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Policy
· Goals of Tax

Equity 
Requires determination of economic circumstances

· Vertical Equity – those with greater ability to pay should pay more

· Horizontal Equity – those with the same ability to pay should pay the same
Efficiency

· What is the interference in people’s behavior?

· What are the resulting changes in allocation of goods and services?
· What is the effect on economic growth?
Simplicity

· Rule Complexity – problems of understanding and interpreting the law
· Compliance Complexity – problems of complying with the law
· Transactional Complexity – taxpayers organizing their affairs to minimize taxes

· Tax Bases
Income

· Stresses fairness arguments

· More comprehensive measure of a person’s ability to pay
· BUT Taxes people who consume early in life less than those who consume later.

Wage

· Includes federal employment taxes. Does not include accumulation of capital or income derived from capital.

Consumption

· Stresses economic efficiency arguments
· Argued to be fairer than income tax b/c treats equally people who consume equally.
· BUT regressive against income

Wealth

· Imposed on capital accumulation
· Generally only applies in estate taxes

· Expenditures

Revenue losses from exemptions, exclusions or deductions from taxes


Often questions of policy as to government policies and priorities 

Can be considered subsidies for certain programs. But there are questions of efficiency. 

Calculating Taxes

· Gross Income

All Income from whatever source, but with notable exceptions (§61) – see list at § 61(a). 
· Minus above the line deductions (§ 62)  = adjusted gross income
· Not subject to §67 (2% floor LINK) or § 68 (3% haircut LINK) 
· Can be taken even if there is a standard deduction used (§62(a)(2)(A))
· Includes:
· Certain trade and business deductions (§ 161 LINK)
· Losses from non-capital sales

· Deductions relating to expenses for production of income (§ 212)

· Taxable Income

Taxable income = Adjusted gross income – below the line deductions (§ 63)
· Allowed only to the extent the aggregate of the deductions exceeds 2% of AGI (§ 67)
· Below the line deductions include
· Personal deductions (§151 p. 23) and dependent deductions (§ 152 p. 23)
· Either
· Standard deduction (§ 63(b)); OR
· Itemized deduction (§ 67), which includes:
· Interest (§ 163) p. 19
· Some taxes (§ 164) p. 23
· Some losses (§§ 165(a),(c), (d)) p. 21
· Charitable contributions (§ 170) p. 24 – not subject to § 67
· Annuity mortality loss deductions (§72(b)(3)) p. 10
· Subject to the 3% haircut (§ 68)

· Basis of Taxation
· Taxes are tax-inclusive, which means that there are no deductions for taxes (§275) LINK
· Equation inclusive for exclusive taxes is:

Re = Ri / [1 – Ri]


Ri = Re / [1 + Re]

Measurement of Receipt
· Measurements of Income

· Haig-Simons
· Income is the algebraic sum of 
· the market value of rights exercised in consumption; and 
· the change in the value of the store of property rights between the beginning and end of the period in question.
· Federal Code

· All income from whatever source derived (§ 61) LINK
· Inclusions (§§ 71-90) and exclusions (§§ 101 – 150) specifically denoted 
· Supreme Court (Commissioner v. Glenshaw Glass)
· Income is:
· Undeniable accessions to wealth
· Over which the taxpayer has expressed complete dominion

· Without congressional mandates otherwise, income should be broadly construed
· Compensation for Services
· Compensation is gross income (§ 61)

· Form is irrelevant
· Paying tax on an employee’s income tax is taxable (Old Colony Trust v. Commissioner)
· Compensation paid other than in cash valued at market (§ 1.61-2(d))
· Could take § 83 option if there is an option.
· Imputed Income

Benefits derived from one’s own labor are not taxable.
· Includes: 
· Homemaking
· Largest source of imputed income.

· Rental value of a home

· May result in economic inefficiencies by encouraging people to stay home
Fringe and Other Benefits
· Taxation Concerns
Equity

· A getting $15,000 in fringe benefits is not taxed the same as B getting $15,000 in cash. 
· Violates horizontal equity.
· Compensation other than in cash usually at FMV (§1.61-2(d)) – but not fringe benefits
Efficiency

· Individuals at 50% tax rate are indifferent about $50 of benefits or $100

· But would prefer $51 of incentives. 
· Cheaper for the employer to provide $51 of incentives.
· Can result in deadweight loss if employees choose benefits that do not have the full value to them.

Simplicity
· Complexity in defining. Changing standards. 

· Fringe Benefits
Basic § 132 benefits include:

· No Additional Cost Services (§ 132(b))
· Must be a service offered to customers in the ordinary course of business of the employer in which the employee performs services (so if Delta owned TW, stewardess could get free flights but not free cable); AND

· The employer has no substantial additional cost in providing the service

· No discrimination (§ 132(j)(1))
· Includes spouses and dependent children (§1.132-1(b)(1))

· Qualified Employee Discounts (§ 132(c))
· Must be stuff that the employer sells in the ordinary course of business

· For property, up to the gross profit percentage
· For services, up to 20% of the normal customer price 

· No discrimination (§ 132(j)(1))

· Includes spouses and dependent children (§1.132-1(b)(1))

· Working Condition Fringe (§ 132(d))
· Any property or service provided that if paid for would be deductible under 

· § 162 (trade or business expense) p. 12; or 
· § 167 (depreciation) p. 19
· 2% floor of § 67(a) does not apply to these (§ 1.132-5(a)(1)(vi))

· For money fronted by the employer

· Includes independent contractors (§1.132-1(b)(2))

· De Minimis Fringe (§ 132(e))
· Must be of a small value
· For eating facilities (132(e)(2))

· The facility is on or near the business premises

· The establishment is not normally operated for a loss
· Subject to nondiscrimination (§ 132(e)(2))
· For overtime meals, must be: (§ 1.132-6)
· Reasonable
· Not routine / regular
· Allows the employee to work overtime
· All encompassing - § 132(l) 

· Any recipient can deduct this (§1.132-1(b)(4))

· Qualified Transportation Fringe (§132(f))
· Transit Pass or transportation in a commuter highway vehicle to and from work

· Up to $100 / month 

· Parking

· Up to $175 / month

· Includes cash reimbursements

· Gyms (§ 132(j)(4))
· Not included in gross income if on premises
· Includes family members (§1.132-1(b)(3))

Nondiscrimination requirements effect the following:
· §§ 132(e)(2), 132(j), 117(d), 132(a)(1),(2) and 274(e)(4)
· Highly compensated employee can’t exclude the above if there is discrimination – they will have to pay the full amount. (§ 1.132-8(a))
· Trips
Reimbursement for self
· Look at dominant purpose of trip (US v. Gotcher)
· Pleasurable features do not negate the overall business quality.

