taxable income
ii. 162 – deductions for “all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business”
1. rational – not tax people for cost of producing income

2. no deduction for personal expenses
iii. determine whether trade or business – “continuity and regularity” – Comm. v. Groetzinger, US, 1987
iv. Test
1. whether ordinary and necessary
2. expense allowable under §162 – characterized as above the line or itemized deductions
3. itemized deductions are subject to limitation and not deductible in full
v. Definition of ordinary
1. Welch v. Helvering, US, 1933  - pg. 222
a. paid debts of company to establish good bus. reputation
b. “what is ordinary and necessary”? 
c. test is not whether is done all the time, but whether unique in the life of the group or community to which he is a part
i. “life in all its fullness”
d. this is an intangible capital asset – building up good will - look at motive
e. Deputy v. Du Pont, US, 1940 - “normal, usual, or customary”, but can happen only once in a person’s lifetime
2. Gilliam v. Comm., USTC, 1986 – pg. 225

a. art teacher, arrested for attack on plane, deduction of legal fees
b. Dancer v. Comm. – direct relationship btwn. expenditure and business

i. “but for” test – business trip was reason 

c. not in furtherance of business – no deduction

d. US v. Gilmore – “origin of the claim” test 

vi. Expenses Contrary to Public Policy

1. seen as a tax penalty – departure from net income concept
2. Comm. v. Tellier, US, 1966  -pg. 237
a. Legal expenses for securities violation defense
b. Necessary = “appropriate and helpful” - Welch
c. Here – not against public policy; has to be government declaration of policy 

d. Tax on income, not “sanction against wrongdoing”

e. Deduction is allowed – right to counsel

3. Tank Truck Rentals, v. Comm., US – pg. 239

a. Trucks knowingly violating statute and paying fine
b. Can’t disallow deduction – undermine state policy

4. codified in 162f – only payments to gov’t, not private party

5. Kraft v. US - no deduction for restitution for victims of fraud or theft where repayment serves a punitive purpose
6. lobbying see § 162e, domestic production deduction – §199
vii. Reasonable Allowance for Salaries – (notes 10/20 and 10/24)
1. Exacto Spring Corp. v. Comm., 7th Cir., 1999 –pg. 227
a. Paid CEO excess of $1m – corp. wants to take 162 deduction for salary - see 162(a)(1)
i. if in actuality a dividend – can’t take deduction

b. have to use independent invest test – here other two shareholders approved salary and did not give themselves large dividends, so ok, can take deduction

i. investors still earning reasonable profits

c. Posner rejects “automatic dividend” rule –pg. 234

d. Important whether or not CEO is shareholder or related to shareholder (conversion)

2. 162m – $1m limitation – form of a tax penalty

b. Business & Investment Expenses v. Personal Expenses (notes 11/24)
i. If taxed business expense – then taxing gross not net income
ii. Horizontal/vertical inequity – ability to take deductions depends on profession, higher income people have more opportunities
iii. Inefficiency – inventive to spend on deductible forms of consumption – i.e. pressure on employers to reimburse for employee expenses
iv. See 274 – for limits on business deductions
v. HYPO – using 67 and 68 - Say Ursula is earning $200K.  Say she has $10K of unreimbursed employee business expenses.  The 2% floor means she would lose $4K of these deductions.  After the 2% floor, she only has $6K of deductions left.  Then, the 3% haircut means she loses $3K (= 3% x (salary – 100K)).  Thus, after all of these limitations, she is only left with $3K of deductions!  If these are her only itemized deductions, she will just take the standard deduction, which is $4850!   
vi. Pevsner v. Comm., 5th Cir., 1980 –g. 252
1. taxpayer has to wear YSL clothes at work – says bus. exp.
2. Donnelly v. Comm., 2nd Cir., 1959
a. Clothing specifically req. as condition of employ.
b. Not adaptable to general usage
c. Not worn generally
3. need an objective test – administrability

4. valuation problems – analogy to Benaglia
5. cannot deduct under 162 and 262
vii. “inherently personal” standard – pg. 256

viii. exception for public employees – even though not profit-seeking still qualify for deduction

ix. Child Care
1. Smith v. Comm., B.T.A., 1939 – pg. 257 (notes 10/27)
a. decision to have child “inherently personal” so no deduction for child care

