Income Tax Outline
· TAX POLICY 
· Revenue –  primary goal – Government raises money essentially through federal income tax which has economic, social and behavioral impacts.

· Tax code is full of special interest legislation, value judgments, incentives and disincentives.  Declining to levy a tax is a judgment too and is effectively the government spending money by not taking any in.

· Efficiency and Fairness – who should pay?
· Efficiency –
· Neutrality – the more a tax changes behavior, the less efficient it is.  No effect on behavior means it’s neutral.  A head-tax would be neutral.  

· Income taxes affect leisure time.

· Consumption taxes affect spending.

· Elasticity determines the degree to which tax affects behavior.  High response/high elasticity.

· Income effect – when people work more to have same amount of money as if there were no tax.

· Substitution effect – substitute leisure time for work so as to pay less tax.  The two effects offset each other, which predominates depends on elasticity, income and tax level (from Econ 1).

· Incidence – who bears burden of the tax?  Important for determining fairness.
· Real incidence – who bears burden.

· Nominal incidence – who pays bill.

· Example, government could levy consumption tax on consumers or on retailers, who would pass tax on in form of higher prices.

· Often hard to determine who is bearing what share of burden.  Corporate income tax – do shareholders, employees or consumers bear burden?

· Capitalization – market can shift burden of tax by affecting price.

· If annual real property tax introduced, current owner will pay tax but also bear burden of subsequent purchases (reflected in purchase price).  Taxes get built into price of an item and changing rules can adversely affect owners.

· If value falls by present value of all future liability, tax is fully capitalized into the purchase price and current owner bears whole burden.

· Mechanism by which market responds to different tax treatments of identical transactions.  

· Tax free bond will be bid up in price until after-tax returns are equal on taxed and tax-free equivalent bonds.  
· Tax and tax-free bond, each paying 10% interest.  At 40% tax rate, price of tax-free bond will rise until return is 6%.

· Repealing tax preferences that have been capitalized will penalize purchases who were relying on tax favorable treatment.  If Congress repealed mortgage deduction, value of owner-occupied housing would plummet b/c prices reflect tax-favorability.

· Deadweight Loss

· Tax often reduces individual welfare more than it increases public welfare, creating deadweight losses.

· Hidden cost in any tax of changes in behavior of people avoiding the tax.  People who choose not to buy oranges because of price + tax lose out on enjoying the orange without paying anything to public coffers.

· At extreme, tax can create only deadweight loss by making everyone choose a non-taxable activity over the taxed one.

· Sometimes, government taxes things specifically to discourage purchase (cigarettes).

· Simplicity

· Complexity leads to high enforcement costs, misunderstanding, loopholes.  

· But price of simplicity is often fairness.

· Fairness

· Theories of Distributive Justice – should system be based on ability to pay (income)?  Standard of living (consumption)?  

· Utilitarianism – dominant, perhaps still.  Maximizes “utility” – happiness, preference satisfaction, what have you.  “Greatest good for the greatest number.”

· Declining marginal utility of income – people derive less utility from each dollar as they have more dollars.  Theoretical justification for progressivity.
· Progressivity – taxpayers pay a greater proportion in tax as the tax base increases.  Proportionate tax – same rate even as base varies.  Regressive tax – percentage of base paid in tax decreases as base increases.

· Graduated rates in §1 of tax code is one way of achieving progressivity.

· Can also be achieved through flat tax + exemption or demogrant (uniform payment from government).

· Critics question any one of the above premises.  see pp13-14.

· Vertical Equity – differences in tax burdens on people in different economic situations.

· Horizontal Equity – subset of vertical.  People who are the “same” according to whatever theory of distributive justice should pay the same amount of tax.

· BASIC TAX COMPUTATION

· §61 – Gross income defined – “all income from whatever source derived.”  
· §§71-90 – Inclusions -- has additional things specifically included in income (alimony, child support, annuities, etc.)

· §§101-138 – Exclusions – certain death benefits, gifts and inheritances, interest on state and local bonds, compensation for injuries/sickness, discharge of indebtedness, etc.

· Income must be both realized and recognized to be taxed.

· §61(a)(3) – gain from property must be realized, usually not until property is sold or otherwise disposed of.  §1001(a).

· Basis –
· §1012 – cost  – amount paid for or invested in property.

· Taxpayer may also have carryover basis established by referring to someone else’s basis.

· §§1011, 1016 – adjusted basis.  More later.

· Gain and loss –
· Comparison of amount realized with adjusted basis.  

· Some losses from property dealings deductible under §165(a)
·  IFF loss is connected with business or part of transaction undertaken for profit under §165(c)(1) & (2)
·  or is occasioned by casualty (fire, storm, shipwreck, theft) under §165(c)(3)
· from gambling, deductible to extent of gains under §165(d)
· from theft during year of discovery of loss under §165(e). 

·  Limitations under §165(h):
· Loss must exceed $100 for each theft 

· Net casualty loss capped at 10% of AGI, allowable only to extent of personal casualty gains for such year.

· Recognized gain is amount of realized gain included in gross income.  Generally, entire realized gain is recognized.  §1001(c)
· Exceptions which allow postponement of gain or loss (detailed later).

· Capital or ordinary gain – turns on nature of asset, holding period, sale or exchange transaction.  Capital gains generally have better tax treatment but ordinary losses are preferred because they are not limited as capital losses are.

· Capital losses deductible to extent of capital gains + $3000 of other income or the excess of losses over gains, if less.  §1211(b).
· Deductions – generally only those arising out of business.  §162
· If not business, deductions for profit-oriented transaction under §212.  Deduction for “production of income,” etc.