· Spouses must make an independent business showing (Also § 274(m)(3))
Reimbursement for spouse
· No deduction allowed for spouse unless (§ 274(m)(3))
· Spouse is employee of taxpayer

· Bona fide business purpose

· Would otherwise be deductible by the other
· If no deduction allowed under §274(m)(3)

· Reimbursement can be excluded if spouse has a bona fide business purpose being there (§1.132-5(t))
· Otherwise any repayment must be gross income to the value of the employer’s payment of travel expenses for the spouse. 
· Food and Lodging

If furnished by the employer 
· Excluded from gross income if for the convenience of the employer (§ 119(a))
· For meals (§119(a)(1))
· if on premises 
· Doesn’t matter whether: (§ 119(b)(2))
· a charge is made; or 
· employee may accept or decline 
· If for the convenience of more than ½ of the employees and on premises, it shall be for the convenience of the employer (§119(b)(4))
· See de minimis for other food § 132(e) 
· For lodging
· if required to accept as a condition of employment (§119(a)(2))
· Does not cover reimbursements (Commissioner v. Kowalski)
· See Also Business Expenses & Personal Expenses (p. 12)
· Health Plans
Employer-Funded Health Plans
· Employer coverage is not income (§106(a))

· Has no cap

· Amounts received for personal injuries are included in gross income (§ 104(a)(3)) 
· To the extent paid by employer 
· Amount’s received through insurance are included in gross income (§105(a))
· To the extent paid by employer

· Nondiscrimination for self-insured plans (§105(h))

· Workmen’s comp, pensions, etc not gross income (§104(a))
Taxpayer-Funded Health Plans 
· Amounts received for personal injuries are not included in gross income (§ 104(a)(3))

· Workmen’s comp, pensions, etc not gross income (§104(a))
· Other Benefits
Tuition Reduction
· Qualified tuition reduction does not count as income (§117(d))
Expenses for possible employment
· Employers covering the expenses of possible employees in trying to get a job is not income (Rev Rul 63-77)
Improvements made by lessee

· Improvements made by lessees on the lessor’s property do not count as gross income (§ 109)
Gifts, Bequests and Prizes
· Gifts
Basis
· Recipient gets donor’s basis (§ 1015(a))
· Unless basis is greater than FMV at time of gift, then
· For determining loss:

· Recipient’s basis becomes FMV (§ 1015(a))

· Losses are lost

· Makes it better to sell property give cash to buy the asset
· If partial gift and partial sale, see §1.1015-4
· Gains are still taxable upon realization
· Promotes lock-in for gains

Income

· Not included in gross income (§ 102)

Determining if transfer is a gift

· Intent of the donor controls
· If the donor doesn’t want it to be a gift, it’s not a gift

· The donor must not deduct it for the recipient to count it as a gift
· Detached and disinterested generosity (Commissioner v Duberstein)
· Essentially a case-by-case inquiry

· Lack of legal obligation is insufficient
Exceptions
· Not allowed from employer to employee (§ 102(c))

· Except if between relatives (§ 1.102-1(f)(2))

· Business Associates
· The donor must not take a deduction if it is counted as a gift by the recipient (§ 274(b)) 
· Tips
· Compensation for services in general is income (§1.61-2(a))
· Even includes gifts from superstition etc (Olk v. United States)
· Bequests
Basis
· Recipient gets basis of fair market value (§ 1014(a))

· Losses are lost
· Encourages sales of loss-making property just before death

· Gains are lost
· Encourages lock-in for property with taxable gains
Income
· Not included in gross income (§ 102)

· Prizes

Income
· Included as gross income (§74(a))

· At fair market value (§ 1.74-1(a)(2))

· Do not count as gifts (§1.102-1)

· Except 
· Some awards transferred to charities (§74(b)) only if
· Must be religious, scientific, education, artistic, literary or civic
· Taxpayer selected without his entering
· Not need for taxpayer to perform future services
· The prize goes to a charity
· Employee achievement awards (§ 274(j))
· Employer cannot deduct for this
Basis & Realization
· Basis in Property

Calculation
· Basis is normally cost (§ 1012), unless otherwise stated
· Starts as cost, but is modified by depreciation (§ 1016)
· Fungible Assets
· If taxpayer cannot show the lot from which the item sold was taken, the basis will be the earliest of that sort acquired by the taxpayer (§1.1012-1(c)(1))
· Common law
· Hort v. Commissioner did not consider the value of a cancelled lease to be a basis – so no loss can be claimed off its cancellation and subsequent replacement.
Exceptions
· For bargain sales to charities
· Basis for realization is [realization basis] / [basis] = [bargain price] / [fmv] (§ 1011(b)) 
· Rent
· Gross income and not allocable to basis (§ 61(a)(5))
· From Salary / Compensation
· If the bargain price substitutes for a salary, the price reduction is included in income and the purchaser is treated as acquiring the asset for FMV.
· Gifts
· See Gifts and Bequests section above (§§1014 and 1015) LINK
· Improvements by lessees 

· Improvements made by lessees on the property do not affect the basis. (§ 1019)
Purpose

· Allows taxpayers to recover their capital investment when they sell property.

