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INCOME TAX

Spring 2004, Prof. Cunningham

A. INTRODUCTION

1. Characteristics of well-designed tax system

a. Fairness (equity):

1) Horizontal equity: people similarly situated (e.g., same income) should pay the same taxes

2) Vertical equity: people with more income should pay more taxes (take into account differences) 

b. Efficiency – want tax to impose the least behavioral changes possible

c. Administrable – taxpayers need to be able to understand, compute and pay; government needs to be able to police system

2. Types of Taxes

a. Head tax: everyone pays the same tax (no way around, no behavior distortion, no welfare loss); economists favor

b. Consumption tax: based upon the amount you consume (sales tax)

c. Property / wealth tax: based upon accumulated wealth

d. Income tax
3. The Income Tax

a. People earn Wages – they can Consume (consumption) or Save (wealth creation) [W = C + S]

1) Difference b/w consumption and income tax is that in consumption tax you don’t tax savings

b. Choose a base (wealth, consumption, or income): we choose income

c. We have a progressive structure in place; §1(a) XE "Code Sections:§1"  in the code lists rates for married couples

1) Lowest bracket = 0 %

2) Tax rates have been as high as 91%; in 1980, was 70%, and Reagan lowered to 50%

3) In 1986, revision of IR Code, rates lowered to 28%, then slowly back up to 39.6% before recent tax cut

d. Taxable Unit: generally, internal revenue code taxes individuals; however, married people can file joint return

e. Tax Period: we choose calendar year as a default; exceptions:

1) Retailers often use a fiscal year that is not a calendar year (often a year ending 1/31) 

2) Ski resorts – if a seasonal business, you want your year to end at the end of a season

3) Schools – academic year

f. Accounting method under GAAP

1) Most businesses use accrual method; individuals use default of cash method – income/deductions recorded when they occur

B. WHAT IS INCOME: AN INTRODUCTION TO THE TAXATION OF COMPENSATION

1. Taxable Income [§63 XE "Code Sections:§63" ]

a. Taxable Income = gross income (§61 XE "Code Sections:§61" ) – permitted deductions 

b. Individuals have two groups of deductions:

1) §62 XE "Code Sections:§62" : above the line (related to earnings)

2) Below the line (e.g., mortgage interest, charity, property taxes)

c. After deductions, arrive at Adjusted Gross Income

d. After AGI, include below the line deductions or standard deduction / personal deduction, arrive at taxable income

e. Then, tax credits (e.g., withholding) applied to offset tax liability dollar for dollar

2. Gross Income [§61 XE "Code Sections:§61" ]

a. All income from whatever source derived, including but not limited to 15 items

b. Most popular definition is Haig-Simons XE "Haig-Simons" : everything that an individual consumes + any change in wealth [H-S = C + (W]

1) Sup.Ct. definition in Glenshaw Glass: income: accession in wealth, clearly realized, where taxpayer has “complete dominion”

a. Issue: treble damages; Court said not ‘earned’, but increased wealth, so taxes required 

c. Old Colony Trust Co. v. Commissioner TA \l "Old Colony Trust Co. v. Commissioner" \s "Old Colony Trust Co. v. Commissioner" \c 1 ; U.S. 1929; payment of tax by employer is taxable income

1) If employer pays employee’s personal expense, that’s income (including rent, groceries)

2) Not included if business purpose: have to look to see if it’s incident to employment

d. Arthur Benaglia TA \l "Arthur Benaglia" \s "Arthur Benaglia" \c 1 ; B.T.A. 1937; no inclusion results from suite of rooms and food from the hotel that he worked for

1) Why?  “For the convenience of the employer”

2) Cases have gone both ways: one distressing case was where workers in mental institution were required to live there (Derand)

e. Reginald Turner TA \l "Reginald Turner" \s "Reginald Turner" \c 1 ; T.C. 1954; tax on winning steamship pass to Buenos Aires (later exchanged for 4 tickets to Rio for his family)

1) Notion is that you have a lot more wealth than you did before, and your ability to pay went up – we don’t care about the source

2) How to value if included?

a. Retail/FMV: Tax service takes this view – difficult and rather harsh in many cases

b. Subjective: here, Court went with $1,400 (about 2/3)

c. Cost: generally much less than retail price

3. Meals And Lodging For The Convenience Of The Employer [§119 XE "Code Sections:§119" ]

a. §61 XE "Code Sections:§61"  (broadly defined) vs. §119 XE "Code Sections:§119"  (narrowly construed: meals and lodging not included in certain conditions) 

1) §119(a): excluded if for convenience of employer

a. (1) Meals – have to be furnished on business premises

b. (2) Lodging – has to be condition of employment

2) Regulation 1.119(a)(2) XE "Regulations:1.119(a)(2)" : see if there’s a business reason for the employer to furnish the meals

a. Business premises: 

b. Condition of employment: more generous – could employee properly perform duties if living somewhere else?  Deference to judgment of employer, but focus on employee

b. Commissioner v. Kowalski TA \l "Commissioner v. Kowalski" \s "Commissioner v. Kowalski" \c 1 ; U.S. 1977; meals can be excluded from income if “furnished for the convenience of the employer, but only if… the meals are furnished on the business premises of the employer….”

1) NJ State Trooper cannot exclude meal payments for meals while on duty

4. Fringe Benefits [§132 XE "Code Sections:§132" ]

a. E.g., little benefits at law firm (copies, letter typing), airline/travel benefits, retailer discounts to employees (also deals w/meals); 4 things to look at:

1) §132(b) XE "Code Sections:§132"  – no additional cost service; e.g., flying standby; 2 conditions

a. Ordinary course of business for the company (e.g., airline provides flights normally)

b. No substantial additional cost

2) §132(c) XE "Code Sections:§132"  – Qualified employee discount; anything up to profit can be deducted w/o tax consequences (can sell at cost)

3) §132(d)  XE "Code Sections:§132" – Working condition fringe; if amount would otherwise be deductible (under §162 XE "Code Sections:§162" /167 XE "Code Sections:§167" ), then it’s okay

4) §132(e)  XE "Code Sections:§132" – De minimis fringe; so small that it wouldn’t make sense to record, e.g., copies; excludable if 3 conditions met:

a. Occasional

b. Overtime (only if working overtime)

c. Meal money (actually consumed during that time period)

5) §132(j)(1): no additional-cost service and qualified employee discount have to apply to all; working condition fringe and de minimis fringe need not

b. Expenses to 3rd parties

1) Background: expenses incurred to acquire a position are not deductible

2) United States v. Gotcher TA \l "United States v. Gotcher" \s "United States v. Gotcher" \c 1 ; 5th Cir. 1968; expenses are not taxable if there is a business purpose, regardless of who pays

a. Court: ‘convenience of the payer’ doctrine; benefits to Gotcher were purely incidental (sounds like Benaglia TA \s "Arthur Benaglia" )

b. By contrast, person looking for a job on their own cannot exclude

5. Property Transferred In Connection With Performance Of Services [§83 XE "Code Sections:§83" ]

a. Background: capital gains; why do we wait until the sale to tax? 