· Personal, living and family expenses non-deductible under §262.
· Exceptions – medical care §213, certain interest payments §163, alimony §215 are deductible.

· Certain deductions require no expenditure by the taxpayer:

· Personal exemption §151(a), exemption for spouse on joint return §151(b), dependents w/exceptions §§151, 152.  Amount is in §151(d)(1), but determined by inflation under §151(d)(4).
§61 Gross Income

· §62 Deductions (Above the Line)

_____________________________
=Adjusted Gross Income

- standard deduction §63(c)          or       – itemized deductions §63(d) (Below the     
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-personal exemption deduction §151

_____________________________
= taxable income

x Rate = tentative tax liability – credits = tax liability

· Itemized deductions §67 and §68:
· Miscellaneous itemized deductions – those not mentioned in §67(b) – MUST EXCEED 2% of AGI to be deductible.  §67(a)
· IF AGI EXCEEDS $100,000 (or whatever threshold is) the amount of itemized deductions is reduced by 3% of AGI OVER $100,000 capped at 80% of itemized deduction. §68

· Personal exemption – §151:
· Exemption amount is the zero bracket
· Phaseout for high income – (d)(3) – starting at $75,000 for individuals.
· Distribution effects:
· Exemption produces lower average tax rate for those with lower incomes, but the rich benefit from a greater reduction in tax.
· If there were a credit rather than an exemption, graduated rates would no longer undermine the progressive effect of the exemption.
· Larger families pay less tax than smaller families with the same income.
· Economic Growth and Tax Relief Act of 2001
· Reduction of itemized deductions under §68 and of personal exemption deduction will be phased out beginning 2006.  By 2010, §68 is repealed and full deduction of personal exemption regardless of income.
· Act is subject to sunset provision.
· Reduces tax rate starting 2006 to 10,15, 25 and 33%.
· Tax Rates
· Found in §1.  Progressive – first dollar taxed at 10%, last dollar at higher rate.  
· Brackets are: 10%, 15%, 27%, 30%, 35% and 38.6%.
· Average or effective rate of taxation is the tax rate on the total income.  Marginal rate is the rate on the last dollar taxed.
· Credit – after liability is determined, reduces liability by full amount of credit.  Effect of deduction is indirect as opposed to direct effect of credit.  A $100 deduction saves $33 at 33% marginal tax rate.
· Alternative minimum tax (AMT) §55 – imposes certain minimum level of tax on those who are perceived to enjoy disproportional tax advantages.
· Time Value of Money
· Taxpayers prefer to defer income and accelerate deductions to minimize the present value of the tax paid.
· Tax deferral can be characterized as interest-free loan from the government.  Taxpayer can use deferred liability at no charge.
· Can also be described as a reduction in the tax rate.  Deferring liability is a way for Congress to lower the effective tax rate.  Lately Congress been addressing this by charging interest on deferrals (§453A(c)) or by identifying interest where it is not stated (§§1272 and 1274).
INCOME

· Haig-Simons:  Income = consumption + change in wealth
· Income tax encourages spending
· Consumption tax defers tax until spent: allows taxpayer to have the full amount to invest, defers tax on savings.  Consumption = income – change in wealth.
· When there is a receipt:
· Is it income?  §61
· Is it realized?
· Is it recognized?  Excluded?  
· Are there deductions?
· Different ways to conceptualize income at pp.111-2.
· Employers and Employees 

· Generally, income is included by recipient under §61 and deducted by business under §162.
· Symmetry of tax treatment – amount can be income to taxpayer but not deductible by payor (baker includes receipts for bread in income but consumer doesn’t deduct cost, rent is income for lessor but nondeductible for lessee).
· One source of this is capitalization requirement where payor cannot take full deduction right away.  §§263 and 263A.
· Another source of asymmetry when parties have different tax status (tax-exempt organizations or one party has losses to absorb income).
· Revenue consequences:
· Consumption dollars taxed only once to a taxpayer but more than once as it changes hands – nondeductibility means dollar is taxed to person that receives and person that spends.
· Government has time-value advantage from capitalization requirement.
· Different tax rates for employer/employee affects how the fisc comes out.
·  §61 – Income – all compensation for services is income.
· Old Colony Trust – if employer discharges an obligation of the employee, then the employee has income.  Paying taxes was income.
· Solution would be to increase gross income to take tax into account.
· Broad definition means we have to have a lot of exclusions.
· §162 – Deductions – “ordinary and necessary” business expenses are deductible.
· “Ordinary and necessary”:
· Voluntary payments – Friedman v. Delaney – voluntary payments are not business deductions.  Lawyer had given deposit as assurance for creditors for clients.  
· Might have been different if payments had been to protect or promote business.  Pepper v. Commissioner
· Payments to compensate customers after warehouse fire for uninsured losses deductible.  Payments necessary to maintain goodwill and business reputation.  Rev.Rul 76-203.  But payments made to trustee in bankruptcy to maintain employment not allowed.  Walker v. Commissioner.
· Legal fees – Commissioner v. Tellier – fees for defense of criminal prosecution are deductible.  Statute not concerned with lawfulness of conduct, just collecting income.
· “Illegal” expenses:
· Fines and penalties for violation of law – not deductible under §162(f)
· Bribes, kickbacks, etc. – not deductible under §162(c)
· Expenses incurred while trafficking drugs – disallowed under §280E
· These provisions supposed to be “last word” on “frustration of public policy” doctrine but see King v. U.S. – loss deduction under §165 disallowed for forfeiture in connection with drug trafficking.
· Forfeiture intended as economic penalty unlike reimbursement of embezzled funds, which can be deductible.
· “Reasonable compensation”:
· §162(a)(1) – salary deductions thought to be exorbitant are disallowed.  
· Question about whether certain payments by corporations are dividends (non-deductible) or salary (deductible).
· Reg. §1.162-7(b)(2) – compensation may be fixed or contingent.  If it’s contingent, must be pursuant to a free bargain between employer and employee before services are rendered.
· Reg. § 1.162-7(b)(3) – reasonable compensation is only such amount as would ordinarily be paid for like services by like enterprises under the circumstances existing at date contract was made.
· Elliots Inc. v. Commissioner – factors to be considered:
· employee’s role 
· external comparison to similar positions at other companies
· character and condition of company
· conflict of interest
· internal consistency
· Harolds Club v. Commissioner – court said not a free bargain between employee/employer because of father/son relationship.  Unreasonable portion not deductible but income to employee because not a gift.
· Exacto – Posner’s individual investor test – 

