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Prof. Schenk

Spring 2001 Income Taxation Outline

I. COURSE OVERVIEW

A. Fundamentals of the Course

1. Policy. We tax income. We have different options – tax on property, wealth, or consumption. In the US, we choose to use income as the base. The basic policy in choosing a base is fairness.

2. Fundamentals of tax law. Multiply base by tax rate to determine how much tax is to be paid.

· Base and rate independent.

· Progressive rates. We have progressive rates. In a progressive system, the first $20,000 might be taxed at 10%, the second $20,000 and 20%, and everything thereafter at 30%. When a taxpayer hits a certain number (i.e. $125,000), everything thereafter is taxed at the same rate. Under current law, the top marginal bracket is 39.6%, which will be translated to 40% in this course. The lowest bracket is 15%, and most Americans are in the 15% bracket.

· Two-rate system. We have a rate imposed on labor and certain other types of income, and a rate imposed on capital (capital gains tax). Capital gains tax is half of the rate for labor.

3. Determining the tax.

· Steps in determining the tax. Once you have the base and rate, you can determine the tax:

(1) Define income

a. Congress excludes certain things. Congress statutorily excludes certain things that would otherwise be income, often for policy reasons – i.e. scholarships.

(2) Gross receipts – exclusions = gross income

(3) Gross income – deductions = taxable income

(4) Taxable income x rate = tentative tax

(5) Tentative tax – credit = tax owed

· What should be deductible?
a. Cost of producing taxable income. A sells a widget for $100, but it costs $60 to make the widget. A is not $100 better off than before, only $60 better off than before. A’s base thus reflects the cost of producing taxable income.

b. Consumption deductions. If we want to encourage consumption or ownership of certain goods, we can provide a deduction for money spent on those goods.

· Taxable income. What is left is called taxable income. Multiplying taxable income by the rate produces a tentative tax. The tentative tax minus any credits leaves tax that is owed.

· Other related questions:

(1) On whom do we levy the tax? It’s possible to say that not everybody with taxable income should pay a tax. The best example in the US is people with too little taxable income, or children (in many cases, those two overlap).

(2) Whether we treat all people as separate taxable units. We are permitted to aggregate the taxable income of married couples. We aggregate the income of parents and their unmarried children.

(3) What is our taxable income?
a. Example. B is taxed in the 30% bracket and B’s daughter is taxed in the 10% bracket. B tells her employer to sign the check to her daughter this month. We need to look at the substance of the transaction as well as the form to determine who should be taxed.

(4) When do we pay taxes? Time value of money is a huge issue for income taxation. There are two related issues:

a. A dollar tomorrow is worth less than a dollar today. If the interest rate is 10%, and you can have a dollar today or $1.10 in one year, you would be indifferent between the two. A taxpayer is always better off reporting salary next year rather than this year, because it will not be as onerous.

b. Deductions worth more now than in the future. A deduction is worth more now than in the future, also due to the time value of money.

(5) Taxation of property transactions, which involves all these issues.

(6) Annual basis. Everything must be allocated to one year or another. Annual accounting creates a large number of complex problems.

4. The tax legislative process.

· Two ways for tax legislation to occur:

(1) Started by executive branch. The executive makes a tax proposal pretty much every year. This goes to the Treasury Department, which prepares proposed legislation, accompanied by a report. The Treasury Department is constrained by what the president says – if the president proposes lowering rates on capital gains, they cannot propose raising rates on capital gains.

(2) Started by congressional effort.

a. Ways and Means Committee. Serious proposals go to the House Ways and Means Committee. The Ways and Means Committee produces statutory language, along with a committee report and hearings. The statutes are generally poorly drafted because of the difficulty of drafting statutes. The hearings are not entitled to much weight because they are not endorsed by Congress. Committee reports can be relied upon only to the extent that they are borne out by the statute.

b. Senate Finance Committee. After the Ways and Means Committee, the proposal goes through the Senate Finance Committee, which is like the Ways and Means Committee but cannot propose legislation. The Senate Finance Committee actually does in effect draft legislation by taking out everything proposed by the Ways and Means Committee and drafting its own bill with the same number as the House bill. Then a compromise between the House and Senate versions of the legislation is worked out. If it passes both Houses, it will be an act of Congress. The resultant report does carry quite a bit of weight.

c. Presidential signature. The legislation then goes to the president to be signed or vetoed. At one time, Congress passed the line-item veto, but it was subsequently found unconstitutional. Under current law, the president must sign or veto the entire legislation.

(3) After the tax legislation is signed into law.

a. Joint Tax Committee report. Once signed by the president, the Joint Tax Committee issues a document called “Explanation of the Tax Act of ----.” The cover of this book is always blue, and is therefore referred to as the Blue Book. It is a very important document. Often the only answer to certain questions can be found in the Blue Book. In the 1990s, Congress would often make mistakes. For example, a provision should perhaps be effective on July 1, 1999 and Congress would accidentally write July 1, 1995. The authoritative answer to this would be in the Blue Book.

b. Codified in the USC. Once a bill is passed, it is codified in the USC. It is also privately published in the Internal Revenue Code. After something has been codified, regulations will be issued. The regulations have a 1 before them, followed by the code number. For example regulations for § 61 would look like: 1.61.

c. Code and regs. The Code is the most important authority. There are two kinds of regs – interpretive regs and regs which do not interpret but which provide authority themselves. Occasionally Congress will pass a provision that states that one of the terms therein is given the meaning provided in the regs. Those regs are entitled to complete weight. Interpretive regs must conform to the statute, but are given broad latitude. Some interpretations are found invalid, but this is extremely rare. The regs cover in detail some specific provisions in the Code. They often include examples.

d. Revenue rulings. After the tax code is passed, a number of administrative rulings are issued, the most important of which are revenue rulings (looking like: Rev. Rul 99-6 1999-1 C.B. 14). They are issued every year in chronological order. (99-6 above means it was the sixth ruling of 1999.) Rulings accomplish two things. First, they deal with controversies or show how something must be treated. Second, they announce the IRS’s litigating position on a controversial matter. Revenue rulings are not law, although they are routinely cited as though they were. Although taxpayers are free to challenge a revenue ruling, it is an 800-pound gorilla. When a revenue ruling says something should be treated a certain way, most Americans treat it in that manner because the only way to fight it is by going to court.

e. Regulation procedures/Field Service Advice. There are also regulation procedures (reg procs) and Field Service Advice (FSA’s). FSA’s are publicly released, and attorneys read them to get an idea of what the Service’s position will be on a matter. While revenue rulings are well considered, FSA’s are often off the wall.

f. Letter rulings. Letter rulings are based on a taxpayer’s set of actual facts (unlike revenue rulings, which are based on a hypothetical). A taxpayer will write to them, describing his situation and asking what he should do. He will get a response based on his actual set of facts. Rulings are issued under FOIA, and practitioners read them constantly even though they are binding on nobody but the taxpayer to whom they are issued. The upside is that you have security that the taxpayer can go ahead in a deal if he receives a favorable ruling, while the downside is that the IRS will now know who he is. We won’t read them in this class.

5. Self-assessment system.

· The self-assessment system. We have a self-assessment system in this country. The burden is on the taxpayers to self-assess the taxes owed and inform the Service how they do that. The Service then theoretically reviews the self-assessment. Most tax returns are now scanned to check for math errors or other really obvious errors (i.e. a taxpayer claiming 2,000 dependents), but less than 1% of individuals are audited. (On the other hand, Fortune 500 companies are in a constant state of audit.)

· The “audit lottery.” People behave differently if they know they are going to be audited. A lot of people cheat on their returns because they believe they will not be audited. The way Congress deals with that is assessing penalties when people cheat on their taxes. But this is a big problem because there are billions of lost dollars in revenue from aggressive return positions or out and out lies.

· Deficiencies. If B is audited and there is a problem, B is assessed a deficiency.

a. Challenging a deficiency. The Service announces they will send B a 90 day letter. If B cannot persuade them otherwise, they will issue it. B then has two choices – he can pay the deficiency or challenge it. B can pay and preserve his right to challenge by filing a refund suit in the federal district courts, or he can not pay and challenge it in tax court. This system thus gives rise to two levels of cases.

b. Tax Court. The US Tax Court is at the same level as the district court but with no jury – facts and law are determined by a Tax Court judge. The Tax Court is headquartered in Washington, but is a traveling court that tries cases throughout the country.

(1) Tax Court Memo opinions. These cases are heard and decided by one judge, and they are called Tax Court Memo opinions (the form is 93 T.C.M. 1466 or T.C.C. 1996-14). Memos are usually not given much weight.

(2) Tax Court decisions of entire court. A Tax Court decision of the entire court looks like this: 104 T.C. 1783. A judge refers the matter to the entire court, which reads the briefs and issues an opinion.

c. District court. In the district court, the case is heard by a district court judge, with a jury that issues decisions on the facts while the judge issues a decision on the law. Historically, district court tax opinions are not well thought out. The tax community does not view them with a lot of respect. However, these cases do have a jury, which may be advantageous in cases where the jury may be sympathetic.

· Appeals. Tax Court cases are appealed to the circuit court in which the Tax Court resides, and district court cases are appealed to the circuit in which the district court is found. Circuit court decisions are appealed to the Supreme Court.

· Precedent. The Tax Court is bound by the circuit to which the case would be appealed. In some cases with multiple defendants, the Tax Court says two entirely different things because the cases would be appealed to two different circuits. There have been proposals for a separate Tax Court of Appeals, which are generally opposed by tax people.

6. Evaluating tax policy.

· Two tests. Tax scholars generally use two tests to determine whether a tax policy is appropriate:

(1) Equity

(2) Efficiency

· Equity. Historically, we’ve said that a tax should be fair in two ways:

(1) Horizontal equity. It taxes equals equally.

(2) Vertical equity. We take more from people with a greater ability to pay. A relevant question is how much more they should pay in taxes.

(3) If equals are not taxed the same, it violates horizontal equity. There is generally also a violation of vertical equity, because people will be out of order by being taxed differently.

· Efficiency.

(1) Effect on behavior. We want taxes to affect behavior as little as possible unless that is what Congress intended. By definition, there are no neutral tax statutes.

(2) Equity. Every inefficient or non-neutral tax provision is also a violation of equity. If our provisions subsidize widgets over wodgets, it also violates equity. That doesn’t mean it’s bad; sometimes we want them, i.e “sin taxes.”

· Types of taxes.

(1) Flat tax. Taking a certain percentage of everybody’s income (i.e. 20%) is known as a flat tax. The only broad-based federal flat tax is Social Security. State sales taxes are also examples of flat taxes.

(2) Progressive tax. We have a progressive tax. The higher one’s income, the greater one’s ability to pay taxes. Thus, their tax rate will increase.

· Complexity. Everyone agrees the tax system is too complex. However, there is no constituency for simplicity. Taxpayers are interested in any kinds of provisions that will save them money, and complexity can thus benefit individual taxpayers. Kinds of complexity:

(1) Rule complexity. Can you get your hands around the statute? However, equity is the enemy of simplicity.

(2) Transactional complexity.

(3) Compliance complexity. We can’t administer a law that we can’t apply at all.

· Administrability/compliance issues.

· Political considerations.

II. COMPENSATION

A. What Is Income?

1. Generally.

· Salary is part of gross income.

· The bulk of litigation involves payments in kind (which can be compensation), or fringe benefits (which are not compensation).

2. Business pays taxpayer’s taxes.

· It is generally taxable as compensation for services – §61(a)(1), Old Colony Trust.
a. Underlying circumstances can alter this general rule. For example, the taxpayer may have loaned money to the business and they paid him back by paying his taxes.

· Taxing the taxes. The business paying taxes for its employee will be taxed. Thus, the employee should make sure that the business pays the amount of tax that their payment of his taxes will be taxed. The taxes on top of the payment of taxes will keep pyramiding. There is a formula to get the amount of taxes that the employee will have to pay for the business’s payment of his taxes down to less than a dollar, so the amount the business pays matches the total amount he is taxed after continuing to add the payments.

3. Business providing dinner to employees.

· §119. A meal can be excluded from the employee’s income under §119(a)(1).
a. Criteria:

(1) The meal itself is provided by the employer. The employer cannot reimburse the employee’s expenses or provide vouchers, but rather must provide food itself.

(2) The meal has to be furnished on the business premises.

(A) Employees cannot go downstairs in same building for lunch. Rather, the meal must be eaten on the business premises themselves.

(B) Generally, employees can only eat when they are working, rather than go home and come in to eat. However, as long as over half of them are there for business, there is no need to monitor them.

(a) “Half the employees” rule is example of lobbying. Las Vegas casinos wanted this provision, and a senator from Nevada appended it to a bill. Now half the casino employees can get tax-free compensatory meals. The entertainers were upset by the fact that they didn’t get free meals, and the casinos wanted them to be able to get free, tax-free meals.

(3) Meal is provided for the convenience of employer. For example, the employer could provide meals for the purpose of getting its employees to work overtime.

(A) Look at the specifics. This rule precludes employees from working normal hours, then returning for a meal. The employer must receive something from the fact that it provided a meal to its employees.

(B) Normal meal hour. The regs take the position that if the meal is at a normal meal hour, then it is probably for the convenience of the employer.

(C) Ways to document that meal is for convenience of employer:

(a) Preventing employees from leaving work premises, thus showing that employer needs to provide a meal so employees can work. The IRS has conceded that telling them this is sufficient.

(b) Shorten lunch break. Since employees do not have time to go out and get lunch, they will have to dine in.

(c) Make employees bill a certain number of hours per day. If hours required are enough, employees will have to dine in.

b. Purpose:

(1) For convenience of employer

(2) Would not be valued right for employee otherwise; employee does not necessarily value meal that he is required to eat by employer at the purchase price.

· De minimis fringe benefits – §132.

a. §119 does not preclude food that does not fall under it from being excluded under §132. §119 does not exclude anything that does not fall under it. This is also demonstrated by the regs, which refer to something excluded in §119.

b. Requirements for meal as de minimis fringe (Reg §1.132-6(d):

(1) Provided on occasional basis.

(2) Provided to allow employee to work overtime.

c. Reason: Benefit is too small to be taxable.

· Why don’t all employees do it this way? The employer is indifferent between giving $20 in cash our $20 worth of meals. However, the employee is not indifferent. The individual might value the $20 meal at, for example, $16.

a. Taxpayer’s preference. If taxpayer’s tax bracket is 50%, a rational taxpayer would prefer the meal over cash, assuming the taxpayer is rational.

· Policy analysis.

a. Horizontal equity: A provision of a statute is horizontally equitable if it treats equals equally, and violates horizontal equity if it does not treat equals equally. If A and B have the same economic income but by virtue of this provision have different taxable income, it is a violation of horizontal equity. Otherwise, it meets horizontal equity.

b. Horizontal equity example. A earns $160,000 plus $5,000 in meals. B gets $165,000 in cash and no meals. C gets $160,000 in cash and $5,000 in vouchers. Although they each have the same economic income ($165,000), A has $160,000 in taxable income, B has $165,000 and C has $165,000. All three have the same economic income, but A has less taxable income than the other two.