1) Administrative hassle – difficult to “mark to market” each year

2) Liquidity – what if you don’t have the $ in the interim? 

3) Definitiveness – not sure of an amount in the interim

4) Stability – what if it goes down? 

b. Rule: if you receive unrestricted property of any sort you’ll be taxed on the difference between the FMV of that property and what you paid for the property [§83]

1) §83(a): excess value of property (above what employee pays) is treated as compensation

2) What if there’s a vesting period?

a. §83(a)(1): FMV “at the first time the rights of the person having the beneficial interest in such property are transferable or are not subject to a substantial risk of forfeiture”

i. §83(c)(1): substantial risk of forfeiture = such person's rights to full enjoyment of such property are conditioned upon the future performance of substantial services by any individual

ii. §83(c)(2): Transferability of property = rights of a person in property are transferable only if the rights in such property of any transferee are not subject to a substantial risk of forfeiture

iii. Taxation as ordinary income and any future gains or losses are capital gains/losses

3) §83(b): election that allows E to elect to take it as income when received, forcing E to pay taxes then (not later) – even though no real accession to wealth yet! 

a. Election triggers immediate taxation of difference between value and paid but then E considered owner even though substantial risk of forfeiture continues

b. Election has to be made when property is received – you can’t wait to see how it does

C. IMPUTED INCOME

1. Background

a. Not taxed; two types:

1) Owned asset used for personal use – no tax on income from asset

2) Services performed on behalf of self or family – no tax on service

b. What is the policy behind this?

1) Y = C + (W  (income = consumption + change in wealth)

2) Housing is one of largest areas of consumption; want to tax similarly situated people the same

c. By treating people differently, there are 2 effects: 

1) Not treating people fairly – not identifying appropriate base

2) Violates horizontal (same status) and vertical (homeowners usually more wealthy) equity

2. Gifts [§102 XE "Code Sections:§102" ]

a. Definition of gift: exchange for something less than the full amount of consideration 

b. §102: gross income does not include gifts; 3 ways it might be treated:

1) Tax donor [the way the law is]: higher revenues – donors (parents) usually in higher tax bracket than donees (kids)

2) Tax donee: donor chose to donate, so should get deduction

3) Tax both: accession to wealth for both; but, most gifts are within a family, so we don’t want to tax both times

c. §102(c) XE "Code Sections:§102" : employer payments to employee are compensation

d. 1954: §102 XE "Code Sections:§102"  relieved of some ambiguity with the addition of §74 XE "Code Sections:§74"  (prizes) and §117 XE "Code Sections:§117"  (scholarships)

1) §74: Nobel prizes not taxed only if the money or property is donated to a charity 

2) §117 XE "Code Sections:§117" : no tax on ‘qualified scholarships’

a. There’s a proposal to repeal §117 on the basis of equity, but that isn’t necessarily fair

3) §74 XE "Code Sections:§74"  and §117 XE "Code Sections:§117"  cover 2 types of common-law gifts that are not taxed; §102 XE "Code Sections:§102"  gets the balance

e. Commissioner v. Duberstein TA \l "Commissioner v. Duberstein" \s "Commissioner v. Duberstein" \c 1 ; U.S. 1960; ‘gift’ of Cadillac counts in income

1) Gift: “detached and disinterested generosity” out of affection, respect, or like impulses

2) Intent of donor: probably given as payment for past or future services, so Tax Court found to not be a gift

f. How a tax case goes:

1) Tax Court [95% of cases start here]: if you do not pay tax, then TC has exclusive jurisdiction

a. Can be appealed to Circuit Court – Circuit Courts don’t always agree

2) District Court or US Claims Court: if you pay tax and seek refund, you can go here

a. If you go to District Court, you can have your case heard by a judge or a jury

b. District Court options also appealable to Circuit Court

c. US Claims Courts appealable to DC Circuit

3) When there’s a disagreement among circuits, there’s an opportunity for forum shopping

4) If you have good technical arguments, try Tax Court; if you have a sympathetic case, District Court

D. INTRODUCTION TO REALIZATION AND COST RECOVERY 

1. The Realization Requirement

a. Realization requirement – known as Achilles heal of income tax; must have a realized gain to tax

1) Why require realization?

a. Administratively difficult

b. Liquidity – may not have the $ to pay annually

2) Death tax: only affects <1% of estates

a. The current regime gives you a tremendous incentive to defer: if you defer for your entire lifetime, the gain at the time of death disappears – the basis jumps up

3) What if partial realization (sale of a part of a property)?

a. If fungible, can apportion a % of basis and realize gain at that time

b. If not fungible, and amount received is less than amount paid, subtract from basis and put off gain until property sold

c. If not fungible, and amount received is more than amount paid, realization of excess and basis remains the same

b. Eisner v. Macomber TA \l "Eisner v. Macomber" \s "Eisner v. Macomber" \c 1 ; U.S. 1920; stock dividend not taxable since no richer than before

1) Congress clearly meant to tax, but Court decides that there’s no gain so no income

2) This is the only case where Court has struck down a tax statute for being unconstitutional and no one believes it’s good constitutional law (though still good tax law)

3) If it was a cash dividend, still have same relative ownership but extra money, so that’s taxable

c. Hort v. Commissioner TA \l "Hort v. Commissioner" \s "Hort v. Commissioner" \c 1 ; U.S. 1941; one-time reduced payment in lieu of lease payments is taxable as ordinary income (not loss compared to what sum of lease payments would have been)