· Code only taxes realized gains.
· Timing

Time Value of Money
· Present Value of $1 to be received after t years 

· 1/(1+r) ^t  
· r = interest rate
· Future Value of $1 received at the end of t years
· (1+r)^t
· Realization 
Realization Ramifications
· Taxable in the current year

· Includes

· Windfalls / treasure trove (Cesarini v. United States)
· Taxable in the year reduced to undisputed possession (§ 1.61-14)
· Taxpayer will want to argue that, for example, in catching a home run ball, that they invested money in determining where the ball would be hit, so that they invested in it and it is not a windfall, but instead an investment bearing fruit so that they won’t have to pay tax that year.
· Sales
· Cash dividends (§ 301(c)(1))
· All items over which the taxpayer has exerted complete dominion and control (Haverly v. United States)
Sale or other disposition
· Gains and losses are taxable income only when realized
· A gain will be recognized by a sale or other disposition in property (§ 1001)
· Excess of the amount realized over the adjusted basis.
Exchanges

· Exchanges must be for materially different property to be a realization event (§1.1001-1)
· Material difference derives from different legal entitlements (Cottage Savings Ass’n v. Commissioner)

Reduction to undisputed possession

· Items are taxed when reduced to undisputed possession (Haverly v. United States)
· This includes donating the item to charity and taking the deduction.
Exceptions

· Stock Dividends (Eisner v. Macomber, § 305)
· Gifts (§ 102)
· Unsolicited samples if never reduced to undisputed possession (Haverly v. United States)
Justifications
· Administrative burden of annual reporting

· Difficulty and cost of determining assets annually

· Hardship of obtaining the funds to pay taxes on accrued but unrealized gains

Concerns
· Distorts investment decisions to acquire assets that produce unrealized and therefore untaxed appreciation

Annuities, Life Insurance and IRAs
· Annuities

Gross Income
· Excludes from the payout [original amount invested] / [life of  the annuity] from each year’s receipt (§ 72(b))
· The rest is gross income (§ 72(a))

· Use life expectancy tables if the annuity is measured in life span (§72(c)(3))
· Mortality Gain
· Exclusion limited to investment amount (§ 72(b)(2))
· All payment after that is therefore taxable gross income

· Mortality Loss
· Remaining unrecovered investment deductible (§72(b)(3))
· Below the line
Premature Distributions
· For any premature distribution, all the tax on the includable annuity payout for that year is increased by 10% (§ 72(q))
· Does not apply if after retirement or 59.5

· Does not apply for death payouts

· Life Insurance

Gross Income
· If the payout is because of the death of the insured, there is no gross income to the recipient (§101(a))

Components
· Term Insurance
· The insured or someone else pays a premium in return for which a specified sum will be paid to his survivors in the event of his death. 
· Savings Element
· The size of the savings component relative to the pure insurance component varies. In some life insurance contracts (such as one of five year term policies) the savings element is small; in others (such as whole life policies) the savings element may be large.
Term Life Insurance
· Gamble of the insurance premium on the odds that the insured will live through the term or period covered by the insurance.

Ordinary / Whole Life Insurance
· Payment of a uniform annual premium throughout the life of the insured that matures at death
Universal Life Insurance
· Person simultaneously purchases a contract for life insurance and deposits a sum with the insurance company. On a monthly basis, the life insurance company deducts from the amount deposited that month’s premium for insurance and credits the insured’s account with investment income on the balance. 

· IRAs

IRA

· Taxpayer sets aside pre-tax income for the account, which is taxable upon withdrawal
· value on withdrawal = Deposit * (1+r)y * (1-MTR) 
Roth IRA
· Taxpayer sets aside after-tax income for the account, which is then tax-deductible upon withdrawal
· value on w/drawal = Deposit * (1-MTR) * (1+r)y
Transactions Involving Borrowed Funds
· Debt & Income
Receipt of Loan

· Receiving cash for an obligation to pay it back is not income. 
· Loans require: (Collins v. Commissioner)
· mutual understanding of obligation to repay 
· Bona fide intent to repay

· Loans do not include:
· Stolen funds are not loans because they lack the above two criteria
· So they are gross income

· Repayment is deduction from gross income (§ 165(c))
· Gambling Losses
· Can only be allowed to offset gambling gains (§ 165(d))
Repayment of Loan
· No deductions are allowed from income for repayment the debt
Discharge of Debt
· There is income for the cancellation of debt (§61(a)(12))
· The debt must be legally enforceable for the discharge to be income (Zarin v. Commissioner)

· Repurchase of debt 
· Income if at less than FMV to the extent of the difference (§ 1.61-12(a))
· Debtor services

· Work in exchange for reduction of debt is income to the extent of reduction of debt (§1.61-12(a))

· But see bankruptcy & insolvency section below

· Statutory exceptions include (§ 108)

· Bankruptcy & insolvency (below)
· Purchase price adjustment for seller-financed debt (§108(e)(5))
· Shareholder debt forgiveness (See §§ 108(e)(6), 1.61-12(a))
· Student loan forgiveness (§ 108(f))
· Provided the forgiveness is contingent on student’s working for a certain period of time in certain professions for any of a broad class of employers or a public service requirement.
· Bankruptcy & Insolvency
Insolvency
· Insolvency exclusion limited to the amount of insolvent (§ 108(a)(3))
· Example

· Taxpayer with liability of 20K

· Assets with fmv of 13K

· Debs discharged for 12K
· Income is 1K
Bankruptcy (Chapter 11) (§ 108(a)(1)(A)
· All debt cancellations if in a chapter 11 bankruptcy proceeding are excluded from gross income

Tax Consequences
· For either insolvency or bankruptcy, there are tax consequences to the extent of gross income excluded (§ 108(b))
· See § 108 for order of losses
· Types of Debt on Basis and Amount Realized
Sale of Property with Debt

· Transfer of property, including transfer of the debt, includes the full amount of the debt discharged (§1.1001-2(a))

· RD and NRD treated alike in this regard (Crane v. Commissioner) 
FMV of Secured Property

· Cannot reduce the amount of debt discharged below the value of the debt (§1.1001-2(b))
· Even if NRD is greater than FMV, the full amount must be included in basis (Commissioner v. Tufts)
Recourse Debt

· Borrower is personally liable for repayment of the debt
Nonrecourse Debt

· Lender can look only to the assets that secure the debt for repayment
· Inadequately secured property (Estate of Franklin v. Commissioner)
· Not characterized as indebtedness
· Not included in basis