2. now see section 21 and 129– for exact subsidies
a. have to have childcare in order to be employed
3. b/c don’t tax imputed income – tax incentive for one parent to stay at home w/kids
a. married women w/kids highest elasticity to tax rate – most responsive

4. instead give child/dependent tax credit – varies across income distribution 

x. Commuting – 1.162-2(e)

1. Commissioner v. Flowers, US, 1946 – personal decision to live beyond walking distance from work

2. generally no exceptions – valuation and administrability concerns – but see pg. 263

3. if employer pays for commute – still GI b/c not deductible if had been paid for by employee – 132(d) not applicable 

4. McCabe v. Comm., 2nd Cir., 1982 – pg. 259
a. NJ resident, NYC police officer, has to have gun at all times, no permit in NJ, drive around NJ – costs
b. Fausner – add’l expenses may be required to carry tools to and from work – exception – but little guidance from court as to limits 
c. Not in furtherance of business – bright-line rule

xi. Food and Lodging – pg. 264, 
1. unreimbursed travel expenses are deductible as miscell. itemized deduction subject to 2% floor of §67 
2. defining “away from home” requirement of 162(a)(2)
3. Hantzis v. Comm., 1st Cir., 1981
a. Law student, married, lives in Boston, has to work in NY for summer, hinges on whether away from home
b. Flowers test – “reasonable and necessary”, incurred while away from home, necessitated by exigencies of business
c. Not away from home – but home not necessarily defined as place of employment – look at reason for maintenance of two homes
i. Home is where you live unless have business relation to other place

4. have to look at primary purpose of travel

xii. Entertainment and Business Meals
1. Moss v. Comm., TCUS, 1983 – pg. 274

a. Law firm had lunch every day at a restaurant

b. No deduction - 262 takes priority over 162
c. High burden – daily meal inherently personal, not on-site, do not fall under 119

2. client meals – pg. 278 – section 274(a), 

a. taxpayer deduct portion of own meal which exceeds amount would normally spend

b. 274d – substantiation rules, 274n – 50% of cost 
xiii. Home Office Expenses 

1. Comm.. v. Soliman, US, 1993 – pg. 282

a. Anesthesiologist worked in 3 hospitals, had home office b/c no hospital provided one

b. Has to be “principal place of business” – 280A
c. Here no deduction – most important functions performed at hospital not at office

2. now a change – 280A – home office is principal place of business if use office for administrative/management activity

c. Deductible v. Capital Expenses – (notes 10/31) – pg. 288
i. If allow for expensing of capital asset 
1. equivalent to lowering the MTR – gov’t loses, 
ii. expensing equivalent to consumption tax and IRA
1. expensing – eliminates money from savings and investment
iii. yield exemption equivalent to Roth IRA, wage tax 
iv. equivalence between expensing and yield exemption – pg. 291

1. if MTR is constant, interest rate constant, deductions offset immediately
v. Points

1. income tax taxes twice – once on income, then again when invest

2. allowing immediate deduction same as exempting from tax

3. have hybrid system – immediate expensing and accelerated depreciation

vi. see 263 – prohibits deduction for capital assets

1. expenditures that produce income beyond current taxable year should be capitalized (depreciated/amortized over assets useful life)
a. look at whether immediate or long-term benefits dominate and administrative costs of capitalizing
2. assets that generally have to be capitalized include

a. expenditures to purchase an asset – 1.263(a)-2(a)

b. costs of constructing an asset – including wages – 263A
c. costs of entering new trade

3. deductible repairs v. nondeductible rehabilitation or improvements – pg. 310

a. expenses for preserving assets deductible under 162, 212 – see regs

vii. functions of tax planning (also feature of tax shelters) – advantages for taxpayers
1. deferral of tax

2. conversion of ordinary income into capital gains –
a. rules on capitalization trying to avoid this conversion – see pg. 299

viii. reference to Welch v. Helvering – section 162

1. Often interpreted that can’t take immediate business deduction expense for something that is a future benefit

ix. Woodward v. Commissioner, US, 1970  - pg. 296
1. attorneys/accountants fees for suit to appraise corp. stock for purpose of perpetual extension of corp. charter

2. not deductible – capital – origin/underlying purpose of the suit is the acquisition of capital stock 
3. also disposition costs generally have to be capitalized 

a. demolition costs – 280B

x. INDOPCO, Inc., v. Comm., US, 1992 – pg. 302

1. costs of intangible assets or benefits – friendly takeover

2. taxpayer always has the burden of showing deserves deduc.