· Basic Idea:  Owner/investor of assets hires a person to manage the assets.  In return for salary, employee works to maximize the value of the assets.  If the owner/investor is getting a return greater than the market would give, then the compensation is presumptively fair.  Looking for reasonable under the circumstances (and to Posner, reasonable turns on what you’re doing for the company --  if you’re making it successful (determined by bottom-line performance), then it is reasonable for you to be well compensated).  

· Note that he also considers market conditions to be relevant here: (goes to the idea of “services rendered”)  if the bottom line performance is just normal market performance at the time, then might not be attributable to the management.

· §132 – Fringe Benefits – in-kind benefit as opposed to cash 

· Included in income unless specifically excluded by another section, based on language of §61
· Four categories – §132(a)—extends benefit to spouse and dependent children for (a)(1), (2) and parents for air travel §132(h)(2),(3).
· No additional cost service – service offered in ordinary course of business of employer (like space-A travel)
· Qualified Employee Discount – §132(a)(2) – as long as discount is for property or services (not for investment but something offered for sale to customers) and doesn’t exceed (a) in case of property gross profit percentage of price for customers [(aggregate sales – cost of goods sold/aggregate sales)] or (b) for services, a 20% discount.
· If discount is 45% and gross profit is 40%, 5% is income.
· Working condition fringe – §132(a)(3) – if paid for by employee would be deductible by employee under §162 as trade or business expense or under §167 for depreciation – compare employee to self-employed – paying $ to run office (secretaries, A/C, flying to produce income)
· De minimis fringe – excluded when accounting for them would be “unreasonable or administratively impractical”
· Occasional meal money or local transportation fee excludable as de minimis if it’s occasional, provided to enable overtime work or meal money.  Reg §1.132-6(d)(2)(i)
· Cab fare – special rule for employer-provided transportation in certain circumstances – excess over $1.50 excluded if employee would be in unsafe circumstances – Reg. §1.132-6(d)(2)(iii).  Not available if compensation over $100,000.
· Qualified transportation fringe – free parking for example.
· Qualified moving expense reimbursement
· Policy considerations
· Erodes tax base and leads to further erosion b/c of incentive for employers to provide fringe bennies – allocative efficiency of economic resources
· Non discrimination rule – §132(j)(1) – Exclusions under (a)(1) no-additional cost service and (a)(2) qualified employee discount apply to highly compensated employees (officers) only if available to other employees
· If not available to lower 1/3, middle 1/3 may still exclude.  §414(q) defines highly compensated employee.
· Nixon – Reg. §161-2(d)(1) requires recipient of noncash compensation to include the “fair market value” of such compensation.
· General rule – ignore special values, what is it worth to particular taxpayer/recipient.  Nixon – charge first class ticket.
· Valuation problems – tough to figure out standard.  Objective, subjective, incremental cost?  House Ways and Means Committee Report of 1979 says “lowest price at which employee might reasonably have obtained comparable benefit in the same geographical area within a reasonable period of time.”  Internet makes this somewhat outmoded.
· Receipt of property – §83 – deals with property received for performance of services.  Property has to be transferable and not subject to substantial risk of forfeiture before it can be taxed.
· §83(c)(1) – substantial risk of forfeiture if rights to full enjoyment of property are conditioned on future performance of services.
· §83(c)(2) – transferable only if transferee receives property without substantial risk of forfeiture.
· Person that performed the services is taxed, even if property when to someone else (like a child).
· Amount of income is measured at time of taxation.  More accurate measurement of income when it appears that taxpayer will be able to keep it.
· §119 – Meals and Lodging – furnished for the convenience of the employer on the employer’s business premises (meals) or as condition of employment on the premises (lodging).
· Lodging – 
· Three tests:
· required to accept lodging as condition of employment
· furnished for convenience of employer
· on business premises
· Adams v. US – Court allowed deduction for company-owned house in Japan though not on company’s grounds – convenience of employer.
· Court reluctant to expand “on the business premises” beyond the confines of the employer’s primary place of business.
· Here, however, residence was built and owned by employer, designed to accommodate business activities of employer, business activities held there after hours, and it served important business function.
· On campus housing not on the premises (Winchell) but hotel manager’s house across the street from hotel is (Lindemann).  “Significant portion of business” test.
· Meals

· In-kind vs. reimbursement – Commissioner v. Kowalski – cash meal allowance to troopers were not for the convenience of the employer.  Not necessary for performance of duties.  Dissent says statute does not distinguish between cash and in-kind.  Cf. Christey p.94.
· Only 50% deductible – §274(n) – unless they are a de minimis fringe under §132(a)(4) and (e)(2) (eating facilities on premises for profit).
· Meals excluded under §119 are de minimis fringe under (e)(2) are fully deductible by employers. (??)
· Under §119(b)(4) if more than half of employees have on-premises meals for convenience of employer then all employees on the premises can have the exclusion.
· Gifts – §102