· Repayments on the debt do not go into equity until the debt is adequately secured
· Amount at risk limitation
· Deductions shall be allowed only to the extent of the at-risk equity (§ 465)
Business & Investment Expenses v. Personal Expenses
· Business Expenses
Business Deductions
· Allowed for all ordinary and necessary expenses in carrying on any trade or business (§ 162(a)), including
· Salaries up to a reasonable amount (§162(a)(1))
· For public companies, up to $1M deductible (§162(m))
· Excludes performance-based compensation (§162(m)(4)(C))
· Reasonable amount test
· Can be evaluated with independent investor test (Exacto Spring Corp. v. Commissioner)

· Court can also determine whether company is trying to avoid dividend taxation
· Concern about relatives of the family being given salaries that are akin to gifts

· Traveling Expenses (§162(a)(2))
· Includes meals and lodging 

· Meals subject to 50% limitation (§274(n))
· If reimbursed (above the line), the employee can deduct the whole amount, but employer has the 50% limitation (§1.62-2(h))
· While away from home
· Must include “sleep or rest” no matter how for the taxpayer travels (US v. Correll)
· Must be under 1 year
· Test for deductibility (Commissioner v. Flowers)

· Reasonable and necessary
· Incurred away from home

· Because of business interests
· Rent etc. (§162(a)(3))
· Professional Expenses (§ 1.162-6)
· Includes dues to professional societies, unions, subscriptions to professional journals etc.
· Temporary Job Expenses
· If a taxpayer leaves to take a temporary job at another location, the regular residence is still the home and so the temporary job can have the food and lodging expenses deducted.

· If the duration of the job is indefinite, there are no deductions.

· Temporary must mean that they are away for less than one year per § 162(a).

· Mixed Personal-Business Trips
· Travel costs are deductible only if the trip is primarily for business reasons.

· Meals with clients
· Deductible if directly related or associated with the active conduct of a trade or business. (§ 274(a)) 

· Taxpayer can get a deduction for only the portion that exceeds the amount he would normally spend on himself (Rev. Rul. 63-144)

· Not strictly enforced

· Ordinary and Necessary Requirement
· Does not have to be habitual or normal (Welch v. Helvering)
· But reputation and learning are capital outlays 

· Even if it happens only once, it can be ordinary and necessary if common in the type of business (Deputy v. DuPont)​

· Legal Fees
· Origin of the claim test (United States v. Gilmore)
· Applies to civil and criminal cases (Gilmore)
· If unrelated to trade or business, not deductible (Gilliam v. Commissioner)
· Can be deductible if related to the business, even if guilty (Commissioner v. Tellier)
· Tax is not a sanction against wrongdoing
· Substantiation Requirement (§ 274(d))

· Taxpayer must retain adequate documents to substantiate the deductions

Business Deduction Exceptions
· Public Policy (§1.162-1(a))

· Not deductible if allowing the deduction would frustrate public policy
· Charitable donations
· Limited by § 170 p. 24
· Illegal bribes, kickbacks, other payments for public officials(§162(c)(1))
· No deduction allowed 
· Other Illegal Payments (§162(c)(2))
· No deduction allowed
· Medicare Kickbacks / Bribes (§162(c)(3))
· No deduction allowed
· Lobbying (§162(e))
· Generally not allowed
· Except for: 
· Local legislation (§162(e)(2))
· Bill must relate to the business of the company
· Institutional or good-will advertising, even if indirectly for legislative matters (§1.162-20)
· Fine or Penalties (§ 162(f))
· No deduction allowed for any violation of any law
· Can deduct defense costs if it passes the origin of the claim test (§1.162-21(b)(2))
· No deduction for any fines or penalties paid to 3rd parties (Rev. Rul. 81-151)
· Antitrust Penalties (§ 162(g))
· No deduction for 2/3 of the amount.
· Capital Expenditures (§ 263)
· No deduction allowed
Employee Reimbursement Ramifications
· Taken above the line if reimbursed (§ 62(a)(2)(A))
· Deductible even if there is a standard deduction
· Not subject to 2% floor (§1.162-2(c))

· If not reimbursed
· Subject to §§ 67, 68

· If reimbursement not sought
· Deductions aren’t allowable to the extent that the taxpayer is entitled to a reimbursement from the employer (Cavitt v. Employer)
· Meals
· If reimbursed, the employee can deduct the whole amount, but employer has the 50% limitation (§1.62-2(h))

· See § 274(n)

· Club Dues
· An employee whose club dues are reimbursed may exclude the portion of the dues attributable to business use. (§ 1.132-5(s))
· Personal Expenses
Income-Producing Personal Activity Expense Deductions
· Allowed if: (§ 212)
· For the production of income
· For the management / maintenance of property held for the production of income
· Does not have to qualify as stemming from a trade or business

· Itemized
· Counts as a deduction from AGI

· Subject to §§ 67 & 68

· Substantiation Requirement (§ 274(d))

· Taxpayer must retain adequate documents to substantiate the deductions

Personal Deduction Exceptions

· Public Policy (§ 1.212-1(p))
· No deductions are allowed if the deduction would frustrate public policy
· Inherently Personal Items
Non-deductibility
· Inherently personal expenses are nondeductible, even if they are shown to enhance profit-making activity
· Personal, living, family expenses are inherently personal (§ 262)
· Homes / Home Offices
· Deductions not allowed except for the part of the home that is used on a regular basis as the principal place of business (§ 280A)
· Vacation homes (See §280A(d)(1))
· Clothing
· Deductible only if: (Pevsner v. Commissioner)

· It is of a type specifically required as a condition of employment
· It is not adaptable to general usage as ordinary clothing