a. 161 and 261 – deductions are enumerated

3. creation of a “separate and distinct” asset is sufficient but not necessary 
4. look at duration and extent of benefits to taxpayer – 
a. sometimes use the “one-year rule” – guidepost

i. Zaninovich v. Comm, 9th Cir., 1980

1. automatic deduction arm but not automatic capitalization arm

xi. all employee compensation is exempt from capitalization

1. PNC Bancorp, Inc. v. Comm., 3rd Cir, 2000– “normal and routine” expenses can be deducted

xii. Environmental Cleanup

1. United Dairy Farms, 6th Cir., 2001 – pg 319 – where taxpayer contaminates land himself – capitalize 

a. What is baseline????

2. Plainfeld-Union Water Co. - look at value and useful life of property for planned uses before situation arose

d. Depreciation – pg. 329 – (notes 11/7)
i. Exception to realization requirement – realize loss before sale
1. way to recover capital expenditure, basis recover 
ii. reduces basis in asset – depreciate basis over time
1. straight-line method – equal amounts over useful life
2. declining balance method – accelerated depreciation
a. larger portion in earlier years, less in later years
b. Congress used to stimulate economy – closer to a consumption tax/wage tax (lower income people usually only have wage income not capital income)
i. this depends on elasticity/responsiveness
ii. could encourage businesses to switch from labor to capital
c. Faster you appreciate – closer you are to expensing
3. salvage value – amount taxpayer expect to recover when stops using asset for production of income (168(b)(4) – do not take salvage value into calculation)
iii. valuation problems – 
1. economic depreciation (actual decline in assets value each year)
a. too difficult to administer, requires market-to-market valuation
b. conflict w/realization requirement
c. but get rid of inefficiencies – no incentive distortion
iv. equity/distributional problems – subsidy for people who are investing in depreciable assets – people who have resources to save and invest
v. see section 167 and 168 (pg. 333), 179, 197, 248, 1245, 1250 (pg. 335)
1. no depreciation for personal assets – if asset is used for personal and income-producing activities then allocate basis between uses
2. depreciation method of recovering cost of producing income
3. 197 – intangible property, 168 – tangible property
vi. investment tax credit – pg. 338

vii. Simon v. Comm., 9th Cir., 1989 – pg. 336
1. violin bows

2. generally antiques not depreciable, b/c no determinable useful life

3. here – could depreciate – b/c suffer wear and tear – 168
4. valuation issue – part due to value of bow, and part due to collectibility -

e. Interest –  - definition – “amount which one has contracted to pay for the use of borrowed money” – pg. 356 (notes 11/10, 11/14)
i. Deductibility of interest turns on purpose of indebtedness
1. interest on business/trade deductible – cost of doing business – 163a, deducted w/o limit – 163a
2. investment interest – limited to net investment income – 163d (income = dividends, interest, capital gains)
a. total investment income less investment expenses
i. “basketing” – for administration, 
1. equity – could penalize tax-payers for investing in risky assets
b. management of securities investments – not bus.
i. look at length of holding period and source of profit
c. passive loss rules – 469, only deductible to amount of income from passive activity 

i. rental income, or conduct of trade or business in which taxpayer does not actively participate (not include portfolio activity)

3. carryovers are not limited by total income for the year

ii. 163h – personal non-business interest generally not deductible
1. equity – penalizing those who have to borrow for personal consumption
2. rational – not a cost of earning income, cost of accelerating consumption, and tax arbitrage – if allowed deduction, people borrow, say it is for personal consumption and then use to buy tax-exempt assets
3. home mortgage interest- exception to disallowance of personal interest, also see 1.163-1(b)              
a. policy – encourage home ownership, forced savings
b. 121 – generally not tax gains on sale of residence – up to $500k exclusion for married couple
iii. even though very difficult to trace interest – still have to do it