(1) Argument that they do not have the same economic income. We don’t know that A and C value their meals at $5,000 – we are assuming that $5,000 in vouchers or meals are the same as $5,000 in cash. If vouchers or meals aren’t worth $5,000 to the recipients, then the three taxpayers have different economic income. However, if this is the case, it follows that they should not be paying the same taxes, but it does not mean that A should pay $160,000 while the other two pay $165,000. Rather, A should pay $160,000 plus his economic valuation of the meals.

(2) Consumer surplus. A or C may value the meals more than the market does. Technically consumer surplus is an economic benefit to them, but as a practical matter it can never be taxed. Nobody would ever admit to consumer surplus, presenting a basic evidentiary problem.

c. Result of this disparity. B and C will have their salaries increased in some way. Although the Code doesn’t view the meals as compensation, the market will. If the market responded perfectly, there would be no violation in horizontal equity. In a perfect market, B would demand from its employer cash in an amount such that after taxes it equals A’s compensation.

d. Efficiency. §119 affects behavior because in a non-tax world, the meals are worth less than tax. Once we add tax, the meals are worth more. This is not necessarily bad because we might want to benefit certain foodstuffs. The food industry in general supports §119 – the restaurant industry gets a lot of business from it.

(1) Restaurants taking advantage of §119. To take advantage of §119, restaurants will begin to cater, bringing food to the employer or else starting a branch on the employer’s business premises.

4. Athletic facilities.

· Use of athletic facilities can be excluded from gross income under §132(j) if they are on-premises athletic facilities.

· Requirements of “on-premises athletic facilities”:

(1) Located on premises of the employer

(2) Operated by the employer

(3) Substantially all the use of which is by employees of the employer

· Violates horizontal equity: Violates horizontal equity between those people whose employers have gyms on premises and those who have gyms down the street. Only large employers can take advantage of this provision, and not small businesses.

5. Employee transportation.

a. Qualified transportation fringe – §132(f).

· Three exclusions under this provision:

(1) Transportation in a commuter highway vehicle

(2) Any transit pass

(3) Qualified parking

· Limitations on exclusion (§132(f)(2)):

(1) $65 per month in the case of aggregate of benefits from transportation in commuter highway vehicle and transit pass

(2) $175 per month for qualified parking

(3) Inflation adjustment. Beginning in 1993, dollar amounts of commuter highway vehicle and transit pass shall be increased by an amount equal to the dollar amount, multiplied by cost-of-living adjustment for the calendar year in which the taxable year begins.

· Transportation in commuter highway vehicle. Two requirements:

(1) Seating capacity of vehicle is at least 6 adults, and
(2) At least 80 percent of the mileage use can reasonably expected to be: (I) for purposes of transporting employees in connection with travel between their residences and place of employment, and (II) on trips during which the number of employees transported is at least ½ the adult seating capacity (not including driver).

· Transit pass. Transportation qualifies as a transit pass if is:

(1) On mass transit facilities, or
(2) Provided by person in business of transporting others for compensation or hire, if seating capacity is at least six adults.

· Qualified parking. Qualified parking is parking provided to employee on or near business premises of employer. It does not include parking on or near property used by employee for residential purposes.

b. De minimis fringe benefits. If employer sends employee home once in a dial-a-cab, it is a de minimis fringe rather than taxable income.

c. Unsafe conditions exception – §1.132-6(d)(2)(iii). In certain conditions, transportation provided by employer in excess of $1.50 per one-way commute is excludable:

(1) Unusual circumstances. The regs state, “Unusual circumstances are determined with respect to the employee receiving the transportation and are based on all facts and circumstances.” One example is the employee being asked to work outside of his normal work hours (i.e. being called into work at 1:00 a.m. when employee normally works from 8:00 a.m. to 4:00 p.m.).

(2) Unsafe conditions. These are determined by “history of crime in the geographic area surrounding the employee’s workplace or residence and the time of day during which the employee must commute.”

6. Working condition fringe benefits – §132(d).

· Excludable as working condition fringes are those items that the employee could deduct if she paid for them herself.

a. Example: Palm Pilot given to summer associates at a law firm.

· Black cab hypo.

a. The problem: What if employer stated that a sports car was for convenience of employer?

b. The answer:

(1) Overview. The black cab is only not taxable if it is not income under §61, or if there it is excludable under §132. Under §61, the convenience of employer test cannot be read into the definition of income. Under §132 there is no exemption. Thus, the black cab should be reported as income. However, it is never reported. At some point, the Service will nail a firm or company for these violations, which may have a considerable deterrent effect.

(2) Courts used to read “convenience of employer” test into the term “income.” The only possibility for a general “convenience of the employer” argument is that it is encompassed within the term “income.” Before §119, the courts routinely did that – Gotcher is a good example.

(A) Today, there is no specific exclusion. It might be relevant under § 61 (defining gross income). A court can use the convenience of the employer element to try to show that the value received was not income – i.e. if a company is courting a non-employee. However, for an employee, this argument should not be relevant (due to the risk that everything an employee does could be defined as for the convenience of the employer, and thus nobody would pay taxes).

(3) Does §132 now preclude this argument? §132 would not dispose of it because it only deals with employees. If a benefit is provided by a non-employer (i.e. in Gotcher), §132 doesn’t apply. If the employer provides the benefit, there is no validity for arguing convenience of employer under §61 – it is clearly taxable income.

(4) Significance of the answer. Two people should be concerned:

(A) Employee: The employee cares for procedural reasons – if the car is taxable, it is taxable as compensation. The employee gets a deduction regardless, so for tax purposes is indifferent.

(B) Employer. Employer as a technical matter should withhold. It is of some concern to employers that there is massive fraud occurring that could at any moment be picked up by the IRS. The IRS is so understaffed that right now it can’t go after employers. An efficient way to do this would to be to bust a big employer for failure to withhold.

7. No-additional-cost service – §132(b).

· Criteria for exclusion:

a. Offered for sale in ordinary line of business of employer in which employee is performing services, and
b. No substantial additional cost.

· Examples.

a. Lawyer for Sky Airlines flies free on space-available basis. It is a no-additional-cost service. It meets both of the above criteria.

b. Lawyer for Widgets, Inc. hitch-hikes on company jet: No exclusion because the jet is not offered to customers.

(1) Valuation for tax purposes. There are special rules for these valuations. It would intuitively seem that the right answer is that the lawyer should be taxed the value of a seat on a chartered aircraft, because a ride on the company jet is clearly more valuable than a seat on Continental. Nevertheless, the regs let the taxpayer value it the same as a seat on a first-class flight.

c. Law firm trying to recruit lawyer flies her out. This is most likely not excludable. Since she is not an employee, this is a fringe provided by a non-employer. Thus, it is excludable only if it is not income under §61. The only possibility is to argue under Gotcher that it is for the convenience of the employer. However, be leery of carrying that argument too far – almost anything an employer does is for its convenience. It cannot suffice that the employers simply say they want the employee to do this, or else nobody would receive a paycheck again. In exchange for services, the employee would ask the employer to order him to live in this condo, drink this milk, take this vacation. There is no statutory authority at all for excluding the flyback.

d. Spouse being flown out on recruiting trip. There is even less of a case for the spouse. The lawyer will most likely be the one taxed for the trip, even though the spouse receives the consumption benefit. The lawyer gets the benefit of having her spouse see the prospective employer. Although it is possible to tax both, generally it will be treated as receipt by the lawyer of compensation, followed by a gift to the spouse, which is not taxable. Generally, the IRS says that when a dependent receives a taxable fringe, it is taxable to the employee and not the dependent.

e. No deduction for job-seeking expenses. Expenses of looking for a new job are not deductible.

· Industries that can’t use no-additional-cost services:

a. Certain service industries without excess capacity – i.e. masseuse, manicure salon. However, if there is no 3:00 appointment, the manicurists would be free to do each other’s nails.
· Education. If a service is not available for reasons of qualification, the employer cannot provide that service to employees. If employer’s goods are not available and desirable for the public, employees are not interested.

· Industries who lobbied for this exclusion: Airlines, big department stores, hotels, clothing stores. The Gap can pay people low wages because people who work there also want to buy Gap clothes.

8. § 83 – property transferred in connection with performance of services.

· General rule (§ 83(a)): If, in connection with performance of services, property is transferred to any person other than the person for whom such services are performed, the following is included in gross income in first taxable year in which rights of person having beneficial interest in such property are transferable or not subject to risk of forfeiture:

a. Fair market value of such property at the first time the rights in such property are transferable or not subject to substantial risk of forfeiture, over

(1) Transferability: Rights is property are transferable only if rights in such property of transferee are not subject to substantial risk of forfeiture

(2) Substantial risk of forfeiture: The rights in property are subject to substantial risk of forfeiture if such person’s rights to full enjoyment of such property are conditioned upon the future performance of substantial services by any individual.

b. The amount paid for such property.

· § 83(b) – Election to include in gross income in year of transfer: If person who performs services in connection with which the property is transferred does not want subsection (a) to apply, that person may elect to include in his gross income, for the taxable year in which such property is transferred, the excess of:

a. The fair market value of such property at the time of transfer (determined without regard to any restriction), over

b. The amount paid for such property.

· Should taxpayer include the property in gross income in year of transfer? This question cannot be definitively answered because a question like this ultimately rests with the client and not the lawyer.
a. The options:

(1) Wait until the property vests: Don’t declare any income until the restrictions are lifted.

(2) Report it now under § 83(b): If taxpayer decides to report it now, he will pay the difference between fair market value and the amount paid. For purposes of reporting it, we treat the property as though the restriction did not exist, instead treating fair market value as though there were no restrictions on the property.

b. Considerations in deciding whether to report income now:

(1) Value of property could rise or fall between now and the property vests. If the property massively skyrockets before the time it vests, it would be worth paying taxes on it now.

(2) Chance that property will never vest:

(A) If taxpayer does not comply with the restrictions, the property will never vest. If taxpayer elected under § 83(b), he does not get back the extra money that he paid in taxes.

(B) However, if taxpayer did not elect under § 83(b), he is taxed for his time staying in the property rent-free because it was an economic benefit to him. See §1.83-1(a)(ii). The property will be taxed as income over time – thus, if the rental value of the property is $9,000 a year, the taxpayer would have to pay taxes on $9,000 per year. This is not an issue if he elected under § 83(b). The reason is that he paid the taxes as though he were the actual owner of the property. Therefore the employer isn’t letting him live in its property rent-free – he is living in his own property rent-free. Living in one’s own property without paying rent is imputed income, which is not taxable.

(3) Time value of money: It is always better to postpone paying taxes on income. Present value is greater now than it will be in the future. However, we cannot simply discount the present value of the taxes back by the time it will take the property to vest:

(A) We do not know if tax liability will stay the same.

(B) We do not know if taxpayer’s bracket will stay the same.

· Basis.

a. There are two ways to get basis:

(1) Pay for something. The taxpayer’s basis is his cost. One’s gain or loss on the disposition of any property is the difference between the amount received and adjusted basis.

(2) Including something in gross income. If taxpayer elects under 83(b) and pays $10,000 taxes on the property, his adjusted basis increases by $10,000.

(A) Example. Taxpayer pays $80,000 for property, elects under 83(b) and pays $10,000 in taxes. After it vests, he sells the property for $100,000. He reports only $10,000 in gain, because his adjusted basis was $90,000.

b. Relevance of basis when property is sold. When the property is sold, taxpayer will be taxed on gain/loss minus adjusted basis. If taxpayer sells property for $150,000 and his adjusted basis is $110,000, he would report $40,000.

(1) May be taxed more at time of sale if electing under § 83(b). For example, property value may be steadily appreciating. It may be that if taxpayer elected under § 83(b), he would be taxed $60,000, but would only be taxed $40,000 at the time of sale if he used § 83(a). However, reporting $60,000 rather than $40,000 is not such a bad thing due to the time value of money. The total amount reported is the same, but taxpayer defers reporting the income until the time of sale. He is better postponing that income as much as possible.

· Reasons we cannot tell client what to do:

(1) We don’t know whether client will stay for the requisite period, and thus we don’t know whether he will forfeit the property. § 83(b) is not a good idea if he forfeits.

(2) We don’t know how much he will pay on the vesting date. We don’t know how much the property will be worth, what the tax laws will be, or his tax bracket.

· Many employers require employees to elect under § 83(b). The reason is found in § 83(h). The employer gets a deduction only in the year the employee reports it as income. The employer wants to take the deduction up front, so may require an employee to report it as income immediately.

B. Swapped Services, Imputed Income and Gifts

1. Swapped services.

· Swapped services are taxable as gross income equal to fair market value of services received.

a. Revenue ruling proves. The IRS’s litigating position is that both individuals who swap services have gross income equal to the fair market value of the services received. Rev. Rul. 79–24, 1979–1 C.B. 60.

b. Assets vs. liabilities prove. When taxpayer receives services, those services become an asset for taxpayer. The taxpayer does not start with his own persona on the balance sheet, so cannot subtract part of himself as a liability.

· House-sitting example. A house-sits for B, in exchange for use of B’s apartment.
a. A’s income. A has income for swapped services (see above). Even if the fair market value of the apartment where A is house-sitting is $1,000, the amount of income is the fair market value of what he got. What A got is not as much as the full rental value of the apartment because of all the restrictions imposed on him (i.e. he cannot move the furniture, throw parties – in short, he cannot use the apartment as its owner would).

b. B’s income. B has income under § 61(a)(5) – rental income. The rental income will be equal to the fair market value of A’s services.

c. Determining amount of taxation. The relevant question for determining the amount of taxation is the value of being able to use the house for this period of time. Presumably, a broker could put a value on it.

2. Imputed income.

· Dog walking hypo. A works overtime and earns an extra $10 each day. She uses the money to pay B to walk her dog each evening. C never works overtime and walks his own dog each evening.
a. Tax consequences: Who has (should have) gross income?

(1) A’s tax consequences: A is taxed for the extra $10 per day as compensation income. Consumption is never deductible – § 262(a).

(2) C’s tax consequences: Walking the dog herself is imputed income, which is not taxed. This is a rule with no statutory authority.

b. Policy evaluation.

(1) Equity consequences. At the end of the day, A and C both have $100 and their dogs walked. This provision, which taxes A more than C, violates horizontal equity because they have the same economic income but A is taxed at a greater rate.

(A) Solving equity concerns. A could deduct the $10 he spent to hire somebody to walk his dog. However, this would not be a feasible solution because everyone would deduct everything they spend money on, and their base would be savings. What would be left is a tax on savings alone. Since this country thinks savings is the be-all and end-all, that idea is a political non-starter. Tax credits are deductions in another guise, so won’t work for the same reason.

· Reasons imputed income is not taxed:

a. Administrability problems:

(1) Valuation. Most things people do for themselves have different values for each person.

(2) Under-reporting. People would say that they did nothing for themselves. The solution would be tables which state, for example, that everybody is deemed to comb their hair, and it is worth $2.

b. Efficiency concerns. If D sits on the couch instead of working another hour and making another $10, his utility from sitting on the couch must equal $10. If this is the case, we would have to tax leisure. All the time in the day could be valued at the taxpayer’s wage rate. However, such a system would force people to make the most amount of money possible. If A could earn $400 and thus was taxed on $400 an hour, she would have to go directly to Cravath. If B is taxed on the value of lying on the beach, she would have to go work in Wal-Mart instead. The efficiency effect would cause taxpayers to work as many hours as possible at your wage rate.