· Under Haig-Simons and §61, gifts would be income, if Congress could repealed §102.  
· No deduction for donee means we are taxing that person, presumed to be the earner.  Could alternatively consider the donee to be consumer.
· We would have same issues of who to tax in a consumption tax system because treatment of gifts depends on definition of “consumption.”
· Administrative concerns tip balance in favor of system we have (taxing only donee) because we consider the dollar only when earned, only one tax event to worry about.  If donors are generally higher earners, also a revenue maximizing effect.  Plus progressivity concerns since most gifts are intra-family.
· Gifts in a business context – §162(c)
· Duberstein – Cadillac given to business partner.  Donor takes deduction, donee excludes as gift.  Remanded, found to be a gift on more detailed findings.
·  “Business overtones” approach, not a common law gift (there was consideration).
· Absence of moral or legal obligation doesn’t mean it’s not a gift.
· If there is an anticipated benefit, it’s not a gift.
· Key is the donor’s intent, objective, motive for the conduct.
· Goodwin – minister taxable for cash gifts from churchgoers since couldn’t show that it was out of love and not fear that he would leave parish.
· Deductibility of gifts and employee awards – §274(b) – gifts excludible under §102 are only deductible by donor up to $25 per recipient per year.
· “Gift-flavored compensation” governed by rules for employee achievement awards.  Awards and prizes are included in recipient’s income.  §74(a)
· §74(c) and §274(j) – employee can exclude an employment achievement award while the employer gets a deduction.  
· Award must be for length of service or safety achievement. §274(j)(A)
· If cost is fully deductible under §§162 and 274(j) then fair market value of the award (not cost) is excludible from income.  §74(c)(1)
· If part of cost is not deductible because it exceeds limitations in §274(j) ($400 or $1600) then employee must include part of the cost or the value that exceeds deduction.
· Except for these sections, employment achievement awards are part of income under §61(a)(1).  Leg history p. 107. – giving length of service or safety achievement awards might affect certain de minimis fringe benefits under §132(e) purportedly given for same reason.
· “Benefits Received” – income outside employment context

· Dominion and Control:
· Commissioner v. Glenshaw Glass Co. – does money rec’d as exemplary damages/punitive part of treble damages have to be reported as gross income?  Yes.  Court finds that §61 is broad and includes everything unless specifically excluded, including this.  
· “Accessions to wealth, clearly realized and over which the taxpayers have complete dominion.”
· N.B. §104(a)(2) – non-punitive damages are excludible under “compensation for injuries or sickness” section.  Part of “made-whole” concept from Torts.
· Non-cash Income 