1. 1.163-8T, -8T(c)(2)(ii)(B); -8T(c)(6)(ii); 1.163-10T(n)
2. expenditure of loan proceeds, not security of debt that governs
3. expenditures from bank account – first from borrowed funds; proceeds from different loans – in order that deposited
iv. Tax Arbitrage – when assets eligible for favored tax treatment are acquired w/debt (i.e. borrowing to purchase tax-exempt municipal bonds – see 265(a)(2), (a)(1)
1. also can commit tax arbitrage when code allows for immediate expensing of asset costs
2. ***as long as after-tax rate of return on asset is greater than after-tax rate of interest on borrowing – profitable 
a. until 2008 – dividends being taxed at a lower tax rate – so only deduct interest if forego pref. rate - 1(h)(11)(d)(1), and see 1(h)(2)
3. vertical equity/distributional issues - interest-disallowance favors wealthy b/c they don’t have to borrow to purchase tax-favored assets
4. Knetsch v. US, US, 1960 – pg. 351
a. Sham transaction – not taxed on annuity interest, borrowed against annuity, took interest deduction
b. Economic substance doctrine – disallowed interest deduction b/c no real indebtedness – debt v. equity -form/substance doctrine – pg. 358, Miss. Chem.
i. Look at purpose of transaction – just to take deduction, no economic motive (see Estate of Franklin – pg. 356)
ii. Equity is difference btwn. FMV and debt
iii. Negative equity – if FMV drops below amount of debt owed and borrowed w/recourse debt
5. Inflation – pg. 361
f. Losses – pg. 363
i. Most personal losses are not deductible – except casualty and theft losses (165(c)(3), (d), (e) –
1. corresponds to 262 – disallowing deduction for personal expenses
ii. Difference btwn. business losses (deductible) and losses arising from income-producing activities that fall short of business
1. see sections 165(c)(1) and (2), 62(a)(2), (3), (4)
2. to distinguish – look at primary motive – Austin v. Comm. – pg. 366
3. losses from sale of property must be allocated between different uses – Sharp v. US – pg. 367
4. see 267 – no loss when sale/exchange btwn. relations
iii. 165(b) – amount of loss deduction is adjusted basis
1. adjusted basis – amount realized
2. 165a – have to have “closed and completed transaction” for realization requirement
iv. Gambling Losses – pg. 369

1. 165(d) – allows gambling losses to be deducted to extent of gambling gains (~ to tax arbitrage, interest investment – consumption related loss)
a. use Cohan rule to prove losses – estimates
b. gambling as trade or business – if “continu[al] and regular”
i. losses deductible under 162 – ordinary and necessary business expense, see 172
v. Hobby Losses – pg. 369-70

1. 183 – losses incurred in course of personal consumption are disallowed to extent they exceed income from activity
a. presumption that if profits 3/5 years – then requisite profit motive
b. sometimes 183 used to combat tax shelters – where businesses actually using $ for personal consump.
2. Plunkett v. Comm, USTC, 1984 – 
a. Mud-racing and truck-pulling hobbies, engineer
b. Standard – engaged in activity “with actual and honest objective of making a profit?”
i. See 1.183(b)(2) – factors for this 
3. often a fact-based inquiry

a. valuation issue – how much for profit? Personal?

b. Brannen – ‘spaghetti western’ flop - pg. 404

vi. Casualty Losses

1. 165(c)(3) – deductions for personal losses arising from “fire, storm, shipwreck, or other casualty, or from theft” – if exceeds $100
a. policy rationale - extraordinary, non-recurring, no control - similar to medical expenses rationale (7.5% of AGI)
2. usually a “suddenness” requirement (necess. not sufficient) involved in defining “casualty”, also unforeseen – diamond ring cases (pg. 376)

3. 1.165-7(b) – amount of loss = lesser of FMV before casualty – FMV after or adjusted basis 
a. insurance may reduce the loss – 1.165-1(d)(2), 123
b. if reasonable prospect of recovery w/in taxable year – then no loss – Jeppsen v. Comm – pg. 378
4. theft loss deductible in year of discovery

5. public policy grounds - no casualty deduction if intentional – Blackman
vii. Limitations on losses to protect against abuses of realization req.