· Effect of not taxing imputed income:

a. Disincentivizes people from doing what they’re best at. Taxing market labor but not imputed labor changes the relationship between the two numbers, because imputed labor is worth its actual value while market labor value is only worth its after-tax value. In a non-taxed world where A is trying to decide between working for $10 an hour and sitting on the couch, sitting on the couch would have to be worth $10 an hour to make him choose it. But in a world of 50% tax, he is more likely to sit on the couch.

(1) Homemaker example. We have skewed the marketplace in this manner for homemakers, for whom it is more valuable to stay at home than to enter the labor force. When the press talks about people who can’t afford to get a job, they’re referring to the preferential treatment for imputed income. However, suggestions that the right answer is taxation of imputed income are highly unpopular.

(2) Alternative. An alternative is creating a class of people who receive a tax credit or limited deduction – i.e. a limited deduction for a child care credit. However, the imputed income from staying home derives from more than simply taking care of children. Thus, the child care credit is likely to only partially offset the tax advantage of imputed income.

3. Gifts – § 102.

· § 102(a) states that gross income does not include the value of property acquired by gift, bequest, devise or inheritance.

· Test for gifts.

a. Duberstein test. Duberstein states the transaction in question is a gift if it arises from detached and disinterested generosity, or out of affection, respect, admiration, charity or like impulses.

b. Transfers from employer to employee. Transfers from employer to employee shall not be excluded as gifts – § 102(c).

(1) Does not work for family businesses. There is a general presumption for gifts between family members. This conflicts with § 102(c).

(A) Presumption for family businesses. The fact that the family is engaged in business cancels the presumption that anything given from one family member to another is a gift – see § 102(c).

(B) Reason for not codifying presumption for family members. It would make tax circumvention too easy. Family members could employ other family members and treat what is clearly compensation as gifts.

(C) Options for families with family businesses. A family with a family business can either a) provide a gift outside of the employment relationship, or b) make the gift salary and take a deduction.

(2) Perhaps excludable as de minimis fringe, § 132(e). 

· Determining whether it is a gift.

a. Whether it is a gift depends on donor’s motive. Duberstein says that the donor’s motive is a question for the jury.

b. Nearly impossible to advise client whether property received is a gift. It is a matter for jury determination, and the results are odd and conflicting.

· Other possible presumptions.
a. Presumption it is a gift if unsolicited. The problem with this approach is that we ask for gifts all the time.

b. Presumption that it is a gift if nothing expected in return.

(1) Under the gift tax, the federal government taxes the donor on gifts. It defines gifts as something given with less than adequate consideration. It is not clear why Congress did not adopt this definition for the income tax code. It would cover most of the relevant cases.

· Reasons not to tax gifts.

a. More tax revenue. The donor is generally in the higher tax bracket, and thus the IRS will receive more tax revenue by taxing the donor on his income, rather than allowing him a deduction for the gift and taxing the donee.

b. Administrative concerns. It is easier to tax salary without allowing an offset than to track where the money goes. There would be a serious compliance problem, and a greater incentive for taxpayers to say they you gave money away and take a deduction.

4. Qualified scholarships – § 117.

· Qualified scholarships excludable: Qualified scholarships are excludable. Requirements:

a. Recipient must be a degree candidate.

b. No compensatory payments, § 117(c). taxpayer cannot receive scholarship in exchange for teaching, research or other services.

c. Excludable to extent such amount was used for qualified tuition and related expenses (including fees, books, supplies and equipment required for courses). Room and board not excludable.

d. Cannot create a qualified scholarship that only one person can accept, where that one person is known to you.

· Application.

a. Parent providing tuition, food, clothing and housing. Food, clothing and housing must be provided by parents under New York law anyway, and there are decisions supporting that these are not taxable. Although there is no statutory authority for this, the Service has taken the position that support is not taxable. Other taxpayers cannot challenge this positions simply because somebody benefits more than they do – thus, this position rises to the level of law.

b. Employer providing scholarship to employee. This is a transfer from employer to employee. It is compensation, regardless of whether the employee has performed, is performing, or is going to perform services. Otherwise employee could just tell employer to keep his last year’s paycheck and send it after he is finished.

c. Taxpayer who attends state college that does not charge tuition to in-state residents. Excludable because it meets all the criteria for qualified scholarship. Second, trying to tax in such a situation would produce politically explosive debates about the relative values of different educational institutions. Third, it is difficult to tax somebody who does not receive money to pay the tax. Fourth, if we were to tax state schools, we would have to tax all other government benefits, i.e. police and fire protection. There is something very perverse about this, because the bulk of taxation would fall on people with low income, as they tend to receive a large proportion of government benefits. Thus, we would have a highly regressive tax. To avoid this result, we don’t tax any state benefits except for a limited amount of Social Security.

· Policy considerations for repeal of § 117.

a. Horizontal equity. There are currently horizontal equity concerns under § 117. For example, there is horizontal inequity between a taxpayer awarded a full-tuition scholarship, and one whose employer decides to pay his college tuition after he works for five years. Additionally, there are horizontal equity concerns for a taxpayer who works to pay his way through college, because he has to pay taxes on his salary and thus will have to earn even more in order to pay for school with his after-tax income.

(1) People who lose by this system. The people who lose by this system are those who pay for consumption items themselves. We particularly have inequity in the case of education.

(2) Possible solution: Allowing a deduction for money spent on education. One problem with this proposition is defining what education is. What if someone wants to claim a deduction for purchasing the great books, or the great works of music? It is difficult to draw a line for education that will not disadvantage some people. We can never draw the line for complete horizontal equity, but we can draw it in the cases that seem most reasonable for us.

C. Realization and Recovery of Cost or Capital

1. Realization, § 1001.

· Realization rule: Taxpayers do not have income as the value of property changes. Rather, they have income as it is realized.

a. No statutory authority. There is no statutory authority for this. It is up to the courts to define when there is a realization.

· Enormous benefit when value of property increases. The present value of a $1,000 tax obligation is $1,000, but if taxpayer can put it off for five years, the present value is $784. Allowing taxpayer to defer paying taxes in this matter is the  same as changing my tax rate from 50% to 39%.

· Realization rule is a penalty when taxpayer could claim deduction. If taxpayer loses $2,000 on investment, in the 50% bracket his deduction would be worth $1,000. If the tax system makes him defer that for five years, the benefit is only $784. In that case, the realization rule functions as a penalty.

a. Never happens. The realization rule asks that taxpayer pays when he disposes of the property. If my property rises in value this year, I will hold onto it. If the property declines in value, I will get rid of it – the taxpayer can get his loss simply by selling the property. This is because of the realization rule.

· Two types of tax nirvana:

(1) Having economic income and not paying taxes on it. How far down the continuum can I go toward enjoying income without triggering a realization event?

(2) Getting a deduction without having to pay anything. I pay $10 for widgets and later sell them for $14. This form of tax nirvana is not having to pay the $10 but being able to deduct it anyway, or buying the widgets next year but getting the deduction today.

· Application.

a. Purchase for value. Purchase for value produces no change in wealth.

b. Renting out the property. Renting out the property is taxable at the time taxpayer rents it out.

(1) Comes out of the income stream. When taxpayer buys property, he buys the right to the income stream and residual value. The rent is part of the income stream, which is independent of the residual value. Taxpayer is taxed, or gets a deduction, based on the residual value at the time of appreciation.

(2) Code proves. § 61(a)(5) specifically says that rental income is included in gross income. This provision suggests that taxpayer cannot argue that income stream should be offset by the purchase price. The Supreme Court held in Hort that allowing taxpayers to offset the income stream by the purchase price would render § 61(a)(5) meaningless because there would always be a cost offset against rental income.

c. Hypo: Suppose that the lot is currently leased to X at a $12,000 annual rent.  X has eight years remaining on the lease, and asks to be released.  B agrees to accept $13,000 in exchange for release.  What are the tax consequences to B?

(1) Why would the tenant pay to get out of the lease? Probably fair market value were less than cost of lease. If fair market rent were $10,000, and X is leasing for $12,000, X would have to pay the landlord to get out of a favorable lease. The landlord will demand the present value of the rental premium (difference between what the landlord could get from a lease in the current market and the rental in the lease agreement), which is where $13,000 comes from. If the rental premium were $16,000, the landlord might only demand $12,000 due to the time value of money.

(2) The release will be taxed. The landlord’s arguments would not persuade a court:

(A) Argument that landlord was supposed to get $96,000, and thus actually has a loss. The landlord’s argument is that when he purchased the building, a portion should be allocated to the income stream. This argument is clearly wrong. The Court says this can’t be the rule, because everyone would have losses based on opportunities they didn’t take. No courts allocate costs to income stream.

(B) Argument that landlord paid for the right to receive this property. The other argument in Hort is that they paid for the right to receive this property. When they paid $96,000 for this property, they bought a premium lease. Taxpayers would pay more for a piece of property with a lease above market value. The Court rejects this argument, and refuses to measure a taxpayer’s gain by what he paid for.

(3) It is rental income, §61(a)(5). It is economically rent. Labeling it differently cannot turn it into something else.

d. Finding something. Finding something counts as gross income. Reg 1.61-14 specifically addresses this.

e. Finding tulip bulbs on land taxpayer purchased.

(1) Taxable at time of sale. If taxpayer sold the property for more because of these tulips, she would definitely have income.

(2) Taking tulips out and selling them. If taxpayer takes the tulips out and sells them, she will deduct cost for removing the tulips from the money she receives for them. That amount will reflect her gain. The reason she could deduct the costs are because tulips are not part of the income stream – they are part of the underlying property. Selling the tulips is like selling a part of the house. Onaha Land stands for the proposition that when a taxpayer sells a piece of his assets, he can deduct a piece of his cost.

(3) Does not have to deduct simply for finding the tulips. First, if they produce cash for her, the taxpayer should be taxed when she realizes the income. In fact, that is one of the things that motivated the court in Cesarini. Second, the bulbs are not a windfall, but rather something that she purchased. She doesn’t have a realization event because she hasn’t added anything to her net worth that she hasn’t paid for.

f. Finding gold nuggets. 

(1) Purchased or windfall? The question is whether taxpayer purchased the gold, or it is a windfall. Ways of determining this:

(A) Difference in fair market value.

(B) Expectation. Expectations would lead us to believe that taxpayer did not purchase the nuggets.

(2) Effect of this determination. There are two options:

(A) Nuggets purchased. There are two consequences of this. First, taxpayer would not be taxed until nuggets are sold. Second, taxpayer can deduct the adjusted basis. If the adjusted basis is $16,000, he would be taxed on $4,000.

(B) Windfall. Taxpayer would report the entire amount in year one – i.e. $20,000. In year 5, if taxpayer sells the gold for $20,000, he is not taxed.

(C) Significance of determination. The significance is time value of money.

· Reasons appreciation in property value is not taxed but compensation is:

a. Administrative concerns. We would have to know the amount of appreciation. People could differ about the rise in value. It’s far too difficult to make people have their property appraised every year. However, this argument carries no water with respect to stock, which is valued on a minute to minute basis. It only applies to jewelry, which is difficult to value and has a uniqueness to it, since it is not fungible.
b. Liquidity. The argument is that, because property is illiquid, taxpayer would have no cash to pay the tax. However, for many assets, taxpayer could borrow against it and use the proceeds to pay the taxes. Additionally, if an asset is divisible, taxpayer can sell a piece to pay taxes.

· Why do people hold bonds when they could purchase growth assets instead?
a. Differences in risk. Land and stock could both decline in value, while the bond’s return is fixed.

b. What if expected value of stock was the same as expected value of bond? You would expect the market to compensate for this. The interest rate on the bond would go up to compensate for the fact that the return is taxable. However, it does not work perfectly this way:

(1) May not be able to borrow money at the rate needed for market to adjust.

(2) Cannot predict future tax liability for growth assets. The investor cannot predict whether the tax laws will change or his tax bracket will change. He cannot know the present value of the tax liability because he doesn’t necessarily know when he’s going to sell. There is too much information missing for the market to adjust perfectly.

· Return on the basis.

a. At time of sale. If the market does not change at all, the sales price of the property would fall because of wear and tear. If taxpayer’s purchase price is $90,000 and he sells property for $84,000, then his basis is $90,000 and his amount realized is $84,000. Thus, he gets a $6,000 deduction when he sells the property.

b. If property’s value declines to zero. Taxpayer may have purchased a building that is worth nothing at the end of ten years. Taxpayer would collect all his costs at that time. His amount realized would be zero, and he would recoup the cost of the property.

· Charity donation. Taxpayer gives windfall to property.

a. All windfall should be included in income. If taxpayer does not want it, he can reject it. For example, if taxpayer gives the gift to charity, the windfall is $20,000, offset by a $20,000 deduction. Thus, no tax.

b. Must claim income to take deduction – Haverly. The reason Haverly does not allow a deduction if property is not reported as income. This is because it would allow a tax scam where taxpayer deducts the full value of the property without including it as income. Taxpayer then either gets a refund from the government, or else offsets other sources of income. Taxpayer has to claim the windfall as income before taking a deduction, or else he is able to double-dip.

c. Donating property that has increased in value. If taxpayer donates property that has risen in value, he does not have to report the gain.

· Trading two items of property. Adjusted basis is the cost of the property traded, and amount realized is fair market value of the property received.

a. Attempt at tax nirvana. If value of property has dropped, taxpayer may attempt to take a loss but retain the property because he believes its value will rise in the future. He would do this by trading his stock for somebody else’s stock in the same company.

b. Test. According to Cottage Savings, realization occurs only if the properties exchanged are materially different.

(1) Explanation of test. The question is whether there is a change in legal entitlement.

(2) Application.

(A) Stock. If A and B swap shares of IBM, that is not a change in legal entitlement. Rather, the property exchanged must be economically different – the differences must relate to market prices.

(B) Gold. For a realization event to occur, the traders would have to show that the nuggets one person traded are different than the nuggets traded by the other person. For example, they could show that different density and weight have different market effects. The fact that the gold is equivalent is value does not mean that there is no material difference.

c. Alternative tests.

(1) Must be economic change. If this was the standard the Court had adopted, taxpayers could exchange stock that had appreciated in value for other shares of different companies of equal value, and they would not be found to have a gain.

(2) Hair-trigger rule. This rule, which says that any change is a realization, would make it too easy to take losses.

2. Annuities.

· Taxpayer reports nothing until she receives money – § 72.
· No loss if she receives nothing from the annuity in year one. She doesn’t have a loss because she has the right to get the money back.

· Why invest in an annuity? 
a. Interest rates. There may be worse interest rates at the bank. However, she is likely to get a slightly higher interest rate at the bank for tax reasons.

b. Not interested in gross stock. Taxpayer may not be interested in gross stock because: a) Risk involved. Stock can rise or fall dramatically, while here she has a fixed return. b) Steady stream of income. Taxpayer wants $1,000 in cash each year.

c. Tax benefits. If taxpayer pays $7,000 to receive $1,000 a year for ten years, she has $3,000 income over time. However, if the interest rates are the same then an annuity is a better investment than a bank account, because once taxes are factored in, taxpayer will not receive the same return from the bank account. In the first year, taxpayer would owe $150 in taxes on the annuity, but $245 with the bank account. Although taxpayer pays less in taxes from years 6 through 10 with the bank account than the annuity, time value of money makes it better to pay the money later rather than earlier.