1) Could argue that there should be some sort of basis in the lease and that the reduction in property value led to reduction in lease value [Court said no]

2. Bargain Purchases

a. Found treasure: taxed – any accession to wealth that you have complete dominion over is taxable (Reg. 1.61-14 XE "Regulations:1.61-14" )

1) In the case of non-cash (e.g., gold nuggets), taxed when sold w/basis of FMV when found

b. If a market transaction and a good deal (e.g., antique bought in ME for less than value), then bargain purchase; if related parties, then a gift and §83 XE "Code Sections:§83"  says the value difference is taxable

1) Turns on the relationship b/w the buyer and the seller

2) Also, if you find cash inside the antique, that’s taxable (not a bargain purchase) 

c. Finding something that you didn’t bargain for (taxable) is different from buying something with a different value than what you thought (not taxable – bargain purchase) 

d. Cesarini v. United States TA \l "Cesarini v. United States" \s "Cesarini v. United States" \c 1 ; N.D.Ohio 1996 (aff’d 6th Cir. 1970); cash found in piano taxable

3. Charitable donations [§170 XE "Code Sections:§170" ]

a. General rule – deduction for FMV contributed to charitable organization

b. Haverly v. United States TA \l "Haverly v. United States" \s "Haverly v. United States" \c 1 ; 7th Cir. 1975; no deduction allowed for books received free

1) Court here says that he’s double-dipping – taking the deduction twice (deductible as business expense so no income and then when donated) – and getting around the administrative rules

c. Cottage Savings v. Commissioner TA \l "Cottage Savings v. Commissioner" \s "Cottage Savings v. Commissioner" \c 1 ; U.S. 1991; exchange of a set of residential loans that had declined in value for another is realization (taxable as loss) since “materially different”

1) Sup Ct differentiated b/w economic and tax events – this allowed ( to take loss from IRS but not difference in their book value

2) ‘Materially different’ b/c different obligors & securities; doesn’t take much to realize gain/loss

4. Annuities [§72 XE "Code Sections:§72" ]

a. How to report the gain of return over amount paid (e.g., $7k paid for $1k/Y for 10Y)?

1) Recover basis first (then tax)

2) Income first (then basis)

3) Proportioned - $300/Y (income) + $700/Y (basis)

4) Economic - $490/Y1 (7% * $7,000)

a. This is the most accurate way, but Internal Revenue Code uses all 4

b. §72(a): gross income includes anything received from annuity

c. §72(b): GI does not include part received in ratio to amount of K

1) Return * (Inv. ()/(Total Expected Return) = Excluded; Return – Excluded = Reported

2) Lifetime (’s:

a. §72(b)(2): everything beyond expected ‘lifetime’ is taxed (you outlive)

b. §72(b)(3)(A): whatever remaining investment is (basis), you get to deduct when you die

5. Compensation for Injuries or Sickness [§104 XE "Code Sections:§104" ]

a. §104(a): excludable if medical expenses

1) Lost wages (or back pay) = income ( includable

2) §104(a)(2): damages on personal physical injuries/sickness – emotional distress not included

a. Leg history says that as long as it’s not just emotional distress (that there were physical injuries), you can deduct

E. INTRODUCTION TO BORROWING TRANSACTIONS

1. Income From Discharge Of Indebtedness [§108 XE "Code Sections:§108" ]

a. General: money received when borrowing is not income; money paid back not deductible

b. §108 XE "Code Sections:§108" : reduction of indebtedness (principal owed) is not income if Chap 11 or insolvency (o/w, yes)

c. Zarin v. Commissioner of Internal Revenue TA \l "Zarin v. Commissioner of Internal Revenue" \s "Zarin v. Commissioner of Internal Revenue" \c 1 ; T.C., 1989; settlement of $3.5M gambling debt for $0.5M as income from discharge of indebtedness, but disputed – options:

1) §61(a)(12) XE "Code Sections:§61" : income from discharge of indebtedness (taxable)

2) §165(d) XE "Code Sections:§165" : deductible wagering losses (deductible to extent of gains)

3) §108(e)(5) XE "Code Sections:§108" : purchase price adjustment (reduction in amount committed for PMM not income)

2. Illegal Income

a. General: if there’s consensual recognition that funds will be repaid, that’s a loan (no income); o/w, taxable income

b. Collins v. Commissioner TA \l "Collins v. Commissioner" \s "Collins v. Commissioner" \c 1 ; 2d Cir. 1993; embezzled money lost gambling @ OTB is taxable income

F. TAX EXPENDITURES – SECTION 103(A)

1. Background

a. Tax expenditure XE "Tax expenditure" : anything reduction from the ‘norm’ of what would be collected in taxes [39]

1) E.g., scholarships, mortgage interest (~$100B) [41], dividends (reduced rate) (>$57B) [52], discharge of debt for insolvency, charitable contributions

2) Congress reports on expenditures, but need a ‘norm’ before you can decide if an expenditure

b. Compare expenditures vs. direct outlays – not clear that one is better, but there are differences

1) Check is easier to see; tax is more subtle and expenditures don’t get scrutinized

2) Deductions are worth more to people in higher tax brackets; credits help everyone

c. Questions on expenditures:

1) What is the base?

2) Is there a policy argument?

3) Does it make sense as a spending program?