· Use an objective test

· It is not so worn
· Child care
· Generally considered inherently personal (Smith v. Commissioner)
· If necessary for gainful employment (§ 21)
· Tax credit for qualifying child care expenses. 
· Multiplier is 35% for those with AGI less than $35,000, reduced by one percentage point for each additional $2,000 AGI until it hits 20% for those above $43,000. 
· Use the lower-earning spouse
· Cap is $3,000 for one child, $6,000 for two children
· Multiply expenses by multiplier, subject to cap, for credit.
· If covered by employer (§ 129)
· Exclusion of up to $5,000 / year if provided by employer
· Maximum amount of dependent care credit under § 21 reduced by the amount excluded under this section. 
· Travel
· Travel expenses while away from home are generally deductible (§ 162(a)(2))
· Not deductible if not (Commissioner v. Flowers)
· Reasonable and necessary
· Incurred away from home
· Because of business interests
· Commute
· Daily commute is not deductible (§1.162-2(e))
· Expense for longer route because of requirements of job not deductible because you chose where to live (McCabe v. Commissioner  - carrying gun in car via NJ)
· Police Exception (Pollei v. Commissioner)
· Because cops are on active patrol during their commute, they can deduct their expenses. 
· Limited to cops.
· Carrying tools (Rev Rul 75-380)
· Deductions permitted for only the portion of the cost of transporting the work implements by the mode of transportation used which is in excess of the cost of commuting by the same mode of transportation without the work implements.
· Example
· If you took the subway originally for $2, but you now had to take tools. 
· If the car costs $3, and the trailer is another $5, you can only deduct the $5 for the trailer.
· Late Night (§1.61-21(k))
· If unsafe conditions exist, then the transportation will be valued at $1.50 per hour regardless of the cost.
· Transportation between homes
· Must have a business justification for having the second home in order to deduct travel between two homes (Hantzis v. Commissioner)
· Luxury Expenses
· Luxury water travel limited to twice the highest per diem allowable to employees of the executive branch while away from home but serving the US (§274(m))
· Luxury car expenses are limited (§ 280F)

· Business Home
· If  there are 2 places of business, home is the principal place of business and thus meals and lodging can only be deducted when the taxpayer is at the minor place of business (Rev Rul 83-92)
· Indefinite Temporary Jobs
· No deductions are allowed if the duration of a temporary job is indefinite, or if it lasts over 1 year (§ 162(a))
· Mixed Personal-Business Trips
· Travel costs are not deductible only if the trip is primarily for personal reasons.
· Conventions Outside North America (§ 274(h))
· Not deductible unless it is “as reasonable” for the meeting to be held outside North America as in it.
· Meals
· Generally inherently personal – so not deductible (§ 1.262-5)

· Must show that it was different from or in excess of that which would have been made for the taxpayer’s personal purposes (Sutter v. Commissioner)
· Not even necessarily deductible if off premises and work is discussed (Moss v. Commissioner)
· Still subject to 50% disallowance (§ 274(n))

· Police exception

· Meals at public restaurants adjacent to highways are ordinary and necessary business expenses under § 162(a) and thus deductible (Christey v. US)
· With clients
· Deductible if directly related or associated with the active conduct of a trade or business. (§ 274(a)) 
· Taxpayer can get a deduction for only the portion that exceeds the amount he would normally spend on himself (Rev. Rul. 63-144)
· Hunting Lodges, Yachts, Other Entertainment facilities (§274(a)(1)(B))
· Not deductible 
· Tickets and Sky boxes
· Tickets limited to face value (§274(l)(1))
· Leased skyboxes in sports stadiums rented for more than one event are limited to the sum of the face value of regular box seat tickets for the number of seats in the skybox (§ 274(l)(2))
· Club Dues (§ 274(a)(3))

· No deduction for club dues even if the primary purpose for using the club is furtherance of the taxpayer’s trade or business – but note that § 1.162-6 allows deductions for professional societies.
· An employee whose club dues are reimbursed may exclude the portion of the dues attributable to business use. (§ 1.132-5(s))
Deductible Expenses v. Capital Expenditures
· Capitalization
· Adds to the taxpayer’s basis in the asset
· Recovered when sold or depreciated
· Nonrecurring expenses are more likely to be capitalized
Consumption Tax
· If all expenses were deductible, it would be a consumption tax
· Income tax deducts the expenditures over time or when the assets are sold. 

Interest-Free Loan Equivalence
· If taxpayer in 50% tax bracket puts $100 into an asset to be sold in 10 years, if the cost is deducted in the year of acquisition the taxpayer would save $50 in taxes that year.

Equivalence to a Reduction of Tax Rates or Tax Forgiveness

· T arranges to defer $50 of tax for 10 years. Interest rate is 12 percent (or 6% after tax). T puts $27.92 in the bank at 12% - so he gets $50 after 10 years after withdrawing enough each year to pay taxes on each year’s interest income.
· The deferral is equal to paying only $27.92 the first year, with the rest forgiven. Effectively this reduces the rate from 50 percent to 27.9.

· The basis will then be zero, so on the sale it will be $100 of income. T will repay the $50 he saved in the first year – so he in essence gets a tax-free loan.

The Immediate Deduction-Yield Exemption Equivalence
· Taxpayer pays $100 for G. G is sold 5 years later for $200. Tax rate is 30%. 


Capitalized Expenditure



If capitalized, then 






Yr 1
Yr 5
Profit
Rate of Profit




Pre tax 

(100)
200
100
100%




Tax

0
(30)




After Tax
(100)
170
170
70%



Immediately Deductible Capital Cost – Same Pre-Tax Investment



If immediately deductible, then






Yr 1
Yr 5
Profit
Rate of Profit




Pre tax 

(100)
200
100
100%




Tax

30
(60)




After Tax
(70)
140
70
70%



Immediately Deductible Capital Cost – Same After-Tax Investment



If immediately deductible, then






Yr 1
Yr 5
Profit
Rate of Profit




Pre tax 

(143)
286
143
100%




Tax

43
(86)




After Tax
(100)
200
100
100%



Pre-tax investment calculated by 1/1-rate

· Tangible Assets
· New buildings or permanent improvements made to increase the value of any property must be capitalized. (§ 263)
· Includes construction costs (§263(a)(1))
· Construction-related expenses must be capitalized (Idaho Power)

· Tools and materials
· Wages for construction workers

· Access roads to improve access to a resource are not deductible (US v. Regan)
· Inventory Costs (§ 263A)

· Must be capitalized
· Includes all direct and indirect costs

· Applies to real or tangible personal property produced by the taxpayer (§263A(b))

· Does not apply to property not for a trade or business or for profit (§263A(c))
· Substantial improvements (§1.263(a)-1)
· Must be capitalized 
· Costs of acquisition (§ 1.263(a)-2)
· Must be capitalized