· Property transfers – §83 – property transferred for performance of services is still income.  
· Exchange of services – Rev. Rul. 80-52 – A and B exchange services worth $200.  Credit units can be used immediately and there are no restrictions.  Each has $200 of gross income.
· Baker v. Commissioner – argument that in barter club members inflated prices was rejected.  If members accepted prices, that is what is taxed.  Taxpayers treated trade units as having dollar equivalency.
· Receipt of consumption – must be valued in terms equivalent to wealth, which is “elusive.”  Control is less clear because taxpayer does not receive anything with exchangeable value.
· U.S. v. Gotcher – paid-for trip to Germany to tour VW facilities.  District court said that this is either not income or it’s a deductible business expense.  Appeals Court says that is true for Mr. Gotcher (not income) but wife’s trip has to be included in husband’s income.
· Tests – there must be an economic gain and it must benefit the taxpayer personally.
· Dominant purpose of trip is critical inquiry.
· Would have to show that wife made trip only to assist her husband in business.
· N.B. §132 – fringe benefits – wasn’t in code at this time.
· Realization – how to tax property that is not immediately consumed?  
· Our system requires a realization event before taxation.  This creates a deferral of taxation.  Question both WHEN and IF there is income.
· Eisner v. Macomber – 1920 – can Congress tax stock dividends under the 16th Amendment?  No.  Plus dissents.  Says gain must be severed from capital to constitute gain.  Subsequent decisions have eroded severance requirement.
· Helvering v. Hort – 1940 – realization requirement described as “administrative convenience” rather than Constitutionally grounded.
· Cesarini v. U.S. – 1969 – money found in piano.  Treasure trove is taxable in year title is reduced to undisputed possession.  In Macomber terms, the cash was severable from the piano.
· Windfall (taxed) vs. Appreciation (not taxed) depends on what the taxpayer previously owned.  Third category is market bargains, which are not taxed (except in when they fall under §132 – fringe benefits).
· If realization event never occurs, tax never happens.  §1014.  Comes up later.
· Imputed Income – not included in gross income – “a flow of satisfactions from durable goods owned and used by the taxpayer, or from goods and services arising out of the personal exertions of the taxpayer on his own behalf.”
· Outside the ordinary processes of the market.  Mowing lawn, growing veggies, doing laundry in your laundry machine.  Farmer that uses some produce to feed his family gets the imputed income of the retail vs. production cost.
· Morris v. Commissioner – if farm products were taxable, so would rental value of home, gratuitous services of family, etc.
· Couple where spouse works to earn $30,000 and pays housekeeper $30,000 obviously worse off than if spouse stayed home like a good little wife.  Housekeeping fees not deductible as personal expense under §262.  Could allow deduction to accommodate this.  Would have to earn more than $43,000 to make working worthwhile.
· Spouse who stays home as housekeeper – can see entire family as one taxpaying unit since services go to all and are taxed to none of them.
· Has to be limits to imputed income – trade car wash for lawn mow – neither has imputed income, can be a taxable exchange.
· Child care – 
· p.214 – not deductible Smith v. Commissioner but now have §21 – credit equal to % of qualifying child care costs.
· Maximum allowable amount is $3000 with one dependent (defined in §21(c)(1)), $6000 with two or more.
· Low-income credit is 35% of expenses (max credit of $1050 for one kid and $2100 for two).  Reduced towards 20% with income above $15,000.
· Not refundable.
· Dependent care assistance program under §129
· Can exclude up to $5000 paid under program
· Taxpayer in 40% tax bracket would reduce after-tax child care costs by 40%. ($2000 of $5000).
· §45F – employers can claim credit up to $150,000 for 25% of employee child care expenses and 10% of qualified child-care resource referral expenses.
· §24 – $1000 (less in 2005) child credit available to all taxpayers with dependents age 16 and younger, subject to income phaseout.  
· Transactions taking place within the market:
· Commissioner v. Minzer – insurance agent taxed when he purchased life insurance policy on own life from company he represented.  Whether he sent premium to company and got it back or deducted it from his commission.
· Commissioner v. Daehler – real estate salesman P purchased real estate from another broker who divided commission with P’s employer.  Income b/c P performed a service for his employer identical to other transactions.  Amount received from employer was compensation.
· If taxpayers had been self-employed the commissions paid to themselves would have been imputed income.  No third-part/market involved.
· Partnerships treated in tax code as aggregate of partners not separate taxpayers so transactions performed by partners for themselves are imputed income.  “What one pays to oneself cannot be part of one’s income.” Benjamin v. Hoey
· Loans – not included in gross income under §61 – income only if borrowed amount is not repaid.
· Under Haig-Simons, only accretions to wealth count.  Receiving a loan at same time as obligation to pay it back is not an accretion.
· No deduction for principal, so loan is repaid with after-tax funds.  So loan proceeds are taxed on a deferred basis – when the repayment amounts are earned by the taxpayer-borrower.
· When loan proceeds are used for consumption:
· Postponement effectively reduces the tax rate.  
· Example:  30% tax bracket has $100 of consumption today with borrowed funds.  Repaid in five years.  $30 tax on consumption has present value of $18.63 at 10% discount rate.
· When loan proceeds are used for investment:
· Borrowings are included in taxpayer’s basis in property, on which depreciation deductions are allowed.  Taxpayers can basically deduct costs that have not yet been incurred.
· Example:  Borrow $100, full purchase price of building, ten year term.  On acquisition, $100 is price and can be used to claim annual depreciation deduction starting in the first year.  Significant time-value advantage.
· What is a loan? – what if recipient has no intention of repaying?  what if funds are embezzled?  Incentive to disguise income as a loan.
· Embezzlement – James v. U.S. – are embezzled funds gross income in the year in which they are appropriated?  Yes.  Indictment dismissed though b/c statute requires “willful” evasion.
· “Consensual recognition, express or implied, of an obligation to repay.”
· Cf. Gilbert p.148
· Subsequent repayment by embezzler will qualify for loss deduction under §165(a) and (c)(2) in the taxable year of repayment.
· Contingent advances – Boccardo v. Commissioner – P is a lawyer who uses gross free contract (if you win, we get 33 1/3%, we pay court costs, if you terminate, must pay reasonable cost of services)  Tax Court said costs paid are advances, not deductible.  Appeals Court says, not so.  These are ordinary expenses for a firm trying to make a profit like anyone else.  
· Net fee contract – different result, costs are not deductible– where firm explicitly agrees to pay all costs and client agrees that costs are to be repaid out of recovery.
· Cancellation of Indebtedness – §61(a)(12) – failure to repay a loan – subsequent to which, the lender has a deduction under §166.
· Freeing of assets – US v. Kirby Lumber Co. – sale and re-purchase of the company’s bonds at a lesser price (?!) – assets freed that would otherwise be used to pay debt so court finds income.
· Doesn’t always work since a taxpayer can be relieved of debt without having assets made available.  P with assets valued at $8000 borrows $10,000 and loses all it.  If you uses $8000 to repay part of the debt and creditor cancels the balance, no assets are freed.  Still an increase in wealth though because of the benefit conferred.
· Cancellation of consumption debt – Zarin v. Commissioner – discharge of gambling debt.  P argues that settlement merely reduces amount of loss and is not income.
· Dispute as to debt does not exist just because lawsuit required before payment made.
· §165(d) – deductibility of gambling losses to extent of gains – during taxable years of such transactions.  Gain from discharge of debt came in 1981 but losses in 1980.
· Purchase price adjustment argument – §108(e)(5) – but chips only bought “opportunity to gamble” not property.  
· WAIT!  Third Circuit reverses this opinion – treats as disputed debt and also Zarin did not hold property b/c he was not liable on the debt and therefore cancellation of indebtedness provisions don’t apply and there is no income.
· Excluding discharge of indebtedness income –
· §108 provides grounds for excluding this income.  Insolvency, Ch.11, farm indebtedness, qualified real property indebtedness, etc.
· §108(b)(1) and (2) – I don’t think I understand these at all.  Something about reduction of tax attributes.  What the fuck is a tax attribute.
· If taxpayer becomes profitable after the discharge, reducing tax attributes, whatever they may be, effectively defers income rather than permanently excluding it.
· Or taxpayer can reduce basis of depreciable property.  §108(b)(5)(A).  And future depreciation deductions will be less.  Also defers recognition of income.
· If you become solvent because of discharge, can only exclude to extent of insolvency.  §108(d)(3).  So exclusion limited to amount that will make taxpayer have zero net worth.
· §108(a)(1)(C) and (D) – qualified farm indebtedness or qualified real property business indebtedness. 
·  §108(e) also has exceptions for solvent debtors.
· §108(e)(5) – from Zarin – sort of lemon provision.  If you buy a car and it’s a lemon and buyer’s note is reduced, you shouldn’t have income.
· If you can’t exclude under §108, might prefer to avoid cancellation of indebtedness income (taxed at ordinary rates) in favor of capital gain (preferential rates).
· Valid income from discharge of indebtedness:
· Valid debt must have existed which was discharged for some amount less than its face amount.
· Discharge is result of transaction between borrower and lender.
· Selling a house subject to a mortgage, though relieving seller of debt, is not discharge of indebtedness.
· Transfer or property worth less than the outstanding debt on it to the lender to satisfy the mortgage debt can be cancellation of indebtedness income.
· NO GIFTS -- no discharge if original debt or subsequent forgiveness is a gift. 
· Purported debt instrument cannot be an equity interest like stock in a company – no discharge if the borrower-issuer later fails to redeem it.
· Ditto if debt is too contingent or indefinite.
· When is it a discharge and failure to satisfy the debt?
· There can be no consideration for the discharge.
· Early withdrawal fees by banks not discharge income excludible under §108(a)(1) – part of contract.  (Why would the fees themselves be the discharge income???)
· Must be failure to satisfy the debt. 
· If hotel guest incurs $100 but hotel forgives charge b/c of honeymoon, cancellation of indebtedness or a gift.  But if charge cancelled in exchange for legal advice, debt is satisfied and not cancelled.
· Payment in any form is a satisfaction and not a discharge.  Transferring property rights, releasing claims, canceling separate obligations.
· If debt satisfied with non-cash consideration:
· Transaction can be closed but will be analyzed as taxable exchange.  Debtor may have income under §1001 (gain or loss).  Debtor who performs services will have income and the creditor may have a business deduction.  Releasing contract counterclaim means income from constructive receipt of damages.
· Can be viewed as a two part transaction – releasing damage claim akin to cash payment in settlement of claim from lender to borrower and cash payment of loan from borrower to lender.
· Rev. Rul. 84-176 – amount owed forgiven in exchange for release of K counterclaim.  Discharge pursuant to §61(a)(12)?
· “Settlement paid” conceptualized as compensation for lost profits not discharge – NOT INCOME.
· Loans in a Consumption Tax --  
· Retail sales tax:  purchases made with borrowed funds same as any other purchase.  Sales tax same.
· Cash-flow consumption tax:  loan proceeds included when received and deducted when repaid.  Consumption using borrowed funds is purchased with after tax dollars but borrowing to buy things would entail sig. greater costs.  Encourage less borrowing.
· But borrowing to invest would be fine, because deduction taken as soon as funds are invested.  No tax burden on invested amounts.
· Would have to categorize everything as investment or consumption.
· Treats all interest the same.
· Deductions and Credits: Business Expenses vs. Personal Expenses