2. Interest on State and local bonds [§103 XE "Code Sections:§103" ]

a. General: interest paid on state and local bonds exempted from tax (expenditure)

1) Policy: subsidizing state and local borrowing (they have to pay less than someone else would)

2) Inefficient: need to pay more than o/w would to attract higher-bracket people

3) Inequitable: higher-bracket people get more of an advantage

b. Expenses and interest relating to tax-exempt income [§265 XE "Code Sections:§265" ]: if you borrow to invest in §103 bonds, there's no interest deduction

G. BUSINESS EXPENSES

1. Trade or business expenses [§162 XE "Code Sections:§162" ]

a. §162 XE "Code Sections:§162" : can reduce Gross Income by ‘ordinary and necessary business expenses’

1) Necessary: is the expense “appropriate and helpful”

2) Ordinary: “normal, usual, or customary”

3) §162(c): expenditures not allowed as deductions even if ordinary & necessary, e.g., bribes

4) §162(f): no deduction for fine or similar penalty paid to government for violation of any law

5) §280E XE "Code Sections:§280E" : no deduction or credit for payments in sale of drugs

b. §212 XE "Code Sections:§212" : deduction for ‘ordinary and necessary investment expenses’

c. Welch v. Helvering TA \l "Welch v. Helvering" \s "Welch v. Helvering" \c 1 ; U.S. 1933; old debts paid by new business necessary but not ordinary (taxable)

1) §263 XE "Code Sections:§263" : capital expenditure is not an ordinary and necessary business deduction

2) Here, ordinary means ‘current’ as opposed to ‘capital’

d. Exacto Spring Corporation v. Commissioner TA \l "Exacto Spring Corporation v. Commissioner" \s "Exacto Spring Corporation v. Commissioner" \c 1 ; 7th Cir. 1999; executive’s compensation not unreasonable (even though high) since approved by board and good return for investors

1) Independent investor perspective: Posner changes the focus from how much is paid to the person to how much the investor receives

e. 2 interesting cases decided by Supreme Court on the same day (inconsistent?):

1) Tank Truck Rental TA \l "Tank Truck Rental" \s "Tank Truck Rental" \c 1 : PA law created fine for overweight trucks; trucks paid fine b/c it was still cost-effective

2) Sullivan TA \l "Sullivan" \s "Sullivan" \c 1 : can deduct rent and salary if otherwise deductible even if engaged in illegal business

f. Commissioner v. Tellier TA \l "Commissioner v. Tellier" \s "Commissioner v. Tellier" \c 1 ; U.S. 1966; legal expenses that occur from business activity are deductible

g. Gilliam v. Commissioner TA \l "Gilliam v. Commissioner" \s "Gilliam v. Commissioner" \c 1 ; T.C., 1986; legal fees not related to the business not deductible

H. EMPLOYEE BUSINESS EXPENSES

1. Employee Expenses With Personal And Business Component [§21 XE "Code Sections:§21"  / §129 XE "Code Sections:§129" ]

a. What if something is a little of each (e.g., child care)?  Options:

1) Personal (no deduction): there’s a choice involved

2) Primary: base it on whether the primary purpose is business or personal

3) Allocate: maybe you can allocate some as business and some as personal

4) Business (deduction): but for the child care, at least one of the parents couldn’t work

b. Henry C. Smith v. Commissioner TA \l "Henry C. Smith v. Commissioner" \s "Henry C. Smith v. Commissioner" \c 1 ; B.T.A. 1939; child care is inherently personal so no deduction

c. §21 XE "Code Sections:§21" : credit for HH/dependent care services up to a certain amount, scales down as income goes up

1) §21(b)(1) (qualifying individual): dependent of the taxpayer who is under the age of 13

a. If so, applicable %: 35% less 1% per $2k above $15k (min 20%)

2) §21(b)(2)(a) (employment-related expenses): expenses incurred to enable the taxpayer to be gainfully employed for any period for which there are 1 or more qualifying individuals with respect to the taxpayer: (i) expenses for household services, and (ii) expenses for the care of a qualifying individual

3) §21(d): (earned income limitation): child care deduction cannot exceed amount earned, w/1 exception: §(e)(2): if spouse is a student, then $250/500 per month max (if 1/>1 children)

4) §21(e)(1) (maintaining household): over half the cost of maintaining the household for such period is furnished by such individual

d. §129 XE "Code Sections:§129" : you do not have to include value of dependent care as income

1) §129(a): gross income does not include amounts paid for dependent care if pursuant to a subsection (d) program

2) §129(a)(2)(A): exclusion: max excludable is $5k/Y

2. Required Items

a. Pevsner v. Commissioner TA \l "Pevsner v. Commissioner" \s "Pevsner v. Commissioner" \c 1 ; 5th Cir. 1980; no deduction for clothing purchases at YSL by store mgr

1) Under §132 XE "Code Sections:§132" , deduction only allowed if:

a. Required of employment

b. Not adaptable to general usage as ordinary clothing

c. Is not worn as ordinary clothing

b. Union/ABA dues: deducible

1) Question under §162 XE "Code Sections:§162"  is not whether it’s required – required only makes it stronger

2) 1.162-6 XE "Regulations:1.162-6"  and –15(c)  XE "Regulations:1.162-15" : union dues deductible

c. Required medical tests: probably not deductible

1) Normal annual physical is inherently personal, so requiring it does not make it deductible

d. Commuting: not deductible (Reg. 1.162-2(e) XE "Regulations:1.162-2(e)" )

1) Truly a business element, but personal in that it’s a choice of how to get there

e. Flowers TA \l "Flowers" \s "Flowers" \c 1 ; no deduction for expenses while staying in hotel during the week

1) 2 possible definitions of “home”: where you live; principal place of business (IRS adopts this)

2) §162: need to be away from home [overnight] and because of business

a. If not overnight, just get travel expenses; meal only if with client (50% limitation)

b. If overnight, get travel and meals

3. Time Away From Home

a. 6- or 12-month assignment away from home is okay, but at some point (2Y?) she has to move

b. Hantzis v. Commissioner TA \l "Hantzis v. Commissioner" \s "Hantzis v. Commissioner" \c 1 ; 1st Cir. 1981; summer associate from Boston denied deduction for NY apt

1) Which of two residences will be your tax home?  Look at:

a. Which is more demanding job, where you spend more of your time

b. Where you make the most money

4. Educational Expenses

a. Deductible education expenses: those that maintain & improve skills, or meet express requirements of employer and are not necessary to meet the minimum education requirements of a profession, and do not qualify one for a new trade or business (Reg. 1.162-5 XE "Regulations:1.162-5" )

1) E.g., MBA counts (not necessary for new trade/business), but JD/MD doesn’t (necessary)

b. What are educational expenses?