(1) Market does not take this into account. The comparison assumes the highest tax bracket. If everyone were in the highest bracket, we could determine how much to raise the interest rate on the savings accounts. But if taxpayer is in a different bracket, the market would have to raise rates to a different number. Banks take a stab and hope they can attract enough people to make having bank accounts worthwhile.

(2) Distribution of tax benefits depend upon future bracket. If taxpayer will be in a low tax bracket in the future, that is another reason to defer the liability. But if taxpayer is in a low bracket now, it may be better to pay taxes up front.

· Different ways of reporting annuities, absent the Code. For the following two positions, assume that taxpayer has invested $7,000 in the annuity and will get back $1,000 a year for the next ten years.

a. Taxpayer would want money from annuity to be offset by investment. Taxpayer’s ideal outcome is to not report a return until she has $7,000 back. She will report $1,000 a year for the last three years, but nothing until then.

b. Service’s best-case argument. IRS wants taxpayer to have $1,000 income for the first three years and nothing thereafter.

c. Difference based on time value of money. Either way $3,000 is taxed, but the time value of money means that taxpayer wants to defer paying taxes for as long as possible.

· System in § 72. The money that taxpayer receives every year represents a partial return of capital and partial interest. For example, if taxpayer will receive $1,000 a year for ten years on a $7,000 investment, then $700 represents a return of capital each year, and $300 represents interest income.

· Annuity based on life expectancy.

a. Tax computation. The regs instruct taxpayer to assume a life expectancy. There is no fixed return; rather, the return is assumed to be the yearly payments times X, where X is taxpayer’s life expectancy. The computed return becomes the denominator. For example, if taxpayer will get $1,000 per year and has a 20 year life expectancy, the denominator is $20,000.

b. Where annuity company makes money:

(1) Investments. Annuity gets money up front and can invest it at a higher rate than they pay out.

(2) People who live shorter than life expectancy. While annuity companies pay out more money than expected to people who live longer than average, they make money from people who live shorter than life expectancy.

c. Mortality gains and losses.

(1) Mortality gains. If taxpayer has a 20 year life expectancy and lives for 25 years, the last five years are mortality gains, taxable in full. This is a tax advantage because she was able to pay out taxes over 20 years as opposed to 25 years.

(A) Example of tax advantage. The tables may say that the taxpayer should live 10 years, but he lives for 15 instead. The taxpayer thus allocates costs over ten years and not 15. There should be higher income and lower return of capital. It is a timing question.

(2) Mortality losses. With a mortality loss, taxpayer dies early.

(A) Example. Taxpayer reports $500 a year for ten years, then on her last tax return gets a $5000 deduction because she has only recovered $5,000 on her $10,000 investment. This is a detriment to a taxpayer because, just as the denominator should have been 25 earlier, here it should have been 10. However, people accept mortality losses because everybody thinks they will have a mortality gain rather than a mortality loss.

3. Life insurance.

· Term insurance. Term insurance generally lasts for a term. If taxpayer dies in the term, he collects insurance. If he doesn’t die, he collects nothing. It’s a pure gamble.

· Insurance proceeds excluded. § 101 excludes proceeds from the insurance if taxpayer dies, and a corollary (§ 262) is that there is no deduction if taxpayer lives.

· Tax policy analysis. The Code benefits person who dies (who does not pay taxes), hurts the person who loses (who pays taxes), and thus the net result is neutral. The alternative would be to spend money tracking down taxpayers who die with life insurance policies and making sure that those who claim deductions report the right amount. However, we benefit those who die at the expense of those who live.

· Whole life insurance. When taxpayer purchases whole life insurance, he purchases term insurance and is also making an investment. Taxpayer is guaranteed a payout when he dies.

a. Example. Taxpayer pays $10,000 each year, and no matter when he dies he will collect the insurance. If he stop paying the premiums before he dies, he has a cash surrender value – a portion of his investment with interest on that investment. Thus, there may be a $1,000 premium with $600 insurance. There is a $400 investment which earns 3% interest. At the end of the year, his cash surrender value is $412.

b. Analysis of whole life insurance. The insurer takes more than it takes to insure taxpayer, and pays a very low interest rate. Why can it do this?

(1) Tax advantage. The after-tax and pre-tax returns on the investment portion of the insurance policy are the same – tax is not taken out of the investment portion.

(2) Lack of savvy in people who purchase whole life insurance. The people who purchase whole life insurance tend not to be in the highest brackets, and often there is a reason for – they don’t understand finances, and purchase assets that aren’t the best investment vehicles. Insurance companies take advantage of this.

4. Compensation for injuries or sickness – § 104.

· According to § 104(a), gross income does not include:

(1) amounts received under worker’s compensation acts

(2) the amount of any damages (other than punitive damages) received on account of personal physical injuries or physical sickness

(3) amounts received through accident or health insurance for personal injuries or sickness (other than amounts (A) attributable to contributions by the employer which were not includible in gross income of employee, or (B) paid by the employer)

a. Amounts paid by employer are covered by § 105.

(4) amounts received as a pension, annuity, or similar allowance for personal injuries or sickness resulting from active service in the armed forces of any country or in the Coast and Geodetic Survey or the Public Health Service, or as a disability annuity payable under the provisions of section 808 of the Foreign Service Act of 1980, and

(5) amounts received attributable to injuries incurred as a result of an act determined to be a terrorist attack by the Secretary of State, which occurred while the employee was engaged in official duties outside the United States.

· Lawsuits – paragraph (2).
a. Damage to property (i.e. damage to a vehicle). Damage to property is not excludable under § 104, as that Code provision required that damages be compensation for injuries or sickness to be excludable. Money received for damage to property is taxable at a rate of amount received minus adjusted basis. Thus, if taxpayer receives $20,000 for damage to a car that originally cost him $40,000, he can report a $20,000 loss. Whether he can claim deduction on this loss is discussed infra.

b. Punitive damages. Never excludable – § 104(a)(2).

c. Damages received for physical injuries. Clearly excludable – § 104(a)(2).

d. Damages for emotional distress. Taxpayer would have to show that emotional distress arose from physical injuries. If physical injuries gave rise to emotional distress, it is excludable. If emotional distress was not triggered by physical injuries (even if the distress itself triggered physical injuries), it is not excludable.

e. Damages received for lost wages. Lost wages are excludable – § 104(a)(2). This is demonstrated by the language of the statute, which specifies that any damages received on account of personal physical injuries or physical sickness are excludable.

f. Damages for slander. Damages for slander are not excludable under § 104 because they are not physical injury.

· Policy consequences of damages exclusion.

a. We have it wrong for lost wages: If taxpayer collects wages for injury, they are not taxed. However, they would be taxed if he collected them for work.

b. Creates inequity between taxpayers compensated for injury/sickness and those who are not. For most taxpayers, medical expenses are not deductible. Thus, taxpayers who receive compensation for injuries/sickness are treated better than those who do not.

(1) Deductions as solution. Taxpayer would need to know the basis (i.e. for a limb lost) to determine the deduction. The problem with such a rule is that it would lead to a lot of abuse. Every time taxpayer injures himself in any way (i.e. even bruises), he would take a deduction on his limb.

D. Borrowed Funds/Discharge of Indebtedness and Illegal Income

1. Discharge of indebtedness.

· No taxes as long as taxpayer intends to pay back creditor: Taxpayer’s assets will increase by amount borrowed, but so will his liability. Thus, change in net worth is zero, and he has no income under § 61.

· If no obligation to repay creditor: What if the creditor tells borrower to pay him back if he can, but not to worry about it otherwise?

a. Gift if creditors are parents. If creditor is taxpayer’s parents, it will be treated as a gift.

b. Income if creditor is third party. If creditor is a third party, it is treated as income. This is because, according to Zarin, there must actually be liability for it to be a valid loan. If it is not a valid loan, taxpayer has no liability but has received assets.

· No tax effect when taxpayer repays loan. The principal of a debt, if it is a valid liability, is a non-taxable occurrence – Kirby Lumber.

a. Reasons to adopt this rule. The Court could have adopted the opposite rule, increasing income when taxpayer takes out loan and decreasing it when taxpayer repays it. However:

(1) Disadvantages borrowers. Such a rule would have made taxpayer borrow more to cover taxes on the loan.

(2) Compliance issues. There is no administrability concern if loans are taken out of tax system entirely. Thus, the IRS favors non-exclusion/non-deduction.

· Settling debt for less is taxable. For example, if taxpayer settles $100,000 debt for $40,000, he would have $60,000 in income, because he now has $60,000 in assets and zero in liabilities.

a. Zarin’s different result. Under NJ law, the casino cannot use the courts to enforce the debt, and the court takes judicial notice of that. The Zarin court held that § 61(a)(12) (income from discharge of indebtedness) did not apply because taxpayer was not obligated to repay the debt. They reasoned that there can be no discharge of liability if there is no liability. Although the court is undoubtedly right about that proposition, the debt may not have been unenforceable – the casino had ways to get the money out of David Zarin if it wanted to.

b. Problem with Zarin’s reasoning. If Zarin had no liability, then the initial extension of money to him would be an asset with no liability, and thus was taxable income at the time it was extended.

c. Money borrowed in Zarin was not cash. In Tax Court Zarin’s attorney argued that Zarin did not receive cash, but only the opportunity to gamble. This argument is preposterous. First, people pay exactly that amount in the casino – thus, the amount extended accurately represents the amount it was worth to Zarin. Second, if this argument were accepted, then everyone should take their salary in in-kind benefits. The salary would not constitute income under this logic because it’s not the same as getting paid in cash.

· Tax consequences if discharge of indebtedness is not presently reported. If taxpayer does not report COD income now, in the future certain deductions or credits will be reduced. COD income will reduce amount of deduction taxpayer gets from property in the future. If the taxpayer owns no property at the time of the COD income, there will be no future deduction.

· Gambling losses.

a. Can only be used to offset gambling gains – § 165(d). Gambling losses cannot offset income merely related to the transaction – rather, it can only offset gambling winnings.

(1) Anomaly in Zarin. The strange thing about Zarin was that the more he gambled, the more income he had. If the casino had put $7 million on the table, he would have lost it all because he was a compulsive gambler. However, he would have $7 million income. Some of the Tax Court judges were disturbed by the notion that you could keep handing someone money, taking it back, and producing income with all the money transferred.

b. Example. Taxpayer is only taxed $50,000 if he wins $100,000 by wagering $50,000. $50,000 is the cost or investment, with $50,000 profit.

c. Policy reasons behind § 165(d):

(1) Gambling not seen as increasing nation’s capital stock.

(2) Administrability concern. If gambling losses were deductible, people would go around collecting losing slips. There is no way to effectively measure gambling losses.

(3) Morals. We don’t want people gambling, and one way to increase the cost of gambling is to tax the winnings but not allow deductions for losses.

· Discharge of indebtedness in bankruptcy proceeding. § 108(a)(1) governs discharge of indebtedness in a bankruptcy proceeding.

a. Discharge of indebtedness excludible to amount of insolvency.

b. Policy reason: Facilitates process of taxpayer “starting over.” Allowing discharge of indebtedness helps taxpayer to start over again, and paying taxes on loans discharged would cut against this policy.

c. Where taxpayer’s net assets are zero. If, for example, taxpayer has $15,000 in assets and $15,000 in liability, he is not insolvent at all and thus there is no exclusion.

(1) To the extent that discharge of indebtedness takes taxpayer out of insolvency to zero, he can exclude it. To the extent that he is solvent, he has to include it. Thus, for example, if assets are $15,000 and liability of $17,000 is discharged, he is taxed $15,000.

(2) Reason: Do not want to incentivize insolvency. If taxpayer could exclude all discharge of indebtedness once he became insolvent, that would encourage people to become insolvent if they knew their indebtedness was going to be discharged.

d. No general insolvency exception. An insolvent taxpayer who receives a pay check would be required to pay taxes on it. The only income an insolvent taxpayer does not have to pay taxes on is discharge of indebtedness.

e. Effect on behavior: This provisions creates a preference for a discharge of a indebtedness over other income when taxpayer is insolvent.

f. § 108(e)(5) – purchase-money debt reduction for solvent debtor treated as price reduction.

(1) Rule. If:

(A) the debt of purchaser of property to seller of such property which arose out of the purchase of such property is reduced

(B) such reduction does not occur—

(i) in a title 11 case, or

(ii) when the purchaser is insolvent, and
(C) but for this paragraph, such reduction would be treated as income to the purchaser from the discharge of indebtedness, then such reduction shall be treated as a purchase price adjustment.

(2) Reason for rule: Taxpayer can utilize it when there is something wrong with what he purchased. The rule represents the fact that the purchasing price was not the fair market value of what taxpayer bought, and debt should be adjusted accordingly. If property was only worth $60,000 to start with, taxpayer wouldn’t have borrowed $100,000 in the first place. This rule says the debt was really the adjusted price, and not the original purchase price.

(3) Hypo. Casino makes gamblers sign agreement saying that in exchange for a marker, the gambler is purchasing property, i.e. chips. The price of each chip is $10, and if bought with a marker, the $10 must be paid in full unless the casino subsequently agrees to reduce the purchase price. Taxpayer obtains a substantial amount of chips for $100,000, loses, and casino eventually agrees to accept $40,000.

(A) Chips not property. The Code does not apply if chips are not property. This is a terminology question not answered by the Code. The IRS’s position in Zarin that the chips are not property because all they do is give taxpayer the right to gamble is persuasive.

(B) § 108(e)(5) does not make sense in this situation. The chips are not lemons – the fair market value of a $10 chip is $10. Thus, the theory of § 108(e)(5) doesn’t seem to hold even if we thought the chips were property.

(4) Who does § 108(e)(5) benefit?
(A) Avoiding litigation. It is used to avoid litigation when there is a misrepresentation or non-disclosure about the property. It usually comes up with cars – dealer turns back the speedometer, or says the car has four good tires when they are actually bald. This also occurs in real estate transactions.

(B) Store concerned that it won’t be paid. This provision can also be used when the store is concerned that it won’t get the money from the purchaser who buys on credit, and reduces debt to make sure it is paid.

2. Borrowed funds vs. illegal income.

· Two criteria for loan:
(1) Mutual understanding of taxpayer’s obligation to repay

a. After-the-fact ratification not sufficient. If there is only one-way consent, James makes clear that an after-the-fact ratification isn’t sufficient.

b. Reason: An alternative rule would eliminate illegal income as a class of income.

c. Exception: Gilbert. If taxpayer believes that there is an ongoing arrangement such that consent to the loan would be forthcoming, it is probably a loan. There must be an ongoing understanding for it to be a loan. In Gilbert, the taxpayer was essentially lending to himself, and knew the procedures were such that everything would be ratified.

(2) Borrower’s intent to repay

· Effect of loan. If it is a loan, there is no income in the year that taxpayer receives the proceeds.
· Illegal income taxed like legal income.
· Hypo: Taxpayer takes chips from drunken gambler and uses them to place bets late on Dec. 31.
a. Two alternatives:

(1) It is a loan with COD income when the liability is discharged.