· We tax net income to make it equitable and let people spend money to make money.  Expenses for consumption are different – must bet taxed, otherwise we are left with a tax on savings.  How to distinguish mixed business and personal expenses?
· Itemized Deductions – Limitations

· Above the line are related to trade or business and can be claimed regardless of any itemization below the line.
· Below the line – itemized deductions -- are often mixed business/personal and only allowed if taxpayer chooses to take them rather than taking standard deduction.
· §67(a) LIMITATION --Misc. deductions are subject to 2% floor – can only deduct to extent that they exceed 2% of AGI
· Non-business or trade related expenses for production of income.
· Safe deposit box to store stocks and bonds
· Fees for investment advice
· Legal and accounting fees
· Costs of collecting investment income
· Travel costs associated with investments
· §67(b) – identifies itemized deductions that are excluded from “misc.” category.
· Deduction for charitable contributions, medical expenses
· These often subject to separate limitations.
· Self-employed taxpayers entitled to §62 above the line deductions for costs that are miscellaneous and subject to floor for others.
· §68 LIMITATION – for taxpayers above threshold amount, reduction of itemized deductions by 3% of AGI over threshold limited to total reduction of 80%.
· 2001 Act phases these out starting in 2006.
· Some considerations about whether it’s better to have an increase in income or take the deduction below the line or have reimbursement above the line. p.176
·  Any reimbursement over expenses goes below the line.  
· Employer can only deduct reimbursement of up to 50% of expenses.
· Mixed Business and Personal Expenses
· Business expenses generally deductible under §162 and personal expenses under §262.  What about the ones in the middle?
· Could split the business and personal part – §274(c)(1) – foreign travel – expenses not allocable to business or profit are not deductible.  Ratio of days of business to personal days.
· Travel 
· Commuting – personal expense, not entitled to deduct.  Reg. §§1.162-2(e), 1.212-1(f), 1.262-1(b)(5).  Non-business reasons enter into choice of place of residence.
· If drive from office to meet client and back to office – necessary business expense.  Transport between one business location and another.  Rev. Rul. 55-109, 1955.
· Tool Rule – if you can show that the cost is more to transport tools than to transport self, excess cost is deductible.  Fausner.
· Exceptions:
· Expenses of traveling to temporary work outside of resident metropolitan area are deductible.  Rev. Rul. 99-7
· If you have more than one regular place of business and at least one is away from residence, all costs going between residence and temporary work locations in the same trade or business are deductible regardless of distance.  Rev. Rul. 99-7.
· If residence is principal place of business within meaning of §280A(c)(1)(A), can deduct costs of travel between residence and any work location in same trade or business, regardless of distance or permanence of worksite.  Rev. Rul. 99-7
· “Temporary”:  Realistically expected to last less than a year absent facts and circumstances to indicate otherwise.  If it changes later, temporary until point that expectations changed.
· Away from Home – 
· §162(a)(2) – deduction for traveling expenses besides “lavish or extravagant under the circumstances” including those that are:
· “ordinary and necessary”
· incurred “away from home”
· incurred in the “pursuit of a trade or business.”
· Hantzis – interpretation of “away from home” and “pursuit of trade or business” – law student working in NY going to school in Cambridge.
· Expense not a necessary cost of producing income.  
· Exigencies of business must be motivating factor.  Prior existence of business not necessary.
· §162(a)(2) designed to help people who because of the business MUST maintain two homes.
· Would need business ties to Boston to justify home there and bring her within temporary employment doctrine.
· Daly – tax home of salesmen who left VA to sell stuff is his sales area since there are personal reasons for him to live in VA (family).  Problem of families with spouses who both work.
· Tax home = principal place of business.  Depends on where taxpayer (1) spends more time, (2) engages in greater degree of business activity and (3) derives a greater portion of income.
· Andrews – not possible to have two tax homes and no deduction.  Duplicated living expenses are a business expense.
· Henderson – or no tax home.
· With spouse – §274(m)(3) denies deduction for spouse unless spouse is taxpayer’s employee, traveling for a bona fide business reason or the expenses would be otherwise deductible.
· Meals and Entertainment