1) Tuition (Reg. 1.162-5 XE "Regulations:1.162-5" )

2) Meals and lodging – less than a year away from home, ‘business’

a. Can use these deductions to offset income in both years of LLM, so 2 low-income years

5. Cases

a. Moss v. Commissioner TA \l "Moss v. Commissioner" \s "Moss v. Commissioner" \c 1 ; T.C. 1983; daily law partner lunch at expensive restaurant not deductible

1) After they lost, the Moss firm hired their favorite guy from Café Angelo to cook on-site; then excludable under §119 XE "Code Sections:§119"  – meals furnished on the business premises while engaged in business

b. Sanitary Farms Dairy, Inc. v. Commissioner TA \l "Sanitary Farms Dairy, Inc. v. Commissioner" \s "Sanitary Farms Dairy, Inc. v. Commissioner" \c 1 ; T.C. 1955; costs of African safari deducible as business expenses (advertising)

1) §274 XE "Code Sections:§274" : limitation on things that would o/w be deductible

a. §274(d) requires substantiation – receipts, topic of discussion

b. §274(n) only 50% of meal expense allowed as deduction for food or beverages

6. Ways To Pay Business Expenses

a. Employer pays: not income if o/w deductible; working condition fringe, so no inclusion in income and ( no deduction ( (
1) Employer can deduct, but will take the hit under §274(n) XE "Code Sections:§274" 
b. Reimbursed: gross income when payment received, then deduction

1) 2 types of deduction – those taken when arriving @ GI and those taken from GI to arrive @ taxable income 

2) §62 XE "Code Sections:§62"  [AGI]: more important parts are:

a. §62(a)(1) – Can deduct business expenses

b. §62(a)(2)(A) XE "Code Sections:§62"  – Can take deductions that are reimbursed by employer

3) Differences b/w above the line and below the line:

a. If you choose the standard deduction, no benefit from itemized deductions

b. Not treated well even though ‘business’ expenses; 2 hurdles (plus AMT):

i. Hurdle 1: §67 XE "Code Sections:§67" : only allowed if exceeds 2% of AGI 

ii. Hurdle 2: §68 XE "Code Sections:§68" : if AGI above a certain amount ($100k in 1991 $), reduction of itemized deductions by lesser of 3% or 80% of otherwise allowable

c. Meals and lodging deductible; no difference b/w reimbursement & employer paying (except timing)

I. INTRODUCTION TO CAPITALIZATION AND COST RECOVERY

1. Capital Expenditures [§263 XE "Code Sections:§263" ]

a. §263 XE "Code Sections:§263"  / §263A XE "Code Sections:§263A" : purely business expense not deductible if capital expenditure [no limitations on personal deductions]

1) Capital expenditure: asset with a useful like well beyond a taxable year

b. Methods to give credit:

1) Current (deduction)

2) Depreciation (some each year)

3) Disposition (gain/loss at sale)

c. Relationship: at a constant rate of tax, allowing a current deduction (expensing an investment) is the equivalent of exempting the income from that investment from tax

1) Allowing a deduction is appropriate under a consumption tax, but inappropriate under an income tax

d. What costs have to be capitalized?

1) Stock, bonds, plant

a. §263A XE "Code Sections:§263A" : direct costs must be capitalized (e.g., bricks and mortar, employees who only build the new plant)

b. §263A XE "Code Sections:§263A" : indirect costs should also be capitalized (e.g., things that would be passed along, including construction equipment)

2) Advertising?

a. Advertising has short-term and long-term benefits; increased sales and improved goodwill

b. Service has historically taken the position that normal advertising is deductible

i. In some cases (e.g., advertising to raise support for zoning variance), capitalized

e. Woodward v. Commissioner TA \l "Woodward v. Commissioner" \s "Woodward v. Commissioner" \c 1 ; U.S. 1970; costs incurred in acquisition or disposition of capital asset XE "Capital asset"  (appraisal litigation) treated as capital expenditures

f. INDOPCO, Inc. v. Commissioner TA \l "INDOPCO, Inc. v. Commissioner" \s "INDOPCO, Inc. v. Commissioner" \c 1 ; U.S 1992; I-banking and legal fees from friendly takeover capitalized under §263 XE "Code Sections:§263"  b/c creates or enhances a “separate and distinct” asset

g. PNC Bancorp, Inc. v. Commissioner TA \l "PNC Bancorp, Inc. v. Commissioner" \s "PNC Bancorp, Inc. v. Commissioner" \c 1 ; 3d Cir. 2000; costs for marketing, researching, and originating loans deductible as “ordinary and necessary business expenses” under §162(a) XE "Code Sections:§162" 
1) Things done repeatedly are deducible; one-time expenses (e.g., closing on real estate), no

2. Depreciation: Accelerated Cost Recovery System [§168 XE "Code Sections:§168" ]

a. Everything is divided into tangible (§168(a) XE "Code Sections:§168" ) and intangible (§167(a) XE "Code Sections:§167" ) (e.g., goodwill)

b. Depreciation of tangibles and real estate; §168(a) XE "Code Sections:§168" : it’s method, period, & convention that matter

1) §168(b)(1)(a) XE "Code Sections:§168"  [depreciation method] = 200% DDB switching to straight-line

a. §168(b)(3): if residential, method = straight-line

2) §168(c) XE "Code Sections:§168"  [recovery period] = 5 years on a 5Y property

3) §168(d) XE "Code Sections:§168"  [convention] = ½-year

a. §168(d)(2): if residential, convention = mid-month 

4) §168(e)(1) XE "Code Sections:§168" : table on how to treat property

5) §168(k): meant to stimulate investment post-9/11

a. (k)(1)(a): depreciation deduction includes 30% of adjusted basis of the qualified property

b. (k)(1)(b): you still get the regular §168 deduction after the 30%

c. (k)(2): qualified property if it’s ‘tangible personal property’ with 20Y or less

d. (k)(4): 50% bonus depreciation for certain property

c. §179 XE "Code Sections:§179" : taxpayers allowed to expense a portion of the purchase price tangible personal property or certain computer software

1) Note: §1245 XE "Code Sections:§1245"  property is only personal property – not real estate at all

d. §280F XE "Code Sections:§280F" : limit on depreciation for luxury automobiles

1) §280F(d)(5): trying to separate cars from light trucks – 6,000 pound limit for “luxury car”

a. Toyota would qualify as a car, but Hummer is deductible

J. SELECTED PERSONAL DEDUCTIONS

1. Itemized deductions [§67  XE "Code Sections:§67" / §68 XE "Code Sections:§68" ]

a. Personal exemptions are taken after AGI computed, e.g., charitable contributions, mortgage interest, state and local income taxes, certain medical expenses, etc.