(2) It is not a loan, with $100,000 taxed up front and zero in the future.

b. Evaluating the alternatives. Time value of money is at stake here. The second of these is better for someone who wants to collect taxes because he is more likely to be able to collect taxes. In the first alternative, the money is gone, which is why we have to worry about COD income. Under the second alternative, the goal is to get the money while taxpayer still has it, as opposed to taxing when the debt is discharged. Theoretically this is a fine scenario, but practically it doesn’t work.

c. Other alternative tax consequences (more desirable):

(1) Loan: Taxpayer can get drunk’s consent, so it is a loan.

(2) Pay drunk back before midnight: If taxpayer pays loan back before midnight, he can offset the illegal income in the same year. If he is afraid he will be too far away from the drunk at 11:59 p.m. to pay him back, he could leave a check with the drunk. In that case, he purchased the chips – when you pay for something, no net income. However, if he loses, he has to go back and tear up the check.

(3) Gift: It could be a gift if he knows the drunk.

(4) Co-investors: Taxpayer and the drunk could be co-investors. Arrangement would be that taxpayer takes drunk’s money, pools it with his own, and if he wins, he will return the drunk’s share and keep his own. It is hard to prove this relationship on evidence, but we could characterize it as the drunk’s property all along, similar to a bailor/bailee relationship.

· Paying back victim in case of illegal income. Taxpayer is still taxed upon received the income. If he pays back the victim, he can claim a deduction when he does. If you ignore the time value of money, it nets out.

E. Tax Expenditure Theory

1. Tax expenditures generally.

· Definition. “Tax expenditures” are defined under the Budget Act of 1974 as reductions in individual and corporate income tax liabilities that result from special tax provisions or regulations that provide tax benefits to particular taxpayers. Tax expenditures are also often defined as something that could be accomplished by a direct budget outlay.

· Tax penalties. It’s a tax penalty if we tax an item that should not be taxed. The government doesn’t publish a tax penalty budget because they want to keep hidden those things that shouldn’t be included in income.

· Application of tax expenditure. One can only tell if something should be viewed as a tax expenditure if one knows what the base should be. It’s difficult to determine whether something is a tax expenditure. Reasonable people don’t necessarily agree on it, because they differ about what the meaning of income is.

· Chart outlining tax penalties, tax expenditures, and places where Code gets it right:

	Tax penalty
	Tax expenditure
	Right

	Off-premises meals, §119 (i.e. you’re ordered to go to the meal, hate it, but are taxed anyway because it is not on business premises).
	Meals provided to employees in casinos who are not working, §119.
	Meals for convenience of employer (they should not be taxed – if they are for employer’s convenience, employee’s economic worth does not rise).

	Treatment of donor of gifts – he does not get to deduct gift, even though his net worth decreases.
	De minimis meals, §132.
	Life insurance, §101 (when you just get your investment back).

	
	Gifts, §102 (not counted in tax expenditure budget because it is offset by treatment of donors).
	

	
	Life insurance, §101 (to the extent that you get back more than you put in).
	

	
	Contributions by employer to accident and health plans, §106. They are clearly a form of compensation that are not subject to tax, and the dollar amounts are really enormous.
	


· § 103.

a. Example of tax expenditure. § 103 states that the interest on municipality bonds is not taxable. It is a tax expenditure if, in designing a tax base, this would be an item of income but the Code excludes it. § 103 is an example of tax expenditure because interest is clearly income, and the exclusion of interest is a tax expenditure.

b. Direct budget outlay. How could Congress do what it wishes to accomplish to a direct budget outlay?

(1) Pay municipality as direct budget outlay.

(2) Give municipalities money to reimburse taxpayers for interest on the bonds.

· Cheese hypo. We have a surplus of cheese and want to get it to low income people.

a. Ways to get cheese to poor people:

(1) Hand out cheese directly.

(2) Provide people with money to get cheese.

(A) Give them $10 to buy cheese

(B) Cheese vouchers

(3) Subsidize cheese industry through direct cash outlays so price of cheese will decrease. This would reduce their expenses, and thus the rate they charge will go down as well.

(4) Income exclusion for tax purposes: Allow taxpayers to exclude income that they spend on cheese. For every $100 of income, they can exclude $32 (the cheese exemption). That will give income of $68, taxes at a 30% rate would be $20, they are left with $80 – $70 consumption and $10 of cheese. The statute cannot be drafted this way, however, because the money will not necessarily be spent on cheese.

(5) Tax deduction for cheese: Provide a $32 deduction for cheese.

(6) Refundable credit: Provide a $10 credit to people who file their tax returns.

b. Tax implications of handing out cheese. We want to give $10 of cheese to taxpayer in 30% bracket with $100 income. IF the cheese is taxable, net worth only increases by $7. But we could provide an exclusion for the cheese, in which case taxpayer will end up with $70 in cash and $10 worth of cheese.

c. Tax implications of cheese vouchers/cash. There are two ways to deal with this. First, we could exclude cheese vouchers or cash from income. Second, we could gross up the amount that we give them – i.e., if we give them $15 in cash, after tax they will end up with $80 ($70 in cash, and $10 that will turn into cheese).

d. Choosing between the above alternatives.

(1) No government revenue difference: The government will receive the same amount under each alternative – $20 in tax revenue.

(2) Direct budget outlays more effective for the poor: The tax system only affects people who file tax returns. The poorest people will not be paying taxes.

(3) High transaction costs for alternative #1: The government has to purchase, store and deliver cheese for alternative #1, while the cheese industry does it in the rest of them. This is a key reason why #1 is seldom used.

(4) #2 has higher administrative costs: A different portion of the government would have to administer the cheese under #2.

(5) Administrability: The simplest way to make sure citizens get cheese is #1, but it has other administrative costs. Vouchers under #2 can ensure citizens get cheese.

(6) Definitional questions. There is a question of how to define cheese for #4 – 6. Does Cheese Whiz count?

(7) Governmental control. Government can least control consumer preferences under #4 and #5. For example, if the government wanted people to buy Swiss cheese, people would claim deductions anyway under #4 and #5 on the assumption they would not be audited.

(8) Controlling amount of spending. If the government wants to spend exactly $500 million on getting cheese to the poor, they can control this under #1 and #2. For tax expenditures, they could not control costs because they are not known until someone tax returns are filed. We do not know in advance how many people will claim deductions and what their tax rates will be. Even if we limit the program to people whose income is below a certain amount, we don’t know how many people will take advantage of it and how much cheese they will consume due to the after-tax cost of the cheese product decreasing. (Also, the market will change in response to this, and we would expect price of substitutes to fall.)

(9) Political considerations:

(A) Direct budget outlays more tangible and visible. They provide more photo opportunities for politicians, but conversely the government may want to hide new expenditures by putting them in the tax system.

(B) “Big government.” There is a perception that outlays promote big government. Republicans oppose outlays but support tax cuts, while Democrats oppose tax cuts but support outlays, even though economically they are the same.

(10) Religious organizations: Can only help religious organizations through tax expenditures, because the government cannot directly contribute to a religious organization. However, the government could provide tax breaks to people who donate to the religious organization, or else make the organization exempt.

(11) Timing difference. Tax solutions have a timing difference, because taxpayers do not benefit until the end of the year. This is acceptable for high-income people, but more problematic for the low-income.

(12) Budget approval. Budgets are approved on an annual basis, so the direct outlay that has to be approved every year is more likely to be repealed than a provision in the Code, which is difficult to remove. There is no time limit on tax expenditures, while there is a built-in sunset for all tax outlays.

(13) Tax expenditures unlimited. The tax solutions because are unlimited, and the amount of exclusion/deduction will keep rising where the price of cheese rises.

· Secondary beneficiaries.

a. Cheese hypo. In the cheese hypo, the low-income person who receives cheese is the prime beneficiary, while the secondary beneficiary is the cheese producer, because the policy stimulates demand for cheese.

b. Tax-exempt bonds. The primary beneficiary from tax exempt bonds is the municipality, while the secondary beneficiary is the person who purchases the bonds.

c. Other secondary beneficiaries. For example, if I want to help the cattle industry, I can promote the cheese industry because I know that you can’t have cheese without cattle.

· Municipality hypo. Corporate bonds have a 10% interest rate. There is a municipality with no subsidy. It would have to issue a 10% bond to compete with the corporate bonds. Assume we have a strapped municipality, without the money to put 10% on its bonds. Ways the federal government could help municipality similar to solutions given for cheese industry, supra:

(1) Direct cash outlays. Send the municipality money without restrictions, or send it earmarked for whatever they would have spent it on. Alternatively, the government could bring in a pool. Also, federal government could match interest payments by municipalities – for every $50 the municipality pays, they will send $50 to the borrower as well.

(2) Subsidize pool industry. This solution would lower prices for everybody. However, the government may not want to lower the price of Donald Trump’s swimming pool.

(3) Exclude interest on bonds. This is exactly what § 103 does.

(4) Depreciation. Discussed infra.

2. Evaluation of tax exempt bonds on tax policy grounds.

· Hypothetical situation. Taxpayer A has $7,000 interest on taxable bond. Taxpayer B has $7,000 interest on municipal bond. By § 103, A’s interest is taxable but B’s is not. Although this might seem to violate horizontal equity in the abstract, in reality there will be a lower interest rate on the municipality bond because demand will be higher. Otherwise, nobody would purchase taxable bonds except tax-exempt entities.

· Argument that there is no violation of horizontal equity. After-tax, taxpayer A (investing in corporate bonds) and taxpayer B (investing in municipal bonds) are likely to have the same economic income, i.e. $7200. That will always be true if the market adjusts to the tax. There is thus an implicit tax – A’s explicit tax is $2800 while B’s implicit tax is $2800.

· Equivalent of direct budget outlay: § 103 is equivalent to the federal government giving the municipality $2800 for each $100,000 of bonds issued. If A purchases a $100,000 municipal bond, the federal government will lose $2,800. There are no secondary beneficiaries other than municipalities.

· Taxpayers in higher brackets.

a. Application. If municipality issues a 7.2% bond to the 10% corporate bond and A is a 40% taxpayer, A will always buy the municipal bond. For $100,000 he only gets $6,000 after taxes for the corporate bond, while he gets $7,200 with the municipal bond. Thus, he gets a windfall from the tax exempt bond.

b. Why are interest rates for municipal bonds closer to 6% than 7.2%? High-income taxpayers are not willing to invest enough capital in municipal bonds. Thus, it is important that the bonds’ interest rate be high enough to attract taxpayers in the middle (i.e. 28%) bracket.

(1) No effort to attract low-bracket taxpayers to municipal bonds. The interest rate is set too low for the low-bracket taxpayers to benefit from it. For example, the corporation bond may offer 10% interest while the municipal bond only yields 7.2%. A 15% taxpayer would end up with $8500 with the taxable bond, but only $7200 with the tax-exempt bond. There is no effort to attract them because low-income taxpayers generally don’t have the capital to invest. Municipalities can raise the money they need from both 40% and 28% taxpayers. If they further raised the interest rate, they would not pick up many additional taxpayers.

(2) Tax-exempt institutions favor taxable bond. No tax-exempt institution would purchase the tax-exempt bond – the rate would have to be 10% to attract those institutions.

· Efficiency considerations: There are efficiency consequences for the high-bracket taxpayers. The government loses $1200 in revenue on these taxpayers, because they would have gotten $4,000 otherwise, but by virtue of § 103 they collect no revenue at all. The government loses $1200 in revenue, because an interest rate pegged at 7.2% gives an extra $1200 to the 40% taxpayer and not to the municipality.

a. Inefficient. This is inefficient in two ways:

(1) There is a deadweight loss
(2) Money goes to someone other than the intended beneficiary (the municipality).

b. Way out of this problem. We could let the taxpayer borrow to purchase the bonds, and deduct the interest. Under this system, if a 40% taxpayer didn’t have $100,000 of capital, he borrow it from the bank. The taxpayer would collect $6,000 interest, and will also owe interest. In a tax-free world, taxpayer would only borrow if the interest rate were less than 6%.

(1) In a world with taxes. Taxpayer would not pay 6.5% interest in a non-tax world. But if taxpayer were able to deduct the loans and interest received were tax-free, it becomes much more attractive – the taxpayer would make money.

(2) We don’t allow taxpayers to deduct the interest used to purchase tax-exempt bonds. However, if we did, there would never be inefficiency in the tax-exempt bond.

· Market’s inability to deal with multiple tax brackets. Historically, we have needed to bring middle-bracket taxpayers into the market, which spurs inequities and inefficiencies. Some of the tax benefits go to high-income taxpayers rather than to municipalities. If the market pegged the bond at 7.2% and only 28% taxpayers purchased the bond, the tax benefit would be fully capitalized into the price and there would be no inequity or inefficiency. There are no examples where that is true, because the market can’t deal with multiple tax brackets.

· Tax credits. The only way to avoid inequity or inefficiency is to make it a credit rather than a deduction, infra. That means all exclusions end up causing inequity or inefficiency because the market can’t completely capitalize that tax benefit.

3. Private activity bonds – §103(b)(1).

· Situation where they would be used. A is a company, and wants to build a factory in Peoria. A would have to raise capital to build this factory, and would have to pay 7.2% interest on the corporate bonds. Instead, A tells Peoria, “You raise the money, and we’ll run your business.” Thus, the municipality can provide a benefit for the company to come in. The cost of raising capital decreases because the interest rate is less.

· Justification for private activity bonds. One could rationalize at first that this would help Peoria, because it attracts jobs. However, in this case the municipality was willing to transfer the factory to the company, and all of that benefit passes to a private company.

· Lobbying behind § 103(b). There is intense lobbying in connection with § 103(b), some good and some not so good. One aspect is pollution control facilities. However, another example is athletic stadiums, which are funded by municipality bonds. It’s in the Code because lobbyists convinced Congress to adopt this provision.

4. Amount of deductions increases with tax bracket.

· Business illustration. Two taxpayers and sell widgets for $10,000 that cost $7,000 to make. A is in a 40% bracket and B is in a 15% bracket. A’s deduction is a subsidy of $2800, while B’s deduction is a subsidy of $1050. Deductions are always worth more to high bracket taxpayers than to low-bracket taxpayers. This result flows from a progressive tax system.

· Charitable deductions illustration. A is a 40% taxpayer and B is a 15% taxpayer. If A makes a $7000 charitable deduction, he is only $4200 out of pocket. If B does, he is $5950 out of pocket. This is problematic when it is intended as a subsidy.

· Normative costs. We take some costs into account because they’re normative. We take others into account because we want to provide a benefit. The normative ones should have no equity or efficiency consequences, while the subsidy provisions will always result in a violation of equity, but we should have a good reason for doing that. There will also always be efficiency consequences for subsidy deductions, because in such cases we are trying to change behavior.

a. § 103. § 103 is designed to change behavior, moving money out of the private bond market to the public bond market.

III. DEDUCTIONS

A. Business Expenses

1. § 162.