1. Fender v. US, 5th Cir., 1978 – pg. 379
a. Trust for sons – buys stock, then sells, gets bank to buy back for $225k loss
b. 1.165-1(b) - Bona fide loss? Substance not just form

c. 267 not be lim’d to enumerated relationships  = 1.267(a)-1(c)
d. also always look at wash sale – 1091 – N/A here

e. 1092 – straddling – pg. 384 – similar to hedging

i. 1256 – required market-to-market stocks 
g. Tax Shelter Losses – pg. 385
i. Def. – “tax savings greater than that which would be appropriate given its economic income or loss”
ii. Legitimate v. abusive tax shelters
1. abusive – fairness, equity, inefficiency
2. done through income shifting, exemption, deferral, conversion, and leverage (leverage sometimes = arbitrage)
iii. Frank Lyon Co. v. US, US, 1978 – pg. 389 (notes 11/21)
1. sale-leaseback transaction w/bank and shareholder
2. substance-form doctrine, economic substance doctrine
a. court looks at who bears the risk and the economic realities for the bank (only way to build building)

b. Lyon had risk that Worthen not pay rent, not exercise option – most going to get is 6% return

3. also – gov’t not losing any $– usually pre-req. for tax shelter, and whether there were other economic motivations other than tax benefits, property v. equity

4. traditional tax shelter – Knetch, Franklin
a. Franklin – over-valuation

b. Knetch – look out for tax arbitrage where a lot of deductible debt which is financing purchase of tax-preferred or exempt asset

iv. statutory response – 
1. at risk

a. deductions disallowed to amount have equity in property

b. limited deductions that could be taken w/regard to non-recourse debt

2. passive loss rules – extension of basketing approach 

a. first apply at risk, then passive loss
b. apply capital loss limitations simultaneously 

3. 1.6011-4
4. 183 – changed from purely profit motive to include tax motives if w/in congressional intent – Fox – pg. 404
h. Personal Deductions & Credits and Taxation of the Family
i. Standard Deduction – pg. 415

1. 63(c) - flat amount that varies w/marital status and may be taken regardless of whether the taxpayer actually had expenditures
a. married filing jointly - $6k (eliminate in 2011 and reinstate the marriage penalty)
b. married filing separately – req. to itemize if either spouse itemizes 
c. head of household - $4400 – unmarried, dependent living w/you for at least ½ the year
d. surviving spouse (see 2a) – have to have dependent child living with you 
e. single - $k
2. extra standard deduction for blind and people over 65 – 63f

3. fairness concerns – serves as income floor , view as adjustment of MTR
ii. Personal Exemption

1. 151 – entitled to personal exemption of $2k
2. dependants – see 152, 24
3. support – if half furnished by gov’t then no exemption Lutter, Carter
iii. Earned Income Tax Credit (notes 11/28)

1. 32 – low income indiv. w/income, refundable – even if have no tax liability, get cash back
a. so based on earned income not taxable income
b. have to have qualifying child (can provide more than ½ of support), 25-65 who are not dependents
c. phase-outs create potential for large marriage penalties
2. reduce burden of SS on poor, subsidy to low-wage workers, minimum standard of living for poor (negative tax)

3. complex, doesn’t address immediate needs (even though advance payment option, only 10% of eligibles use)
4. Benefits
a. Reduces administrative cost
b. incentive for work
c. ability to pay
d. measuring income accurately
iv. Credit for Elderly and Disabled

1. 22(a) and (c)– individuals who are 65 or permanently disabled may qualify for a credit of 14% of income up to specified max.
a. max. of $5k for singles and $7.5k for married 
v. Education Credits – pg. 422
1. Hope Credit - 25A(b) - $1500 credit for college tuition, non-refundable

a. phase-outs  -single $40-80k, married $80-100k

2. Lifetime Learning Credit - 25A(c) - grad. or undergrad, any time in life, 20% up to $10k, also has phase-outs

3.  if take either credit – the no deduction for education exp. – 222
4. Coverdell Education Savings Account – up to $2k/year to IRA –distributions are excluded from GI – phaseouts – 530

5. 529 – tuition programs, no income limitation

vi. Personal Itemized Deductions

1. take deductions that exceed standard deduction – 
a. section 68 – applies to all deductions except medical expenses, investment interest, gambling losses and casualty losses (basketing)
vii. Charitable Contributions

1. 170b – deduction no more than 50% of AGI
2. not subject to 2% floor on miscell. Itemized deductions
3. corp. – lim’d to 10% of taxable income 170(b)(2)
4. donations have to be to non-profit, not individuals (no documentation – could give away entire income)
5. Hernandez v. Comm., US, 1989 –pg. 429
a. has to be purely charitable – getting nothing in return – “quid pro quo” analysis 
b. 170(c) – donation to religious organization must be “contribution or gift” in order to receive ded.
6. 170(f)(8) – only “intangible religious benefits” – pg. 435

a. also see Sklar
7. Duberstein Test – “detached and disinterested” generosity

a. See pg. 436-7
viii. Medical Expenses – pg. 446

1. 213 – deduction for expenses – 7.5% of AGI floor
2. also see 162(l), 35
ix. Taxation of the Family (notes 12/1)