b. Credits: dollar-for-dollar deduction

1) Most important credit – withholding (employers required)

2) One other credit that applies to people who earn low income: Earned Income Tax Credit [§32 XE "Code Sections:§32" ]

a. Meant to relieve the burden of Social Security taxes on low-income people w/children

c. Taxable Income Defined [§63 XE "Code Sections:§63" ]

1) §63(d): individuals who do not itemize: taxable income = AGI – std deduction – personal exemptions

a. 2004: standard deduction = $9,700 for couple

d. Adjusted Gross Income Defined [§62 XE "Code Sections:§62" ]

1) §62(a)(1) XE "Code Sections:§62" : sole proprietor can deduct all business expenses to arrive @ AGI 

2) §62(a)(2)(a) XE "Code Sections:§62" : deductible if reimbursed by employer

2. Medical Expenses [§213 XE "Code Sections:§213" ]

a. Scenarios for payment of medical bills:

1) If tortfeasor pays bills, income and offsetting deduction b/c no accession to wealth

2) If employer pays bills, no income (or income and deduction)

3) If paid from own pocket, deduction, but this affects people in different brackets differently

a. Below the line: itemized deduction

4) If gratuitous medical treatment, then itemized deduction

b. Generally, we allow a deduction, but it’s itemized; limitations on §213:

1) §213(a) XE "Code Sections:§213" : deduction but only if > 7.5% of AGI; floor (7.5%) and standard deduction (itemized)

2) §104 XE "Code Sections:§104"  [compensation for injuries or sickness] – no income at all

3) §105 XE "Code Sections:§105"  [amounts received under accident and health plans] – no income, no deduction???

c. Line b/w medical expense and what would o/w be personal expense is not always clear

1) E.g., cosmetic surgery – used to be medical, now excluded by statute

3. Charitable Contributions [§170 XE "Code Sections:§170" ]

a. We allow itemized deductions, but overall limitation of no more than 50% of AGI (10% of taxable income for corporations)

1) No deduction for services

2) Donations where FMV > Basis: get deduction of FMV (including unrealized gain)

3) Donations where FMV < Basis: get deduction of FMV (but no loss), so better to sell and donate proceeds

b. §170(a) XE "Code Sections:§170" : reduce amount of charitable contribution by any capital gain (donated art = ()

c. §170 XE "Code Sections:§170" (c)(2)(b): deduction if church, museum, hospital, school… do-good organizations

d. §170(e) XE "Code Sections:§170"  reduces amount of what would otherwise be a charitable gift

1) §170(e)(1)(b) XE "Code Sections:§170" : if the use of tangible personal property by the org is unrelated to the org’s function, then reduce the value by the amount that would have been long-term capital gain (so basis, not FMV where FMV > Basis)

a. Doesn’t apply to intangible, e.g., stock

e. Hernandez v. Commissioner TA \l "Hernandez v. Commissioner" \s "Hernandez v. Commissioner" \c 1 ; U.S. 1989; Scientology ‘auditing’ is quid pro quo (later reversed)

1) *Important: distinguish a gift from a quid pro quo transaction (e.g., you give to PBS, get a tote bag and some stuff, you can deduct amount of contribution minus value of tote bag/gift)

K. THE INTEREST DEDUCTION

1. Interest [§163 XE "Code Sections:§163" ]

a. 3 potential housing situations:

1) Homeowner, no debt: not taxed in imputed rental income

2) Homeowner w/debt and interest income: taxed on interest income, deduction for debt interest

3) Renter w/ interest income: taxed on interest income

a. This person does worse than the other 2

b. §163(h): interest for individuals

1) §163(h)(1) – if you borrow funds for personal purpose, then no deduction

2) §163(h)(2) – 6 kinds of interest, exceptions to personal interest rule that are deductible (3):

a. 1) Interest attributable to funds used in trade or business [per §162(a) XE "Code Sections:§162" ]

b. 2) Interest used to invest in stocks or bonds, called investment interest [§163(d)]

i. §163(d) limitation: deduction allowed, but not exceeding net investment income

ii. §265 XE "Code Sections:§265" : no o/w allowable deduction for tax exempt things (e.g., municipal bonds)

c. 4) Qualified residence interest, home mortgage interest and home equity loans [§163(h)(3)] 2 types of QRI:

i. §163(h)(3)(b)(2)(i) [acquisition indebtedness with respect to any qualified residence]: e.g., you borrow $ to buy house, interest on your mortgage is deductible, up to $1M in principal

1. Under §280(a)(1) XE "Code Sections:§280" , many things qualify as a residence, has to be dwelling unit – house, apartment, condo, mobile home, boat, or other similar property

ii. §163(h)(3)(c) [home equity indebtedness with respect to any QR of taxpayer]: if you use your home as security for a loan (give bank a lien), interest on loan is deductible; can take a home equity loan up to $100k and deduct interest w/o limitation

c. If multiple uses of borrowed funds, apportion by % used for each purpose and deduct only amount eligible

d. If you place borrowed funds into an existing account, regs adopt an ordering rule: borrowed funds placed on top of existing (ordinary) funds

1) To trace easily, set up a 2nd account and write business expenses from there

e. Knetsch v. United States TA \l "Knetsch v. United States" \s "Knetsch v. United States" \c 1 ; U.S. 1960; borrowing $ to buy annuity and save on taxes is a sham

1) Court says he’s not really paying interest since he’s withdrawing all of the interest to pay the interest on the loan – nothing really happened other than changing his tax situation

2) This case remains one of the principal attacks against tax shelters; contrast with:

3) Goldstein v. Commissioner TA \l "Goldstein v. Commissioner" \s "Goldstein v. Commissioner" \c 1 ; 2d Cir. 1966; no sham, but disallowed b/c no reason except securing deduction to spread out taxes

a. Court required something more than the purpose of reducing taxes (similar to business purpose doctrine in corporation law)

2. The Alternative Minimum Tax [§55 XE "Code Sections:§55" ]

a. Created & meant for multi-millionaires; expanded base includes things favored under normal base