· Constitutional dimension. Some language in the cases suggests that deductions are a matter of legislative grace. This may not be accurate, because the Sixteenth Amendment provides for an income tax. Thus, if we levied a tax on receipt with no deduction for expenditures, that may be unconstitutional.

· § 162 generally. §162 says a trade or business can deduct the cost of producing income.

a. Examples of deductible costs under § 162. Under § 162, a business can deduct salary, cost of raw materials, rent, utilities, insurance, fees, taxes (state and local, property taxes).

2. Salary.

· § 162(a)(1). § 162(a)(1) says that in carrying on a trade or business, taxpayers can deduct “a reasonable allowance for salaries or other compensation for personal services actually rendered.”

· Hypo: X Co. manufactures and distributes the SockLocater. X Co. has been phenomenally successful and has sales of $400 million. X Co. has 10 shareholders. One is A, the founder of the corporation and now its CEO, who was paid $2 million last year. You have been asked to render an opinion as to the deductibility of A’s salary.

a. Test: Need to know if deduction is reasonable under § 162(a)(1).

(1) At some level this isn’t worth worrying about – i.e. if a kid is paid $6 an hour to mow the lawn.

b. Rate bracket arbitrage. A’s daughter is in a 15% bracket and A is in a 40% bracket. If A pays her daughter $1000, they would only pay $150 taxes on it rather than the $400 A would have to pay. However, § 262 prevents this, saying you cannot deduct personal consumption costs if it isn’t a real job.

c. Information attorney would need to know:

(1) Whether company is publicly held.

(A) $1 million limit on deductibility for publicly held corporations.

(B) If it is a publicly held corporation, there is very little opportunity to turn salary into something else, because there is a separate board. It is thus highly unlikely that this issue would arise with a publicly held corporation, as Posner points out in Exacto Springs.

(2) Scope of A’s duties. We want to know whether he is actually working. A common technique is giving somebody a title, paying a salary and claiming that it was reasonable. A corporation would do this because if the individual were also a shareholder, the corporation has an incentive to refer to what would otherwise be known as dividends as salary in order to claim a deduction.

(A) Affects federal government. It affects the federal government’s ability to collect taxes.

(B) Makes more money for corporate shareholders. If the corporation can avoid being taxed twice, that makes more money for the corporate shareholders. There are larger returns if the money paid out as salary rather than as dividends. The corporation is taxed once for salary, but it’s subject to tax twice for dividends.

(a) Being taxed twice. Corporations are taxed twice because they are taxed on their profits, and shareholders are then taxed on dividends. This is distinct from salary, which corporations can deduct. Thus, for salary they are only taxed once.

(3) What similarly situated people are paid.

(A) Does not matter in Chicago. As per Exacto Springs, in Chicago it does not matter how similarly situation people are paid. Posner says that it isn’t a judge’s job to make this determination. Posner instead uses the independent investor test.

(B) Independent investor test. If the corporation has a good return, in general the courts will not second-guess the salary being paid. Basically, Posner seems to be looking to see whether the corporation is circumventing the Code by providing dividends in the form of salary.

(C) Others’ salaries not determinative. It is not determinative if X Co. is the only corporation paying this salary, because it is not linked to why the salary is being paid in the first place. This information is largely unnecessary, because it only tells corporation whether their employee is earning more or less than average.

(D) Would need to know corporation’s rate of return compared to rate of return for other corporations in same field. The CEO is at the heart of the corporation, so the higher the rate of return, the more a high salary is warranted.

(E) Reason underlying test. Posner points out that many cases are disguised dividends – employee’s salary is deducted at the corporate level, and not dividends. There are also disguised gifts – one taxpayer shifts salary to a lower tax bracket. Absent these scam transactions, the IRS would be setting itself up as a super-personnel department, deciding which salaries are reasonable. However, unless one of these scams is occurring, why does it matter that the corporation chooses to pay its employees a high level of compensation? § 162(a) should be limited to these situations.

(4) Fact that A is founder. The fact that A was the founder of X Co. and had a good idea tilts the scales in his favor. We’d expect someone with a unique product to earn more than somebody who’s doing exactly what everybody else is (i.e. selling widgets), because those who do what everybody else is are unlikely to have a high profit margin.

(5) Whether employee were shareholder. If employee were not shareholder, there would be no concern about company trying to funnel dividends into salary.

(6) Family schemes. Say there are three shareholders, Mom, Dad and Kid. They start paying Kid a salary. They want to give more money to Kid because he’s in a lower tax bracket.

3. § 162(m).

· The provision. § 162(m) says that for the five highest paid officers/employees, the corporation cannot take a deduction for remuneration in excess of $1,000,000.

· Tax penalty. § 162(m) is a tax penalty because it overtaxes income, and the tax base is income.

· Rationale behind provision.

· Allowance for performance-based incentives over $1 million. The company would not have to make drastic changes for performance-based incentives. The performance-based compensation could be for the equivalent of the work that the employee is currently performing.

a. Performance review committee does not work. It does not actually increase communication with shareholders. Instead, the company will pass a resolution creating a committee that is told that their goal is to rubber-stamp performance reviews. Furthermore, should this be within the purview of Congress?

b. Does not check highest paid people in America. This provision is not interested in all excess salaries. It doesn’t apply to the highest paid people in America, since athletes and entertainers are exempt. It only covers the top slice of a corporation. Even the next slice at the corporation (which may also be making over $1 million) is not covered.

c. Arbitrary number. It picks an arbitrary number – there is nothing special about $1 million.

d. Inefficient. This statute is highly inefficient. It changes behavior, but in utterly meaningless ways. § 162(m) has had no effect whatsoever in terms of combating excessive executive salaries.

4. Ordinary and necessary expenses.

· Hypo. A runs a bootlegging operation. B makes all of A’s deliveries.  One day B samples the inventory, becomes drunk, and hits a cow with the truck, killing it. B pays the cow’s owner. Deductible?

a. B’s argument: B’s argument is that accidents are part of the business.

b. Service’s argument. The statute does not say all expenses are deductible. Getting drunk before driving is not part of B’s trade or business. Cf. Gilliam, where IRS argued that traveling to exhibit was not part of taxpayer’s trade or business, and even if it were, punching another passenger was not part of taxpayer’s trade or business.

c. Best definition of “ordinary”: Best definition of “ordinary” is whether the expenses all occur in one year, or whether they are capital expenditures. The expenditures that are used up this year are deductible in one year. Capital expenditures (where benefits are seen over many years) are depreciated, and not deductible this year.

d. Expenses that should clearly not be deducted: Personal consumption while on the job.

e. What if employer pays for the cow? If A pays for the cow, there are no non-business reasons he would do so. A would have a deduction. Does this make it harder or easier for B to argue that B should have a deduction?

(1) The fact that something is not paid by the employer is often used by the IRS as evidence that it is not a business expense.

(2) Thus, B would have to argue that it is a business expense for his job. For example, electricians in New York City are required to pay union dues.

f. Is it correct to say that if the IRS assumes that A wouldn’t have paid, then B shouldn’t be able to deduct the expenses as business expenses? 

(1) Not necessarily. Because some employee business expenses are clearly allowed, we know there are cases where the employer does not reimburse the employee (or pay for it himself) and the employee still gets a deduction. However, it is at least suspicious where an employee incurs an expense that ostensibly is related to the employer’s business and the employer refuses to pay. The IRS argument is that if the expense is really related to the production of income, the employer should be willing to pay it. If the employer is not willing to pay it, there must be a large consumption element.

(2) Ordinary vs. necessary. These considerations come in under “necessary.” “Ordinary” generally means that an expense is recurring and is not a capital expenditure. “Necessary” means appropriate and helpful, and in making that determination the fact or non-fact of the employer’s payment is relevant.

g. Conclusion: Most likely not deductible because it is not necessary to pay the costs associated with a drunk employee. However, there is some difficulty distinguishing between the drunk driving situation and other causes of an accident – i.e. driver talking on cell phone.

(1) How to distinguish this case from other cases of negligence. Can attempt to put this case into an entirely different category. Negligence is inevitable, and the employee is still acting in his capacity as employee when drunk. However, when an employee drives drunk he is acting ultra vires.

· Hypo: A pays the cost of hiring lawyer for B’s license appeal.

a. A’s argument: This is a necessary expense. In order to have B as an employee, A has to pay his legal expenses.

b. A’s argument problematic: What if B demands that A send him to the Bahamas for a week?

c. Conclusion: Paying cost of lawyer is compensation. A’s deduction, even if paid indirectly, could simply be labeled compensation, even if employer can’t show that it is ordinary and necessary.

(1) Compensation. Unless the total compensation rises to the level of “unreasonable,” it seems that an employer could treat any payment to an employee as deductible salary, which would be includible by the employee. In that respect, there is no difference between paying for the lawyer and paying for the trip to the Bahamas—they both could be treated as a form of compensation to B. But sometimes a court will decide that a payment by an employer to an employee is simply not deductible because it is not ordinary and necessary; the issue of compensation never comes up. That was true in Trebilcock and in Danville Plywood. The proper way to have treated both cases would have been to give the employer a deduction (either as compensation or as a necessary business expense) and require the employees to include it in income.

· Hypo: B pays attorney for license appeal.

a. Criminal matter. In a criminal matter, do the charges stem from profit-seeking or other activity?

(1) Deductible: If A is arrested for bootlegging liquor, it is deductible because income from the activity is taxable. If you’re going to measure income, you have to deduct the amount attributable to producing it. Thus, the illegality is irrelevant.

(2) Not deductible: Murdering somebody.

b. Civil matters. Under § 162, attorney’s fees are deductible if part of carrying on trade or business.

(1) What about the argument that my income stays higher if I don’t have to pay alimony, and thus attorney’s fees for alimony should be deductible? All attorney’s fees would then be deductible unless I were completely unemployed an unemployable. By definition, in civil litigation the damages are monetary, and therefore would have an impact on your finances. If Congress wanted taxpayers to be able to deduct all attorney’s fees, they would have made such a provision in the Code.

· § 212.

a. Generally. § 212 covers ordinary and necessary expenses paid in connection with an income producing activity not attributable to a trade or business, such as owning stocks or property speculation.

b. Test: The expenses must arise out of the income-producing activity.

(1) For example, expenses in a divorce case are personal.

· Determining whether litigation expenses are deductible.

a. Rule: Look to the cause of action or charges. If it relates to the trade or business, it is deductible under § 162, and if it relates to income-producing activity it is deductible under § 212.

· Fine for illegal activity. Fine for illegal activity is not deductible – § 162(f).

a. Rationale. § 162(f) encourages care on the part of businesses. For example, if the EPA leveled a $1 million fine, it would only be a $600,000 fine if deductible. If $600,000 would not deter, the EPA’s fine would not have the proper deterrence value.

(1) No substitute behavior. If § 162(f) were not in the Code, we might expect substitute behavior – fines being grossed up to account for the tax deduction. However, Congress put § 162(f) in the Code because they decided this is not done. Furthermore, absent § 162(f) fines would cost less for people with higher income because they could claim a greater deduction. Although this could theoretically be taken into account, it couldn’t be taken into account perfectly.

b. Tax penalty. § 162(f) is a tax penalty, but there are reasons behind it – we don’t want to subsidize fines. 

· § 162(g). § 162(g) provides that treble damage payments under antitrust laws are not deductible.

· No general public policy exception under § 162. The government cannot argue, absent some statutory authority, that there is a public policy limitation. Congress would have to adopt it.

· § 162(c) – bribes/kickbacks not deductible.
· § 280E – no expenses deductible for any trade of business associated with drug trafficking.
a. Tax penalty. This is a tax penalty because drug trafficker is taxed on gross receipts under it.

b. May be a constitutional issue. Although drug dealers do not file tax returns, if they did there would be a lot of income with no deductions. Drug dealing is the only profit-seeking activity where this is likely to be true. This raises the constitutional issue of self-incrimination. Several cases have held that the requirement to file a tax return is not a Fifth Amendment violation. However, drug trafficking uniquely tips off the government.

B. Personal Consumption vs. Business Expenses

1. Above the line vs. itemized deductions.

· Calculating income. Income is gross receipts minus exclusions. There are above the line deductions – § 62. What’s left is adjusted gross income (AGI). From that, taxpayer subtracts either standard deductions or itemized deductions. What’s left is taxable income.

· Standard deductions vs. itemized deductions. Every taxpayer is entitled to subtract a flat amount, called a standard deduction, without proving anything. Standard deduction varies with marital status. Alternatively, taxpayer can subtract itemized deductions.

· Two relevant questions:

(1) Does some section allow the expense to be deducted?

(2) Is it above the line or an itemized deduction?

· Above the line deductions. § 62 outlines the deductions that are above the line.

a. Ordinary and necessary business expenses. The first example provided in § 62 is the ordinary and necessary expenses of conducting a business. Taxpayer prefers deductions to be above the line because taxpayers can take deductions above the line plus standard or itemized deductions. Putting deductions above the line is especially important to taxpayers who take the standard deduction, because they can take deductions above the line in addition.

(1) Taxpayers who itemize deductions. Some wealthy taxpayers itemize deductions, and they do not care if deductions are above the line or below the line for most purposes. But about 75% of Americans take standard deductions.

· Employee business expenses. Although it generally does not matter whether expenses are above the line or below the line, it does matter for employee business expenses.

a. List of taxpayer deductions. § 67 says that if a taxpayer is itemizing deductions, there is a list of itemized deductions that includes medical expenses, charitable deductions, taxes, interest, casualty losses, employee business expenses, and certain § 212 expenses. These itemized deductions do not count as miscellaneous deductions for the purposes of § 67.

b. Can only deduct to the extent expenses exceed 2% of AGI for miscellaneous itemized deductions. For example, employee business expenses are a miscellaneous itemized deduction. If taxpayer has $1,000 in employee business expenses and 2% of AGI is $800, then taxpayer can only claim a $200 deduction (because that is the only amount in excess of 2% of AGI).

c. Only non-reimbursed employee expenses count as miscellaneous deductions.

(1) Bar dues example. If employer wants to pay employee’s bar dues, it can do that in three ways. It would be indifferent in a non-tax world. The employer can either pay the dues directly and give employee a membership card worth $500, reimburse bar dues, or else pay employee $500 and tell employee they expect him to pay bar dues. When taxes are factored in, employer is not indifferent because employee is not indifferent.

(2) Difference between three choices in example.

(A) Giving employee bar card. If employer hands employee the bar card, gross income $500 higher because it is an economic gain to employee. However, the working conditions fringe (§ 132(d)) might apply as an exclusion.

(B) Reimbursing bar dues. It is an ordinary and necessary expense of being an employee. § 62 says that reimbursed employee business expenses are deductible above the line. The regs under § 61 and § 132 say that if employer reimburses employee for something that would have been excludable under § 132 if given directly to employee, the reimbursement and deduction wash out. This is administratively simple; employee need not put it on the return and then subtract it. Instead, it goes unreported.

(C) Extra compensation to cover expenses. In this case, it is deductible below the line because it is not reimbursed. Unreimbursed employee business expenses are not subject to the 2% rule. Thus, there is no deduction – employee is taxed on an extra $500.

(3) Policy considerations.

(A) Inequitable. This rule is inequitable. In bar dues hypo, all employees have equal salary plus membership in the ABA – yet one is taxed on $500 more than the other to.