1. worried about income shifting – shift income to person in lowest bracket, deductions to person in highest bracket 
a. children under 14 pay parents MTR
b. require married couples to file jointly – some couples receive bonus, others penalty
IV. Capital Gains and Losses

a. Introduction to Capital Gains – pg. 530
i. Capital gains/losses triggered by realization requirement

ii. Preferential rates for gains, basketing and limitation for losses
iii. Sections 1001-1288, 1(h), 1001, 1011, 1012, 1016, 1211, 1212, 1221-31, 1245, 1250
iv. Code requires a taxable event that causes taxpayer to “realize” gain or loss – 1001(a) , then determine character of gain or loss
1. if not capital, then ordinary
a. prefer capital gains and ordinary losses
2. then basket short-term gains and losses, and then net short-term gain or loss (long-term – over 1 year 1222)
a. if net short-term capital gain exceeds net long-term capital losses, then excess short-term gain is taxable as ordinary income
b. if net long-term capital gain exceeds net short-term capital loss, then excess is taxed at capital gains rate
v. where losses exceed gains, excess capital loss offsets up to $3k of ordinary income, then have carryforwards – 1211
1. corporations capital losses only deductible to extent of capital gains, and only 3-yr carryback and 5-yr carryforward
vi. limit capital losses b/c worried about cherry-picking – determining when to take the loss

vii. if have transaction w/both ordinary and capital gains/losses – bifurcate and figure out which is which

viii. arguments for and against preferential rates – pg. 533 – notes 12/5
1. for

a. capital gains not income, non-recurring, asset values change to do interest fate flux
b. bunching, inflation, double-taxation (corporate stock), disincentive to risk-taking and savings, lock-in
2. against

a. same as any other dollar, source of complexity, inequity – favors upper-class
b. lowers gov’t income
ix. limitation of losses – cherry-picking
b. What is a Capital Asset? (notes 12/5, problem set 17)
i. Capital transaction = Transaction must involve property, must be transferred in “sale or exchange”, minimum holding period must be met
ii. Everything capital asset unless fall into 1221 exception:  inventory, real property, copyrights for artistic composition, patents, accounts and notes receivable, supplies
iii. if fall w/in and only w/in category of 1221(a)(2) then look at 1231

iv. Malat v. Riddell, US, 1966 – g. 541

1. dual purpose to develop, sell if not profitable 

2. 1221 (a)(1) – exception for property held by taxpayer “primarily for sale to customers in the ordinary course of his trade or business”

3. give “primarily” ordinary sense – “first importance”

4. purpose is to differentiate between profits and losses that are arising from everyday operation of business on one hand AND realization of appreciation in value
5. opinion – not much impact 

v. Bramblett v. Comm., 5th Cir., 1992 pg. 544

1. partnership and corporation – same ownership
2. court does not want to get into questions of sham, agency, etc. 
3. rights now – all or nothing – valuation problems w/dual-motives

4. look at “substantiality and frequency” of transactions – 1/7 factors – pg. 547, 551-3, improvements, 

5. substance over form – look at economic realities 

6. see 1237 – bifurcated approach to capital gains 

vi. application of 1231 – pg. 554

vii. 1221(a)(3) – literary, musical and artistic compositions and patents – create parity btwn. one who is paid for service and one who sells the composition – pg. 558
c. Non-recognition Rule – pg. 625
i. Sections 1031-1042

1. like-kind – refers to nature of property exchanged, not grade or quality
2. usually more than 2 parties involved 
ii. look at intent to determine whether sale ot exchange

1. Carlton – 
iii. like-kind exchange has to be completed w/in 180 days after t.p. relinquishes property

1. property received must be designated w/in 45 days 
iv. 1.1031(a)-1(a) – investment property may be exchanged for property to be used in trade – see also Wagensen, Click –g. 629

v. 1031 not mandatory if structure as a sale instead of a transfer in order to recognize a loss or obtain FMV basis for depreciation

vi. sale-leasebacks – circuit split – bottom of pg. 630

vii. related parties – 1031(f) - 