1) AMT has been broadened and amended to create more revenue and affect more people

b. §55 XE "Code Sections:§55" : AMT = taxable income for the taxpayer adjusted [§55(b)(2)]

1) §56(a)(1) XE "Code Sections:§56" : cannot use accelerated methods of depreciation

2) §56(b)(1) XE "Code Sections:§56" : limitations on individuals:

a. (b)(1)(A)(i): un-reimbursed employee business expenses (they’re added back to the tax base), investment expenses under §212 XE "Code Sections:§212" , including travel expenses

b. (b)(1)(A)(ii): state and local income taxes (§164 XE "Code Sections:§164" )

c. (b)(1)(B): medical expenses from 7.5% to 10%

3) It’s not indexed for inflation, so it affects more and more people as wages rise to $175k

4) Reduction of normal (§1 XE "Code Sections:§1" ) rates to 35% means more people will be taxed by the AMT

5) Itemized deductions get added back in: prejudicial to people in NY and CA, where you pay higher state/local taxes; under §1 taxes, they’re deductible, but not under AMT

L. PROPERTY TRANSACTIONS – BASIS & MORTGAGES

1. Basis and Amount Realized [§1012 XE "Code Sections:§1012"  / §1014 XE "Code Sections:§1014"  / §1015 XE "Code Sections:§1015" ]

a. §1012 XE "Code Sections:§1012"  [Basis of Property]: generally, cost of property

b. §1014 XE "Code Sections:§1014"  [Basis of property acquired from a decedent]: if you receive property by devise, the recipient’s basis is the FMV

1) The gain is just gone from the system

2) 50% of capital gains are never taxed; people don’t sell if they’re old

c. §1015 XE "Code Sections:§1015"  [Basis of property acquired by gifts]: basis that the donor had 

1) §1015(a) XE "Code Sections:§1015" : if basis > FMV at time of sale, then you get FMV; can transfer gain, but not loss

a. You don’t determine basis until sold

b. If you’re between donor's basis and FMV, no gain or loss

d. §1041 XE "Code Sections:§1041" : carryover basis from divorce (not a realization event; no change in basis)

2. Mortgages

a. Mortgages count towards basis, so basis = cash + mortgage assumed – mortgage relieved

1) If sold for a loss and mortgage relieved, then discharge of indebtedness income under §108

2) With recourse obligations, you have to bifurcate; with nonrecourse you don’t
a. Capital loss (§1231 XE "Code Sections:§1231" : ordinary loss) from the property and gain from discharge of indebtedness they’d each be treated their respective way

b. Crane TA \l "Crane" \s "Crane" \c 1 : when you’re determining basis of property received from decedent, look at the unencumbered value of the property

1) As long as there’s equity, treat nonrecourse mortgage the same as if personally liable

c. Estate of Franklin v. Commissioner TA \l "Estate of Franklin v. Commissioner" \s "Estate of Franklin v. Commissioner" \c 1 ; 9th Cir. 1976; 10Y sale-leaseback transaction with balloon payment at end is treated as an option to purchase for the balloon payment so no depreciation

1) To have it respected, the value of the property has to be at least somewhat similar to the principal of the mortgage

a. Crane says that you have to treat this mortgage as if you’re personally liable; if value does not at least approximate mortgage principal, you’re not going to take seriously

2) Court stripped out and recharacterized $1M mortgage debt and all that’s left is $75k option

d. Commissioner v. Tufts TA \l "Commissioner v. Tufts" \s "Commissioner v. Tufts" \c 1 ; U.S. 1983; full amount of non-recourse indebtedness must be included in basis

1) $1.85M nonrecourse mortgage; $400k depreciation; $1.4M FMV; sold for $250 ( $400k gain

2) ( did okay: got time value of money and conversion from ordinary income to capital gain

M. PROPERTY TRANSACTIONS – LIMITATIONS ON LOSSES

1. Losses [§165 XE "Code Sections:§165" ]

a. §165(a) XE "Code Sections:§165" : Any loss allowed during taxable year that is not compensated by insurance

1) §1033 XE "Code Sections:§1033" : if you’re compensated for a loss (plant, car), you’re not taxed if you reinvest in something similar (a new car, plant) 

a. But, then gain will be deducted from new basis and deferred to later

b. §165(b) XE "Code Sections:§165" : If you have an allowable loss, focus on the basis (not FMV or replacement value)

c. §165(c) XE "Code Sections:§165" : In the case of individuals, further restrictions; not all losses permitted, only:

1) (1): losses in trade or business [personal not allowed]

a. If converted from personal to business use, need appraisal of FMV at that time

b. Reg’s 1.165-7 XE "Regulations:1.165-7"  and –9 XE "Regulations:1.165-9"  will point you in this direction

2) (2): investment losses

3) (3): further limitations; fire, storm, shipwreck, etc. 

d. §165(h)(1) XE "Code Sections:§165" : only taken into account to the extent that they exceed $100

1) (2): only allowed to the extent that they exceed 10% of AGI

2. Loss sale to related party [§267 XE "Code Sections:§267" ]

a. Loss disallowed if to related party

1) §267(a): no deduction for transactions b/w related parties

2) §267(b): relationships defined

3) §267(d): gain allowed only if it exceeds related party’s loss [similar to §1015, gifts XE "Code Sections:§1015" 
3. Loss from wash sales of stock or securities [§1091 XE "Code Sections:§1091" ]

a. Not deductible as a loss if repurchased w/in 30D

1) Difference between sale and repurchase price gets built into basis

b. Fender v. United States TA \l "Fender v. United States" \s "Fender v. United States" \c 1 ; 5th Cir. 1978; 40% relationship (need 50% under §267) and 42D (need 30D under §1091) combine to disallow loss

N. PROPERTY TRANSACTIONS – NONRECOGNITION

1. Exchange Of Property Held For Productive Use Or Investment [§1031 XE "Code Sections:§1031" ]

a. §1001(a)/(c) XE "Code Sections:§1001" : all gains recognized unless a specific provision tells you o/w; this is one of them

b. §1031 XE "Code Sections:§1031" : when property for trade or business or investment property exchanged for something of like kind for similar purposes, no recognition of gains [only boot] (not exclusion but deferment)

1) Both properties have to be held for business or investment use; o/w, §1031 XE "Code Sections:§1031"  doesn’t apply