(B) Inefficient. Alters the way that employers reimburse employees. Many firms have adopted reimbursement plans to avoid the 2% rule under § 67.

· Employer reimbursing employee for something not deductible: Would clearly be income under § 61.

2. Employee business expenses.

· Problem with employee business expenses. These are difficult because they have a consumption element to them.

· How they would be treated in normative income tax.

a. Meal provided by employer example. Taxpayer goes out to a $50 lunch with a client. Either taxpayer or employer pays for the meal.

(1) If employer paid. If employee would normally eat a $10 lunch, $40 is business expenses, while $10 is income. The $40 is a profit-seeking expense, while $10 is consumption that the employer is paying for, which ought to be included in income.

(2) If taxpayer pays. He should have a $40 deduction. $40 is a business expense, while $10 is personal consumption.

(3) It is not done this way. If it were, taxpayer would say he spends very little on lunch normally, and thus most of the meal was a business expense. It would be extremely difficult to figure out what portion of an employee business expense is consumption, and there is an incentive for dishonesty. We could prove this only by an invasion of privacy – tracking employees and figuring out what they generally spend every day. We don’t want the Service to do this.

b. Air conditioner example. Taxpayer would argue that he didn’t derive any personal benefit from the air conditioning, and therefore none of it represented personal consumption. An economist would say that the real question is the personal utility that taxpayer derived from it. It would be in taxpayer’s interest to argue that he got low utility.

· Different ways of handling this:

(1) All or nothing. For some expenses, there is no deduction at all because the expense is mostly consumption. For other expenses, the converse is true.

(2) Divide it. Let the taxpayer deduct a portion of the expense, and take a surrogate for consumption.

(3) Look for primary purpose. If primary purpose is personal, not deductible. If primary purpose is business, it is deductible.

(4) 2 percent rule.

(5) Unless your expenses are over a certain fixed amount, you can’t take a deduction.

· Tax policy. In all cases, the test the IRS adopts is a tax expenditure, tax penalty, and just right. The Code gets it wrong for some as a benefit, wrong for some as a penalty, and for a very few we get it just right.

3. Application.

· Clothing. Because of her firm’s adoption of a casual dress code, Maria spent $3,000 on new clothes—tailored pants, sweaters, casual shoes, etc. She hates them all and never wears them when she is not at the office. Mark spent $200 on sweatshirts bearing the logo of the private school where he teaches. He is required to teach in the sweatshirts, but because he loves them, he almost always has one on.

a. Test (Pevsner). Cost of clothing is deductible if:

(1) Specifically required for employment

(A) Meaningless prong. If this were the only test and the employer wanted employees to have a deduction, it would tell them that they must wear certain clothes to work. It doesn’t cost the employer anything, and the employees would get a deduction. Thus, this prong is meaningless.

(2) Not adaptable to general use

(3) Not so worn.

b. Second prong (general use) uses objective standard. According to Pevsner, the taxpayer’s views about the clothes are irrelevant. Under a subjective standard, taxpayers would always argue that they would never wear the clothes and the IRS couldn’t rebut it. Thus, it has to be an objective third person standard.

(1) Determining whether there is a deduction. If other people wear them, there is a deduction. If not, there is no deduction. The question is whether other people would buy these clothes and wear them outside of work – that would show that inherent in the clothes is some kind of personal consumption.

c. Maria cannot deduct cost of her clothing. She fails the second prong – her clothes are adaptable to general use.

d. Mark can deduct the cost of his clothing. Courts tend to permit a deduction for uniforms, and logos can be determinative of whether the clothing is classified as a uniform.

e. Policy analysis.

(1) Tax penalty. It is a tax penalty for Maria.

(2) Tax expenditure. It is a tax expenditure for Mark because he likes to wear the shirt.

(3) Just right. It is just right for two kinds of people: People with logo clothes who never wear them outside of work, and people who wear their work clothes outside of work.

(A) 2 percent rule. Currently, the people who do not wear their uniforms outside of work generally get no deduction because of the 2 percent rule. Burger King employees, for example, will generally not have employee business expenses exceeding 2% of AGI, or else won’t take itemized deductions.

f. Other applications that seem like penalties. The tennis pro and basketball player cannot deduct the cost of game shoes. All of these would be non-deductible under this rule, even though they’re a tool of a trade or business.

· Educational classes. Mark and Maria both take graduate classes in economics at NYU at night.

a. Rules.

(1) Cannot prepare taxpayer for new trade or business. Cannot deduct cost of education that prepares taxpayer for new trade or business – §162(a). This is because the deduction isn’t necessary – it doesn’t produce any additional income in job A if the education is preparing taxpayer for job B.

(2) Ordinary and necessary.

(A) Excludes degrees that are irrelevant to trade or business. Most college degrees are excluded. Also, things deductible for one person are not deductible for another person. It depends upon the particular trade or business. MBA students all deduct education expenses, while law students do not. Some tax LLM’s can deduct. They clearly had to work as a lawyer before going for their LLM’s. Many cases turn on whether a summer job is sufficient work as a lawyer – the LLM’s are advised to work between the summer of their third year and their LLM year.

b. Employer reimbursement. Employer reimbursing taxpayer for education expenses helps taxpayer because it shows that employer believes that it is useful to the trade that taxpayer got this particular education. The converse is also true – education expenses not reimbursed by the employer are often suspicious. However, this factor is never determinative. One example of this factor is teachers, who almost always win because the employer has determined that it is appropriate and helpful.

· Dues (i.e. bar association or union dues).

a. Deductible. Reg § 1.162-15 says they are definitely deductible. The IRS has determined that there is very little consumption benefit, so taxpayers can deduct the entirety.

b. Tax policy analysis. Some people have tax expenditure even though there is a consumption element, and for many people we get it just right. However, low-income taxpayers are often caught by the 2% rule, and thus for them this functions as a tax penalty. For the self-employed, however, this is not subject to the 2% limitation of §67.

· Physical exams. Maria has a complete physical exam, which is required by the firm and which includes a stress test. Some approaches to this:

a. De minimis fringe, §132. The average cost of a physical examination in many cities may be so large as to not be de minimis under any standard.

b. Working condition fringe, §132(d). For expense to be deductible as a working condition fringe, taxpayer must be able to show that if employee had paid for it, she could have deducted it. Let’s assume, however, that the IRS succeeds in arguing she can’t deduct it, how else can we get it to her tax-free?

c. Employer can pay for health insurance policy that covers physicals – §105. If she paid for it herself, that option is not open.

d. Why IRS should care: Abuse of the system. Just because there is a reason for the medical expense that is related to production of income does not mean it is ordinary and necessary. The question is whether the physical is primarily consumption by the taxpayer, or is ordinary and necessary for business of being an employee. Here, there isn’t any easy answer.

e. Health care inherently personal. One possibility which the IRS sometimes uses is that some things are inherently personal and therefore are consumption. Health care is inherently personal and therefore there is never any deduction at all.

(1) Working condition fringe probably applies to some kinds of health care costs. For example, the working condition fringe would likely apply where an airline employee has to take a drug test every day, or where a nuclear plant employee has to get a series of radiation tests done.

f. Tax policy. It is a tax penalty for a person who had a physical recently, but is required by the job to get a physical.

g. Injury on the job. A works at a factory, the lathe cuts his finger off, and gets it taken care of. If he can deduct it all, it’s a medical expense, which is limited in deduction. The fact that it’s related to the trade or business is irrelevant. Even though it is related to the trade or business, the courts would say that this is inherently personal.

h. Could employer take a deduction but not employee? One argument is that it is just a form of salary. There are cases, such as Trebilcock, where the deduction is not allowed to the employer either. The expense is not appropriate and helpful for the employer.

(1) Danville Plywood. In Danville Plywood, employer took all the employees and their families on a riverboat down the Mississippi to the Super Bowl. The issue was whether the corporation could deduct that cost (the cost not being reported as compensation). In Danville, costs were not deductible because not appropriate and helpful in producing income. Employer could have made the employees report it as income. They didn’t do that, however, so the employer had to argue that it was just an ordinary and necessary business expense.

(2) Other expenses. A corporate picnic is clearly deductible for promoting employee morale. There are clearly deductions for entertainment, but the Court thought that the expense in Danville was too large – no corporation would rationally spend this kind of money on morale.

· Travel expenses. Maria has a private car service (equipped with car phone and laptop) pick her up at her home each morning, take her to work and return her each evening. Use of the service substantially reduces the commuting time and enables her to work on the way to and from the office. Mark takes the “electric sewer” each day.

a. Mark. Mark does not have a deduction for his subway fares. They are treated as consumption under § 262, because it is the cost of going from his home to his regular place of business.

b. Maria. Her car is paid by her employer, so the issue is whether payment of the car service is income. § 132(d) of the Code (working condition fringe) says that it is excludable if the cost would be deductible if she paid for it herself. It thus references § 162 to determine if the income is excludable. Generally, transportation to work paid by the employer is income – McCabe, Flowers.

(1) Pollei. If employee is working, she is not just commuting and thus it can be deductible. However, in Pollei, the policeman has to work while he’s driving, while a lawyer does not. The only way the cop could do the job is in the car, while Maria could have done this elsewhere.

(2) Officer was probably only marginally on the job. Nevertheless, the Court accepted the argument that he was actually working. On the other hand, even though Maria is clearly working, it’s not deductible. She is working while commuting in a way not necessary to trade or business.

(3) Who else can deduct commuting expenses?
(A) Cab drivers.

(B) Idea for lawyers. It’s possible that a lawyer could say he works out of a home office, and deduct expenses commuting to the firm. Also, if he goes to work, then takes a cab to see a client, the cost of the cab is clearly deductible.

c. McCabe v. Commissioner (2d Cir. 1982).

(1) The situation: McCabe was a police officer who had to make special travel arrangements to get to his place of work due to his need to transport a gun. His argument was that he incurred additional expenses that he wouldn’t have incurred but for his job.

(2) Holding: The court rejects taxpayer’s argument.

(3) What McCabe would have to do: He would have to get a trailer – the trailer costs additional money, and it is deductible. The question is whether taxpayer incurs additional costs beyond the cost of transporting oneself. If taxpayer puts a cello in a trailer, it is deductible. If taxpayer has to take a car service to take a gun with him, it is not deductible. That is clearly a tax penalty for someone who incurs those additional costs solely for business reasons.

(4) Argument that it isn’t a tax penalty: The argument that it’s not a tax penalty is that the reason McCabe was in this position was because he chose to live where he did. The Court said it was a personal decision that caused him to incur this cost. If that’s so, and the utility is being able to live wherever one wants, there is no tax penalty. On the other hand, if he incurred the cost not because of where he lived but because of his job, then it is a tax penalty.

d. Can a statute solve the tax penalty?
(1) Statutory suggestion: A statute that bases deductions for commuting to work on what is ordinary and necessary.

(A) Administrability concerns: Taxpayer breaks his leg, and a cast is not appropriate for a subway; thus, he deducts cost of a cab.

e. Three kinds of transportation:

(1) Commuting. Always a personal expense. The part that might be deductible is the additional expense of transporting items for work (i.e. in a trailer).

(2) Going from one place of business to another. Treated as wholly business-related.

(3) Out of town transportation. § 162(a) lets taxpayer deduct transportation expenses as long as he is traveling away from home.

· Meals.

a. There are three kinds of meals:

(1) Personal consumption meals. Meals taxpayer eats by himself while not in travel status.

(2) Business travel meals. Meals taxpayer eats while in business travel status.

(3) Client meals. Meals eaten with clients, business meals.

· Travel expenses hypo: Occasionally, Maria goes to Washington to meet with a client. She usually eats lunch with the client, eats dinner by herself, stays overnight in a hotel and flies back the next morning.

a. Transportation expenses: The cab to the airport, flight to Washington and cab to meet client are transportation expenses, not traveling expenses. All of it is deductible. However, in a normative sense, a part of this is clearly wrong; the cab fare is exactly the same as a commuting expense. Also, with the plane fare she is still going from her home to her first place of business. Nonetheless, that is occasioned purely by business. The trip to Washington itself is business-related, and there’s no question that this ought to be deductible.

b. Efficiency reason for rule. If the rule were different, the taxpayer would go to the office before going to the airport. At one point, the IRS took this position and came under enormous pressure in the 1970s because of the energy crisis.

c. Who could not deduct plane fare? Somebody whose only place of business is Washington and lives in New York. If taxpayer lives in New York City and works in DC, and gets on the shuttle every morning, cost of taking the shuttle is not deductible.

d. Travel expenses: Include cost of meals, lodging and incidentals. If taxpayer takes his suit to the laundry in New York City, he can’t write it off. But if he’s in travel status, life gets written off unless it’s really egregious.

e. § 162(a)(2) requirements:

(1) Carrying on a trade or business (business trip)

(2) Away from home

(3) Overnight (not in §162(a)(2), but written in by Supreme Court in Correll)

(4) Must not be lavish or extravagant

(A) Not important. Nobody has ever been challenged because travel expenses were too lavish or extravagant. Very expensive lodging and meals are constantly written off.

f. The overnight away from home requirement.

(1) What purpose does it serve? The assumption is that taxpayer has no other option but to eat out when staying in another city overnight, and therefore there is an additional cost.
(2) How to get it right. We wouldn’t allow taxpayer to deduct the portion of the meal that she would have spent anyway. § 274(n) disallows a deduction for 50% of the cost of meals.
(A) Illustration of how we don’t get it exactly right now. Maria is a lawyer, meets with a client, stays in the city overnight. She is out of pocket for the dinner and submits receipt to the firm, who passes it along to the client. The client, firm and Maria all have a deduction for the same meal. Maria: $50 of income plus $50 deduction (doesn’t have to report because they wash out). The firm pays her $50 for the dinner, so it has a deduction as well as a reimbursement, so they too do not have to report it. The client is out of pocket the $50 for the meal and can deduct $25 for that.
(B) Reason for current system. We have it backwards, but there’s a reason that we do it this way. This system is referred to as surrogate taxation. If Maria would normally eat a $25 dinner, the right answer would be to deny a $25 deduction to Maria, which is the same as taxing her on $25. Instead, we pass it up the line to the person who is out of pocket. Congress decided it was easier to hit the clients and firms of this world than the Marias. The person who gets nailed here is the self-employed person who doesn’t get reimbursed for the meal.
(3) Inefficiencies. If taxpayer eats dinner and doesn’t stay overnight, it isn’t deductible. Meals are deductible while traveling only if taxpayer is away from home overnight. The inefficiency is people staying overnight when they don’t need to.

(4) “Taxes are everything” trap. Although companies could set up a system where the office is just far enough away that employees always have to stay overnight, fear of this stems from the “taxes are everything” trap. Taxes create an incentive, but there generally has to be some other reason to engage in the behavior. In this case, the cost of housing employees overnight would probably outweigh any tax advantage.

(5) Litigation over meaning of “overnight.” In most cases, the meaning of “overnight” is clear. But there is a lot of litigation about how much it takes for travel to be designated as overnight. This litigation often involves truck drivers and train employees. The funniest cases are where it’s not overnight at all – for example, truck drivers drive all night when roads are less crowded, then sleep from 10 a.m. to 2 p.m. A way to solve this, very arbitrary, would be to choose a number of hours that the individual must sleep to constitute an overnight stay. There is also a case involving a traveling salesman who rented a hotel room, not to sleep but to work.

g. “Away from home” requirement. This requirement has been litigated a number of times.