· Includes the cost of defending or perfecting title (§1.263(a)-2(c))
· Includes fees for lawsuits deriving from acquisitions (Woodward v. Commissioner)
· In-house Costs
· Must be split according based on the amount of work done for acquiring etc the tangible asset (§ 1.263A-1(e)(3))
· Demolition
· Must be capitalized into the cost of the land (§ 280B)
· Intangible Assets

· Includes stock, financial instruments, leases, computer software (§1.263(a)-4(c)(iv)), IP rights
· Creation, Transaction and Acquisition Costs (§1.263(a)-4(b)(1))
· Must be capitalized 

· Transaction costs in more detail (§ 1.263(a)-4(e))

· Reputation and goodwill (Welch v. Helvering)
· Must be capitalized 

· Brokers fees for securities (§1.263(a)-2(e))

· Must be capitalized

· Changing Corporate Structure
· Some say it must be capitalized (INDOPCO v. Commissioner)
· But § 263 provides deductions for expenses that provide future benefit
· Law unclear

· Creation or Enhancement of a Separate and Distinct Asset (§1.263(a)-4(b)(iii), Commissioner v. Lincoln Savings)
· Must be capitalized

· Development of computer programs is not the creation of a separate and distinct asset
· Defined as (§1.263(a)-4(b)(3))
· A property interest of ascertainable and measurable value in money’s worth that is subject to protection under applicable State, Federal, or ferign law and the possession and control of which is intrinsically capable of being sold, transferred or pledged … separate and apart from a trade or business.
· One-year guidepost (§1.263(a)-4(f))
· Advertising
· Generally deductible (§1.162-1(a))
· Even though it might be good for several years (§ 1.162-20)

· If directed towards obtaining future benefits significantly beyond those traditionally associated with ordinary advertising, it must be capitalized (Rev. Rul. 92-80, 1992-2)
· Can include reorganization of sales force and contracts if related to an advertising and promotional campaign (Briarcliff Candy)

· In-house costs
· All normal and routine employee compensation for intangibles is deductible (PNC Bancorp v. Commissioner)

· Repairs
Incidental Repairs / Maintenance (§ 1.162-1(a), §1.263(a)-1(b))
· Deductible if they neither: (§ 1.162-4)

· materially add to the value of the property; nor 
· appreciably prolong its life
· Must just keep it in an ordinary efficient operating condition (§ 1.162-4)
· Keeping something in its ordinary working condition over its probable life is a repair (Illinois Merchants Trust v. Commissioner)
· Returning land to its non-hazardous state is deductible (Rev. Rul. 94-38)
· If the clean-up is because of waste attributable to the owners own actions

· NOT if the land was knowingly bought contaminated (United Dairy Farmers)
Rehabilitation / Improvement
· Not deductible if it either: (§1.162-4)
· Arrests deterioration or 

· Appreciably prolongs the life 

· Not deductible for

· Permanent improvements or betterments (§1.263(a)-1(a)(1))
· Restoring property if there has been depreciation (§1.263(a)-1(a)(2))
· Adapting property to a different use (§1.263(a)-1(b))
· Environmental cleanup is an improvement if the owner bought the land contaminated and then improved it (United Dairy Farmers)
Distinguishing
· Look at the overall thrust of the repair (Rev. Rul. 2001-4)

· If only upgrades are made incidentally, it will be considered maintenance

· If a major piece is replaced so the asset increases life expectancy, it must be capitalized

· If incidental repairs are just a part of an overall plan of upgrade, it must be capitalized
· If it is a mix of repairs ad upgrade, then allocate the costs accordingly

Depreciation

Application of Depreciation
1) Does the asset qualify for depreciation?
a. Must be either (§ 167(a))
i. Used in a trade or business
ii. For the production of income
b. Land is not depreciable (§ 1.167(a)-2)
c. Antiques
i. When not put into depreciating service, not depreciable (Rev. Rul. 68-232, 1968-1)

1. Antique violin not depreciable

ii. When put into depreciable service they become deductible (Simon v. Commissioner)

1. Antique bows suffer wear and tear and thus become unplayable

d. Conversion for personal use (§1.167(g)-1)

i. The basis is the lesser of the fmv and the adjusted basis at the date of the conversion

e. Luxury Automobiles (§ 280F)
i. Some strict limitations.
2) Does the taxpayer elect for the one-time expense? (§179)
a. Applies only to tangible business property
b. With a total investment of less than $400,000

i. Phased out dollar-for-dollar after that

c. If so, can deduct up to $100,000 of the cost immediately
i. Irrevocable
d. Essentially a subsidy for small business
3) Choose the proper depreciation method (§168)
a. Salvage value is always 0 (§168(b)(4))

b. Intangibles are generally 15-year straight-line (§197)
i. Includes goodwill etc

c. Computer Software uses 3-year straight line (§167(f))
d. Use the half-year convention (§168(d)) 

e. Unless otherwise provided, depreciation uses the 200 percent method (§168(b))
i. Find the classification
1. See §168(e)(3)
ii. Use the 150 percent method for
1. 15- or 20-year property (§168(b)(2))
iii. Switch to straight line first  year it is better (§168(b))
iv. Use straightline for (§168(b)(3))
1. Nonresidential real property

2. Residential rental property

3. 10-year property
f. MACRS

i. A constant percentage is used
ii. Applied each year to the amount remaining after the depreciation of perivous years has been charged off

4) Basis is defined by § 1011
a. Modified by §1016 
Interest

· Business Interest
· Interest on debt used to operate a trade or business is a cost of doing business is deductible (§ 163)

· Deductible without limit (§ 163(a))

· Construction
· When interest is allocable to an asset the taxpayer is constructing, it must be capitalized (§ 263A)
· Portfolio management  is generally not a business (Estate of Yaeger)
· Court will look at the length of the holding periods and the source of the profits
· It will look at whether you are a trader or long-term investor
· Nonrecourse Debt (§1.163-1(b))
· Interest on a mortgage secured by real estate paid by the owner of the property is deductible even if there is no personal liability (ie even if he is not directly liable on the bond – still subject to § 465 At Risk limitation from Losses section)
· Tracing Interest (§1.163-8T)