2) Broad reading of ‘like kind,’ especially when it comes to real estate (30+Y = ownership)

c. Reasoning:

1) Liquidity – cash shortage at time of exchange

2) Administration – no need to value both sides of transaction

3) Timing – continuing investment in this type of property, so inappropriate time to trigger tax

d. §1031: no recognition of property exchanged for like kind

1) §1031(a) XE "Code Sections:§1031" : if solely for property of like kind, no gain or loss (if boot & gain, §1031(b); & loss (c))

a. §1031(a)(3): must be complete in 180D & identified in 45D (can be unknown property)

b. Requirements: exchange; not prohibited property; used for trade/business before and after; like-kind

2) §1031(b) XE "Code Sections:§1031" : if boot, gain recognized only to the extent of ‘boot’ (non-like kind property)

3) §1031(c) XE "Code Sections:§1031" : if loss from not completely like kind exchange, no losses recognized

4) §1031(d) XE "Code Sections:§1031" : basis = old basis – $ (boot) received + gain recognized – loss recognized + $ paid

a. Alt basis: new FMV +/- realized but unrecognized loss/gain

b. Loss/(Gain) = old basis – (new FMV +/– cash (mortgage) difference [FMV])

c. Gain/Loss = new FMV + cash in – cash out – old basis

d. §1031(d) starts w/old basis and tries to preserve gain/loss

e. Mortgaged Properties: §1031(d) XE "Code Sections:§1031" : Basis = old basis – amount received – old mortgage + new mortgage + gain recognized – loss recognized

O. THE LAST UNIT

1. The Time Value of Money – Original Issue Discount and Below Market Loans

a. Current inclusion in income of original issue discount [§1272 XE "Code Sections:§1272" ]

1) OID = difference b/w SRP (Stated Redemption Price) and IP (Issue Price)

a. A portion must be deducted each year (ratably, economically)

b. IP adjusted each year to include OID portion ( new # = Adjusted IP (AIP)

c. Lender must report a portion of OID each year deemed to have been earned that year

2) §163(e)(1): doesn’t matter if you’re cash or accrual; Congress forced everyone into this regime

b. Treatment of loans with below-market interest rates [§7872 XE "Code Sections:§7872" ]

1) If you have a below-market loan b/w any of the parties in §7872(c), §7872 recharacterizes

2) §7872(b)(1): treated as having transferred the excess of amt loaned over PV of all payments

3) §7872(b)(2): excess described in (b)(1) will also be treated as OID at amount in (b)(1)

a. E.g., $1M interest-free 5Y loan [$620k present value] gives $62k (10%) as OID in Y1

2. Characterization – Preference for Capital Gains XE "Capital gains" 
a. If a sale or exchange of capital asset XE "Capital asset"  held for more than 1 year, tax rate is significantly lower

b. Justification:

1) Preference for investing

2) Overstates the economic gain: can be viewed as a rough way to offset inflation

3) Bunching: income accrued over time is reported in 1Y, and may push you to a higher bracket

4) Double-taxing: income from appreciation has already been taxed at the corporate level

a. Those who believe in a consumption tax don’t believe this should be taxed at all – you were taxed on the money you used to buy the stock and shouldn’t be taxed again

5) Lock-in effect: all else being equal, you’ll try not to sell b/c there’s a charge when you sell

c. Capital gains XE "Capital gains"  rates: preference on the upside, limitation on the downside

1) On stock, highest rate = 15%

2) Limitation on capital losses [flipside]: individuals can offset against all gains + $3k

d. Capital Asset Treatment [§1221 XE "Code Sections:§1221"  / §1231  XE "Code Sections:§1231" / §1245 XE "Code Sections:§1245" ]

1) Capital Asset XE "Capital asset"  Defined [§1221 XE "Code Sections:§1221" ]: capital asset XE "Capital asset"  includes property held except:

a. §1221(a)(1): stock, etc., included in inventory of the taxpayer (regular business activities)

b. §1221(a)(2): removes plant and equipment from capital asset XE "Capital asset"  status

c. §1221(a)(3) XE "Code Sections:§1221" : depreciable property that is real in nature and is personal (e.g., art)

2) Property used in the trade or business and involuntary conversions [§1231 XE "Code Sections:§1231" ]

a. §1231(b)(1)(a) XE "Code Sections:§1231"  defines the same way as §1221(a)(2) XE "Code Sections:§1221" 
b. Win/win: if you sell for a loss, it’s an ordinary loss; if you sell for a gain, it’s a capital gain

i. Exception: if gain is a function of depreciation, it’s ordinary; if you sell for more than the original purchase price, that’s a capital gain (not ordinary)

3) Gain from dispositions of certain depreciable property [§1245 XE "Code Sections:§1245" ]

a. Only applies to personal (not real) property

b. Look at the lower of the recomputed basis or the amount realized in the case of a sale, and to the extent that it (the lesser or the 2) exceeds the basis, that’s ordinary

i. §1245(a)(2) XE "Code Sections:§1245" : R/B defined as A/B + adjustments taken

4) Gain from dispositions of certain depreciable realty [§1250 XE "Code Sections:§1250" ]

a. Recaptures gain (in excess of straight-line depreciation) when real property sold in <1Y

b. Straight-line is the max depreciation for real property, so if held for >1Y, this is inoperable

e. Maximum Capital Gains Rate [§1(h) XE "Code Sections:§1(h)" ]

1) Be able to identify the maximum rate on different types of capital gains

a. Stock: (h)(1)(C) = 15%

b. Art: collectibles (defined under §408(m)) = 28%

c. Personal residence: if you’re taxed on it, max = 15%

i. §121 XE "Code Sections:§121" : allows married couple to exclude gain up to $500k on personal residence sale

d. Real estate: max = 25% (ordinary gain), capital gain @ 15%
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§56
12

§61
3, 4, 7

§62
3, 10, 11

§63
3, 11

§67
10, 11

§68
10, 11

§72
7

§74
5, 6

§7872
15

§83
5, 6

Haig-Simons
4

Regulations

1.119(a)(2)
4

1.162-15
9

1.162-2(e)
9

1.162-5
9

1.162-6
9

1.165-7
14

1.165-9
14

1.61-14
6

Tax expenditure
7
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