· Meals away from home –
· “Overnight rule” – US v. Correll – have to stay overnight (sleep or rest) to deduct full cost under §162(a)(2).
· Local meals –
· Entertainment of clients and customers
· Entertainment of coworkers
· Moss – lawyers who meet every week for lunch, business reasons for meeting over lunch, etc. --  still not a necessary business expense since meal not required to achieve business objective of partnership meetings.
· Might be different if it was, say, a monthly lunch to allow partners to get to know associates.
· Frequency an issue.
· Other business purpose such as professional meeting
· Sutter – only excess cost.  Have to show that costl is “different from” or “in excess of” normal personal expense.  Rule now applied to abuse cases.
· §274(n) – deduction limited to 50% of the cost.  Including tip, tax, cover charges, entertainment but not transportation to/from (fully deductible).
· Restrictions under §274
· §274(a) – disallows deductions for entertainment activities unless shown to be directly related to active conduct of business or associated therewith if item precedes or follows substantial and bona fide business deduction.  No club dues.
· §274(d) – substantiation requirement.
· Walliser v. Commissioner – trip was “entertainment” and requires directly related test of §274.  More than general expectation of deriving some income at some indefinite future date.
· Reimbursements:  If on an expense account, §274 is employer’s, not employee’s, problem.
· Reimbursements do not need to be reported as long as employee makes adequate accounting and doesn’t claim more than reimbursed.  Reg. §1.62-2(c)(4).
· Employer is subject to 50% limitation but not employee!  §274(n)(2)(A).
· Plan must meet three requirements of an “accountable plan”:
· business connection
· substantiation requirement
· return of excess reimbursement
· Expenses in excess of reimbursements are below the line “misc. itemized deductions.”  All the usual restrictions plus 50% limitation if meal or entertainment.
· Education

· §127 – Employer provided educational assistance
· (a)(2) -- $5250 max exclusion
· Must be separate written plan of employer for exclusive benefit of employees.  Tuition, courses, etc. but not tools and stuff employee can keep or for sports and hobbies (c)(1)(b) 
· Has to benefit certain category, not just for shareholders and owners/highly compensated employees
· Deductible even if they wouldn’t qualify under §162 or the regs if paid for by taxpayer.
· §162 – Work related educational expenses

· Reg. §1.162-5

· (a)(1) – maintain or improve skills required  by the individual in employment or trade or business
· (a)(2) – meets the express (minimum) requirements of individual’s employer (for a bona fide business purpose) or requirements of law and regs as a condition of retention
· Subject to 2% floor under §67(a) and overall limit of §68.

· (b)(2) – costs to reach minimum educational requirements for qualification are not deductible.
· (b)(3) – nor are costs to qualify for a new trade or business.
· (e) – costs of travel away from home to education are deductible subject to all the away-from-home crap under §162(a)(2) and §274(c) and (d).
· Costs when you are unemployed or inactive in profession generally not deductible (law student who goes straight to LLM can’t deduct cost of latter).
· §117 – Scholarship Exclusion
· §221 – Interest on education loans – deductible according to some really fucked up high income limitations (something to do with the ratio between excess of modified AGI over $50,000 and $15,000 and mAGI is in reference to income determined without regard to 4 sections of the code but with regard to 5 different ones).
· §222 -- $3000 deduction if income less than $65,000 ($135,000 for joint).  $4000 in 2004 unless income between $65K and $80K (then $2000).  Can’t take with §25A.
· §25A – Hope and Lifetime Credits

· Can claim both but not for same expenses.
· Student can be spouse or dependent. §25A(f)(1)(A).
· Phase out for income over $40K ($80K for joint) §25A(d)
· §25A(b) – Hope

· credit up to $1500 for first two years
· limit is per student
· §25A(c) – Lifetime

· credit 20% of expenses up to a credit of $1000 for education not eligible for Hope credit, including next two years and higher education.
· limit per taxpayer
· §§529 and 530 – Education tax-free accounts