· Trace the purpose of a loan to its first use

· Accounts with commingled funds are deemed to have been made first from borrowed funds and then from unborrowed funds.
· Taxpayer can choose from purchases made on the same day
· Personal Interest

· Generally not deductible (§163(h))

· Home Mortgages (§ 163(h)(3))
· The acquisition or substantial improvement of a home is deductible on debt up to $1M. 
· The equity on a loan secured by a home shall be limited up to $100,000

· The purpose of this loan doesn’t matter
· Not subject to § 67
· Rent (§ 262(a))
· No deduction allowed for rent

· Education
· See Personal Deductions below
· Investment Interest
· Interest deductible for investment activity is limited to income minus investment expenses (§163(d))
· You can carryforward disallowed interest

· Limits deductibility of interest paid for growth stocks with little to no investment income

· Investment income does not include net capital gains or dividends unless the taxpayer forgoes the preferable rate (§1(h)(1))
· Portfolio management  is generally not a business (Estate of Yaeger)
· Court will look at the length of the holding periods and the source of the profits
· It will look at whether you are a trader or long-term investor
· Tax-Free Payouts
· Life Insurance (§ 264)
· No deductions of interest are allowed on borrowing with respect to certain life insurance or annuity contracts

· Bonds etc (§ 265(a)(2))

· Not deduction of interest on indebtedness to purchase or hold bonds that yield tax-exempt income.
· See also §§ 1277 and 1282

· Combats tax arbitrage

· Sham Transactions

· Transactions that have no economic substance are shams and should be disallowed because there is no real indebtedness (Knetsch)
· Transactions that are not shams, but have no purpose reason other than securing a deduction are disallowed in order to avoid encourage transactions that have no economic utility and that would not be engaged in but for the system of taxes imposed by Congress. (Goldstein)
· Distinguishing Interest from Other Payments
· If there are no tax consequences in terms of the amount of revenue the government sees, look to the intent of the lender and lendee
· Where stock payments look like interest payments, the fact that they are still stock controls (Mississippi Chemical)
· Look at the nature of the payments (Halle v. Commissioner)
· Equity kicker loans

· Courts generally look at the intent of the parties in entering into the creditor/debtor relationship
Losses
Generally only on realization events
· Personal Losses
· Generally not deductible unless
· Entered into for profit (§165(c)(2))
· Casualty etc. losses (§165(c)(3); 165(h))

· Principal Residence
· No loss allowed
· No gain recognized (§121)
· Up to $250,000 for individuals

· $500,000 for joint returns
· Hobby Loss
· Deductible up to gains (§ 183)

· Presumption of being for-profit if profitable 3 of the last 5 years
· Consider a bunch of factors when determining whether hobby loss or for-profit (§ 1.183-2(b))
· Did the individual engage in the activity with the actual and honest objective of making a profit (Plunkett)

· The reasonableness of that objective doesn’t matter

· Sometimes used to combat tax shelters

· Non-trade, for-profit losses
· Deductible (§165(c)(2))
· Must be itemized (§§ 62(a)(3), (4))
· See Hobby Loss section above
· Gambling
· Limited to gains (§165(d))

· Must be losses in the same year (§1.165-10)

· Professional gamblers get § 172 carryover despite §165(d). (Groetzinger)
· Trade Losses
· Deductible (§165(a))
· Above the line (§62(a)(3))
· Favorable carryforward and carryback (§172)
· Must be sustained in the trade or business (Reese v. Commissioner)

· Personal and Trade Losses

· Use the primary motive for the cause of the loss (Austin v. Commissioner)
· Property converted from personal use (§1.165-9(b))
· Deduction allowed

· To the lesser, at the time of conversion, of:

· FMV

· Adjusted basis

· For mixed use, see the below example
· X cost $54,000. Used 25% for business.

· Depreciation of $13,000. Sale of $35,000.

· Ct. said ¾ of cost (40,500) was personal, and 13,500 was business. 

· Depreciation applies only to business – so adjusted basis is 40,500 personal, 500 business.

· Nondeductible loss of $14,250 on personal portion, taxable gain of $8,250 on business portion
· Casualty Losses
General
· Deductions are allowed for personal and business losses  (§165(c)(3))
Personal

· $100 deduction per item (§165(h)(1))

· Allowed only to the extent it exceeds 10% of the AGI (§165(h)(2))
· Use the lesser of FMV or adjusted basis (§1.165-7(b))
· Amount of loss must be reduced by insurance or any other recovery (§1.165-1(d)(2))

· Negligence has no bearing on whether a casualty has occurred (Kielts)
· No deductions for intentional casualties (Blackman) 
Business

· All losses allowed that aren’t compensated by insurance (§165(a))
· Use the FMV (§1.165-7(b))

· Limitations against Abuses
Bona Fide Loss
· Losses must be bona fide to be allowable. (§1.165-1(b))
· Substance and not mere form shall govern in determining a deductible loss
Related Taxpayers

· No losses are allowed between related taxpayers (§267(a))
· List of who is related (§ 267(c)(4))

· If the buyer is controlled or owned with sufficient dominion by the seller, the transaction could be invalidated for the loss (Fender)
· Sellers do not recognize loss (§267(d))
· Buyer can disregard gain up to the seller’s original basis

· Buyer loses the loss

Wash Sales
· No losses are allowed on a sale followed by a repurchase within 30 days (§ 1091)
· The basis is that of what was sold, plus any additional amount paid on repurchase

· Losses are deferred, not lost

Capital Gains

· See Capital Gains section below
· Basketed

Tax Shelters
· Multi-party deals with economic substance, which are compelled by business or regulatory realities, that also have tax independent considerations are OK with the courts (Frank Lyon)
At Risk Limitation
· Deductions are limited to the amount at risk (§ 465)

· Taxpayers can deduct losses on an investment only in the amount at risk with respect to that investment
Passive Loss Limitations
· Aggregate deductions from passive activities may be used only to offset aggregate income from these activities (§ 469)
· See other outline for more details
Personal Deductions & Credits and Taxation of the Family