· §529 – Qualified Tuition Programs – 
· established by State or qualified educational institution
· distributions that do not exceed qualified higher education expenses are excluded from income.
· compared to IRA, better – no income phase-outs, no age limitation, no mandatory distribution rule.  QTPs must contain overall limitation pegged to cost of higher education but no annual limit.  §529(b)(7).
· §530 –  Education IRA – 
· contributions limited to $2000/yr
· only until beneficiary is 18 years old
· §164 – Taxes –

· State & local property and income taxes but not state and local sales tax.
· Sales tax in connection with acquisition or disposition of property treated as part of cost or as reduction in amount realized.
· Federal income, social security, estate gift and inheritance taxes not deductible. §275.
· Specialized assessments for improvements which increase the value of assessed property not deductible.  Can be capitalized and treated as part of cost of related property.  §164(c)(1).
· Property taxes deductible by property owner.  If property sold during the year, taxes pro-rated between buyer and seller.  See p.226.
· Losses – 
· Must be realized, recognized, allowed and not disallowed.

· §165(c) – taxpayers may deduct:
· losses related to trade or business
· incurred in transactions entered into for profit
· fire, storm, shipwreck, other casualty or theft
· §165(a) – no deduction for anything reimbursed.
· Reg. §1.165-1(d)(2)(i) – if there is reasonable prospect of recovery, have to wait until it can be ascertained with reasonable certainty whether reimbursement is received.
· (iii) – if reimbursement unexpectedly received, part of gross income
· §165(b) – basis for determining amount of deduction is adjusted basis
· §1.165-1(c) – deduction may not exceed basis in property at time of loss.
· Trade or business losses are above the line.  §62(a)(1)
· NOL may be carried back two years and forward 20 years.  §172(B)
· Personal losses not subject to 2% floor or overall limitation.
· Casualty loss – deduction is the lesser of adjusted basis or decline in FMV as a result of the casualty.  §1.165-7(b)(1).  Unless used for production of income, trade or business and totally destroyed – then if AB is greater, use AB.
· If property converted from personal to business use prior to the casualty, the basis is the lesser of the AB or the FMV at the date of conversion.  §1.165-7(a)(5)
· Amount of deductible casualty loss for property not completely destroyed reduces the AB of the property.  §1016(a)(1).
· Confined to extraordinary, nonrecurring losses.  If willful negligence caused the loss, no dice.  Deductible in year sustained.
· Each theft or casualty occurrence must exceed $100.  §165(h)(1)
· Total losses for casualty and theft, after subtracting $100 per casualty, must exceed 10% of AGI.
· Theft – have to establish that theft occurred, not just disappearance.  Deductible in year of discovery. §165(e).  
· Gambling losses – §165(d) – allowed to extent of gains.
· Exchange of capital assets – §165(f) – §§1211 and 1212 (dealt with later).
· §166 – Bad debts –

· Deduction up to the basis of the worthless debt or the worthless portion [§166(a)(2)].  

· All non-business bad debts treated as short term capital losses. §166(d)(1)(B).

· Hobby Losses

· Smith v. Commissioner – farm was operated for profit not as hobby despite many years of losses.  Only 10% of produce for personal consumption.
· §183 – disallows deductions for activities not engaged in for profit (in addition to §262 – personal expenses disallowance).

· §183(d) – rebuttable presumption that activity is for profit if gross income from activity exceeds the deductions attributable to it for three or more of five consecutive tax years ending with the year in question.

· Failure to meet this doesn’t mean it’s not engaged in for profit.

· §183(b)(2) – deduction allowed for losses up to income gained from hobby.  Subject to 2% floor of §67(a) and overall limitation of §68.
· Reg. §1.183-2(a) – profit motive established on the basis of objective facts  not subjective intent.  No reasonableness standard.  Jasionowski.  Cf. Antonides.  Has to be a bona fide objective of making profit.  Dreicer.
· Reg. §1.183-2(b) – 9 relevant factors

· manner in which activity carried on

· expertise

· time and effort expended

· expectation that assets will appreciate

· success in other similar and dissimilar activities

· history of income and losses with respect to activity

· amount of profits

· financial status of taxpayer

· elements of personal pleasure or recreation
· Passive Activity Losses

· §469

· “Passive activity” – one that taxpayer does not “materially participate” in.  

· Material participation means involved in operations on a regular, continuous and substantial basis. §469(h)(1).

· Three factors:

· principal trade or business?

· geographical proximity?

· knowledge/experience in the enterprise?

· Reg. §1.469-5T(a) – seven ways to determine.  E.g. 500+ hours of participation, 5 years of past material participation, etc.  less than 100 hours, auto-DQ.  Count spouse time.

· “Basket system” – three major baskets – can’t net losses from against income in another §469(a) and (d)
· Passive activity basket

· Portfolio or investment basket

· Active business basket

· §469(e)(1) – investment income not part of passive activity income.

· Any passive losses not allowed in the year incurred are “suspended” and may be carried forward indefinitely and used to offset income from passive activities in a subsequent taxable year.  §469(b)

· When taxpayer disposes of entire interest in passive activity in a taxable transaction, all suspended losses become fully taxable.  §469(g)

· If losses exceed passive income for the year, the freed-up losses may be used to offset other income regardless of category.  §469(g)(1).  At this point, losses are real economic losses, not just paper losses.

· Rent is passive. §469(c)(2) and (7).

· Unless you are real estate professional.

· Or if you “actively participate.”  Then you get to deduct against non-passive income up to $25,000 of passive activity losses from the real estate that exceed income from all passive activities. §469(i)(1) and (2).

· Phased out above $100,000 AGI.  §469(i)(3).

· Nothing above $150,000.  §469(i)(3)(F).

· Transactions Between Related Parties