· Personal Deductions
Standard Deduction
· Every taxpayer can choose to deduct up to certain amount (§ 63(c))
Personal Exemptions
· Every taxpayer is allowed a $2,000 personal exemption (§ 151)
· Additional Exemptions for dependents (§ 152)

· Child tax credit (§ 24)

Earned Income Tax Credit (§ 32)

· For low income earning individuals
· Results in a credit that can be filed for a cash payment

· 3 stages:

· Lowest stage
· Taxpayer obtains a credit of a certain percent of their total income
· Medium stage

· Taxpayer gets the same credit throughout
· Phase-out stage

· Credit is reduced by a percentage of earned income until there is no credit
Elderly and Disabled Credit
· Credit for qualifying individuals (§ 22(a))
Education Credits
· Hope and Lifetime Learning credits (§ 25A)
· Tuition Savings Plan (§ 529)

· Education Savings Account (§ 530)
· Itemized Deductions

Reductions
· 2-percent Floor on miscellaneous itemized deductions (§ 67)
· Deductions for high income people are reduced by 3% of the excess AGI over the threshold amount up to 80% of the deductions.
Taxes
· Some taxes may be credits or deductions (§ 164)
· Not subject to the 2% floor (§ 67(b)(2))

· Some taxes can’t be deducted (§ 275)

· Including
· Income tax

· SS tax

· Estate, inheritance and gift taxes imposed on the fed, state or local levels
Education
· Above the line for deductions up to $2,500 of interest paid on education loans for college (§ 221)

Medical Expenses (§ 213)
· Deductible only to the extent that it exceeds 7.5% of AGI

· Not subject to §§ 67 or 68

Charitable Contributions (§ 170)

· Not subject to the 2% floor (§ 67(b)(4)), but are subject to § 68
· Deduction generally for FMV of property transferred (§ 170)
· Limitation of 50% of AGI for deductions (§ 170(b))

· No deduction for services
· For bargain sales to charities
· Basis for realization is [realization basis] / [basis] = [bargain price] / [fmv] (§ 1011(b)) 
· Taxation of the Family
Marriage 
· Marriage penalty is constitutional (Druker)
· Edwin Cohen Mathematical Example



Case 1: single person earns 20K



Case 2: two single people each earn 10K



Case 3: a husband earns 20K and the wife earns 0



Case 4: a husband and wife each earn 10K



For no penalty on staying single, Case 1 = Case 3



For no penalty on marrying, Case 2 = Case 4

For husband and wife to pay same tax regardless of contribution to family income, 3 = 4

So 1 = 2 = 3 = 4

· Justifications for marriage tax discrepancy
· Income Pooling

· Costs of children

· Imputed income

· Costs of working

· Defined

· It the state considers you married, you are married (McCarty)

· If the state does not consider you married, you are not married (Mueller)

· Innocent spouses

· Relief from joint and several liability on joint return if they can show they didn’t benefit from the omitted items (§ 6015) 

Children
· Kiddie tax (§ 1(g))
· Pretty complicated

· Children are considered separate taxpayers and the child’s earned income is not aggregated with the rest of the family even if it is pooled to pay household expenses (§ 73)
· If the parents are entitled to claim the exemption, even if the do not actually do so – the dependent child may not (§ 151(d)(2))
Capital Gains, Capital Assets and Nonrecognition
· Capital Assets
Inclusions
· Any property, whether or not used in a trade or business (§ 1221(a))
· EXCEPT

· Stock that would be included in inventory primarily for sale to customers during the ordinary course of business (§ 1221(a)(1))

· Property used in trade or business of a character which is subject to depreciation or real property used in the trade or business (§ 1221(a)(2))
· Primarily for sale means of first importance or principally (Malat)
· See Bramblett for a list of factors to consider whether sales of land are capital or principally for sale to customers

Exclusions

· No losses on personal property
· Capital Gains

Mechanics
· General
· Dividends taxed at capital rate (§ 1(h))
· Short term v. Long Term (§ 1222)
· Short term < 1 year

· Long term > 1 year
· Corporations
· Not rate difference between ordinary income and capital income

· Losses limited to gains (§1211(a))
· Carryback of 3 years (§ 1212(a))
· Carryforward of 5 year (§1212(a))

· Property used in trade or business (§1231)
· If it’s under the § 1221(a)(2) category, you get the best of both worlds – capital gains and ordinary losses
· Personal
· Limited to gains plus the lower of $3,000 or the excess of losses over gains (§ 1211(b))
· Unlimited carryforward (§ 1212(b))
Policy 

· Favoring Special Treatment

1) Not income

a. Not recurring

b. Asset value changes due to interest rate fluctuations are not income

2) Bunching

3) Inflation not accounted

4) Double taxation of capital gains

5) Disincentives risk taking

6) Disincentive to savings

7) Lock-in
· Opposing Special Treatment

1) Dollar of cap gain is the same as any other economic gain

2) Increases complexity

3) Creates inequity and too little bang for the buck

· Nonrecognition
Application
· Applies to: (§ 1031)

· Property for trade or business or for investment

· Does not apply to

· Stocks primarily for sale, bonds, notes, securities etc.

· 3-party exchanges

· 3-party exchanges of real property qualify for § 1031 treatment (Rev Rul 77-297) 

Delayed Exchange

· Transfer must happen (§ 1031(b))
· Within 180 days of receipt of property

· Property must be identified within 45 days
Income
· Basis (§ 1031(d))
· The same as the money exchanged, but increased by any boot you gave
· Losses (§1031(c))
· No losses are recognized
· Example

· A transfers property with a basis of $150 and a fmv of $200 

· for 

· $20 cash, B’s property with basis of $120 and fmv of 180

· A realizes gain of $50 ($180 fmv of B’s property + $20 – basis of A’s old build ($150))

· A recognizes gain of $20 ($20 cash)

· A’s basis is decreased by $20 cash received and increased by $20 gain recognized ($150)

· B realizes gain of $60 ($200 fmv of A’s property - $20 cash – basis of B’s old building ($120)) 

· B recognizes no gain (no boot)

· New basis is $140 (old basis + cash)
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