(1) Various possibilities for what “home” is:

(A) Business home. Taxpayer is in travel status only when he’s away from his primary place of business. If you stay in your metro area (i.e. NYC to Newark), you are in the same place of business. If you leave it (NYC to Boston) you have traveled.

(B) Two places of business where I spend a fair amount of time. There are two possibilities. One is that I have a primary and secondary place of business, and I can only deduct the cost when I’m in my secondary place of business – i.e. New York is my primary place of business, so only my costs in DC will be deductible.

(C) Two primary places of business. An example of this is baseball players. The Service has accepted that a baseball player has a primary place of business where the home team plays. But assume a minor league player is called up to the majors. The primary place of business moves, and is not deductible. The same is true for a schoolteacher who teaches in New York City year-in, and during summers works as a park ranger in California. The primary place of business moves – no deduction.

(2) Very easy to abuse.

(A) Hantzis v. Commissioner (1st Cir. 1981).

(a) Facts. Hantzis was a very enterprising law student who worked in New York City and wanted to deduct her costs when she returned to visit her husband in Boston. Her argument was that the additional costs were incurred solely because she had to be in New York on business.

(b) Hantzis’s argument: She made two arguments. First, she argued that her tax home should be Boston, and she was away from home while in New York. Second, she argues that there were duplicate expenses because her housing in New York was occasioned only by business. Although this is an appealing argument, it is not based in law.

(c) Holding: The court determined that she was in New York City for personal reasons because she could have just worked in Boston instead. The holding is clearly correct.

(d) Expenses at place where taxpayer spends the least time become deductible.

(3) Possibilities for IRS determining what “home” is:

(A) Taxpayer lives and works in the same location, which is his only place of business.

(B) If taxpayer does not live where he works, home is primary place of business.

(C) Taxpayer works many places. Some people have no primary place of business, such as the traveling salesman who is constantly in travel status.

(D) No primary place of business and no home. An example is a truck driver who lives in the cab or a person who is constantly in travel status. That person never has a deduction. It would only be worth it to get a flop house if its cost is less than the cost of their deduction. That’s where taxpayers get mail drops, or claim that their parents’ residence or a boyfriend’s residence is their residence. They can also try to vote there, anything to introduce into evidence to bolster the claim that this is their residence.

(4) Temporary.

(A) The issue. Taxpayer can deduct expenses while he is away from home temporarily. At some point, however, he will move from hiss primary place of business. This has efficiency effects but it’s hard to know how to do it more simply.

(B) Requirements. The IRS’s position is that taxpayer to:

(1) Intend to be away temporarily

(2) Actually be away temporarily

(3) “Temporary” is defined is one year or less.

(C) Critique. This rule leads to extremely inefficient behavior, but it’s hard to figure out what we could adopt that would be any different. A subjective rule would be much harder for the IRS to litigate.

· Meal eaten by a client. The client’s meal, if paid for by the employee, is a deductible business expense, assuming that it’s ordinary and necessary. The employee’s meal is also deductible if there’s a business reason for the underlying meal.

a. Reason. The strongest case for this rule is made by Posner in the Moss case, when he states that it would be too embarrassing for the employee to bring his PBJ sandwich to a fancy restaurant.

b. More tenuous cases. There are plenty of cases where the relationship is much more tenuous, but it is very hard for the Service to second-guess businesses about what is in their best interests.

· § 274. Limitations on business lunches.

a. § 274(n) is most specific – it says only 50% of meal expenses are deductible. 

b. § 274(k) is the least specific. It says that business meals are deductible so long as they aren’t lavish or extravagant. This means, in effect, that taxpayers can write off any business meal. It looks stringent on the surface, but is in fact meaningless. Cf. § 274(a).

c. § 274(a). Expenses under § 274(a) have to be substantiated. As a routine matter, you keep your Amex slip for the Yankees game, and there is a place to substantiate the purpose on the back – i.e. “discussion in cab about Goldstein contract.” Fill out the “purpose” section, and you have your deduction. It has a good purpose, but is utterly ineffective.

· Meal with colleague.

a. Generally. If employee has a meal with a colleague as opposed to a client, it is not deductible. The assumption is that you don’t need meals as the “social lubrication” to get business done with your own colleagues as you do with outsiders.

b. Inequities. If you go to lunch with a client and your meal is reimbursed, that isn’t taxed to the extent it represents consumption. If you go with a colleague, the meal is not deductible. However, if you go to lunch with colleagues and employer picks up the tab, the Service doesn’t go after those meals.

(1) Application. If the dean has a meal paid for all of the faculty, not taxable. But if the faculty did it themselves, no deduction under Moss. Many firms have subsidized cafeterias, and the difference is never taxed. Many firms have employee gatherings on a regular basis which are never taxed.

(2) Some individuals can write off every meal. At the upper levels of society, a taxpayer’s friends may be indistinguishable from his business associates. Hardly anybody could not be described as a business associate in some way for many people – i.e. Bill Gates. Every meal is with an eye toward producing another dollar. Thus, some people have all their meals subsidized by the tax system. The 50% rule addresses this problem, but doesn’t eliminate that completely.

c. Consumption element of meals. The IRS has not enforced the consumption element of meals, and Congress would most likely not let them.

d. Aftermath of Moss. After the Moss law firm lost, they brought a chef into a dining room in the firm, and the employees had nothing to worry about because it was covered by §119.

· § 274(h).

a. Generally. § 274(h) deals with foreign travel, i.e. an organization holding a convention overseas.

b. History. For years, organizations had been holding conventions in very nice places overseas, and employees deducted the costs. There was a rash of newspaper articles about this and Congress responded in a very strange way. First they were going to limit convention deductions entirely, but the hotel industry protested that this would destroy them. The result is limitations on certain kinds of foreign travel, but no limitations on domestic travel.

c. Cruise ships. § 274(h)(2) covers conventions on cruise ships, which is an example of lobbying. This is directed at Holland American, but there is no mention of that one name. This is a good example of a provision which, if read by an outsider, it would never be apparent that it was a special interest provision.

· Home offices.

a. Hypo. It costs me $1200 to maintain an asset that only produces $1000 in income.

(1) Not allowing deduction on cost over income. Logic tells us that nobody does that over time. Thus, part of § 280A says that the IRS will assume that the cost over income is for some personal non-economic reason. Therefore, that piece cannot be deducted.

(2) Assuming that all of the costs are personal. Another approach is to assume in some cases that all of the costs are personal – it would have been spent regardless, thus taxpayer cannot deduct any of the $1200. In a lot of cases, we presume that the home office is really not a home office – it’s your den.

(3) Allowing deduction on the whole thing. A third way is to say you can deduct the whole thing because we’ll assume the whole thing is business. This is your primary place of business, and you have no other business locale.

(4) Reason. A taxpayer may not mind having an office that operates at a loss so that the $200 offsets some other source of income – i.e. $4000 of another kind of income.

b. Hypo. Mark teaches classes at a public school from 9 a.m. to 3 p.m. and is not given an office. He therefore must plan curriculum, grade papers, etc. away from the school. Mark and Maria rent a “two-bedroom” apartment and use the second bedroom as an office for Mark. In the room is a desk and chair, a file cabinet and a lamp. Maria never uses the office.

(1) No deduction. Mark could not deduct under § 280A, because his primary place of business is the school. Somebody who works elsewhere cannot deduct costs of the home office.

(2) Tax penalty: It is it a tax penalty because the work he’s doing is part of generating income.

(3) Can be tax expenditure in some circumstances. § 280A(c)(1)(B) states that taxpayer has to regularly meet with clients in that locale. Taxpayer can have an extra room and write off his costs if he conducts any kind of business in the room. This applies to people running a small business at a loss in an extra room in their house.

c. Main limitation. The main limitation under § 280A is the primary place of business, which is hard in people with secondary places of business.

· Child care credit.

a. Credit vs. deduction. Someone in a 15% tax bracket calculates taxes at 15%, then subtracts a full $100 credit. Same thing for someone in a 40% bracket. But a deduction is only worth what you spent times your tax bracket. If we leave it as a deduction, we get different results depending on your tax bracket. The child care credit is one of the few things that we treat as a credit.

b. Credit limited by income of lower-earning spouse. W earns $100,000 and H earns $20,000, child care costs $24,000. They are only entitled to a deduction up to the wages of the lower income spouse. Nobody spends $24,000 to produce $20,000. That is in §21.

c. Reason for child care credit.

(1) Not there because it is a cost of generating income.

(A) Too broad. It’s broader than if it were trying to account for cost of producing income.

(B) Disparity in credit. The credit is higher for those in lower incomes than in higher incomes, and it’s based on a maximum amount of expenses – taxpayer can’t credit the full amount of paying child care. If I actually spent $24,000 I don’t get a credit for the whole $24,000.

(C) Wouldn’t treat it as credit at all. We wouldn’t treat it as a credit at all – we’d treat it as a deduction, like we do for all other business expenses.

C. Capital Recovery

1. Generally.

· Time value of money. The main idea here is time value of money – the real question is when they will be deductible.

· Example: Equipment produces $12,000 of income over time. It costs $10,000, so there is $2,000 of income over lifetime of the equipment.

· Measuring income on an annual basis. For tax purposes we try to measure the income on an annual basis – receipts minus costs. Receipts are the easiest piece of the puzzle because they come in on an annual basis. Our costs may or may not come on an annual basis.

a. Allocating costs. We subtract our costs each year and come up with the income that gets reported each year.

· Possibilities for allocating costs:

(1) Deduct the costs entirely when you pay for the costs.

(2) Deduct the costs over the period of time that it produces income.

(3) Deduct all the costs at the end when you dispose of the asset purchased.

· Hypothetical. There is a machine with a ten year life that costs $10,000.

a. Different possibilities for deduction (see three alternatives supra). If we can deduct $10,000 in year one and are in a 50% bracket, we would save $5,000 in taxes. If we did it in year ten we can deduct $10,000 in year ten, also producing $5,000 in value. A third possibility is to deduct it over time – i.e. $1,000 a year for ten years (value of $500 per year for taxpayer in 50% bracket).

b. Taxpayer’s preferences. Taxpayer prefers option one to option three because of the time value of money. At a 10% discount rate, the present value of option two turns out to be $3,070. The present value of option three turns out to be $1,930.

· Option one: deduction in excess of receipts is only useful if taxpayer has other sources of income. If I only have $1200 in receipts, a $10,000 deduction doesn’t do me much good because I can’t produce negative income. However, if I’m a doctor with receipts from elsewhere, the loss can be offset against my other income in year one.

· Option two: Model is too simplistic. I deduct a portion of the $10,000 machine every year that it produces income for me. We assume that I deduct $1,000 each year in years one through ten. This is much too simplistic – in real life, this looks much different.

· Terminology. If you account for the cost in the year that you acquire the asset or spend the money, you are said to expense it. If you account for it under either the second or third options, you are not allowed to expense it – you capitalize the cost (assign it a basis, and account for it over time). All capitalized costs are taken care of in two ways – either over time or when you dispose of the assets. Accounting for the costs over time are called depreciable assets. There is no shorthand for the third category, which can’t be accounted for until it is disposed of or disappears.

· Focus of litigation. Much litigation is over whether the asset can be capitalized or expensed. There is a limited amount of litigation where I have a capitalized cost – can I depreciate it or do I have to wait until I dispose of the asset?

· Kinds of assets that fall into each category.

a. Key to understanding why some assets fall into one category: The key to understanding why some assets fall in one category or another is figuring out exactly what income the taxpayer incurred in year one, year two, and so on.

b. Illustration. Taxpayer bought a machine for $10,000.

(1) Year one deduction. Cannot deduct it all in year one because that would overstate costs in year one. Taxpayer is receiving income in every year, not just year one. In the coming years, taxpayer would understate his costs, but that would be an advantage for the taxpayer due to the time value of money.

(2) Year ten deduction. Taxpayer would not accept deduction of the full amount in year ten because it would overstate taxpayer’s income every year until the last year.

c. Spending money in an income-producing activity that should only be accounted for in year one: This would occur when taxpayer gets all the benefits in year one.

(1) Examples: Labor, rent, some tangible assets (i.e. pencils, paperclips, office supplies that we would expect to be used up within the year). However, some kinds of rent should not be accounted for as I pay for it – i.e. I might pay for two years of a lease up front. My costs should be accounted for over a two-year period because it produces income in two different years.

d. Expenses that should be capitalized and depreciated over time. These will be assets that produce income over a period of time, and get used up. For example, a building or machinery that wears out.

e. Expenses that aren’t accounted for when asset is purchased and cost cannot be accounted for over time. Stock is an example of this because it’s not losing value and it’s not costing you anything. Other examples include land (as distinct from a building on the land) and an ongoing business.

· Houses and household assets. While a factory produces income, a house produces imputed income. We do not account for the cost of purchasing houses or refrigerators until I dispose of the asset and actually produce income by selling it.

· Assets that gain value over time. Examples of this are antiques and fine art. Taxpayer doesn’t account for it every year, because at the end he’ll have art or another item that went up in value.

· Costs attributable to some other asset. When I spend money and don’t produce a concrete tangible asset, we have to ask what that cost is attributable to.

a. Example. I purchase a factory and the roof blows off. I put a new roof on, and it is deemed to be part of the factory now, so I have to account for it by capitalizing it and depreciated it over time.

b. Alternative example. I find a small hole in the roof and squirt some black goo on it. The cost of that goo can be accounted for immediately because I haven’t really added any value – I won’t get more income than I would have otherwise gotten.

c. Difficult question. Those two examples would lead you to believe it’s an easy question, but it isn’t. The same is true for the security guard – do I produce additional income by having the guard there, or does it get used up?

2. Land example.

· Facts. I purchased land for $10,000 and it produced $1,200 over time. When I capitalize an asset, I assign it a basis. I am holding land with a basis of $10,000. Over time I report $1200 in income because I have no cost. When I sell the land I get $10,000, thus proving that I had no cost.

· Other possibilities.

a. Sell land for $15,000. I sell the land for $15,000, and thus there is a $5,000 gain at the end. If this land was worth $12,000 in year two, you don’t report it because there was no realization.

b. $2,000 loss on disposition. The property falls in value so I have a $2000 loss on disposition.

3. T Company hypothetical.

· Facts: T Co. manufactures kayaks and in 2000 constructed a new factory. How should T account for (i.e. capitalize or deduct) the cost of its following outlays?

· Compare somebody who constructs with a purchaser. Contractor builds building to sell building to purchaser, while self-constructor builds building for herself.

a. Purchaser.

(1) Tax consequences for purchaser. Purchaser acquires the building from the contractor for $10 million. He depreciates it over the life of the asset because it’s an asset the entire value of which will not be used up in the first year – it creates income over time.

(2) Tax consequences for contractor. He starts on January 1, spends all year building it and sells on December 1 to purchaser. The costs will be expensed because he’s going to sell the building that year.

b. Self-constructor. If this is the same building as the purchaser got from contractor, the self-constructor won’t have the same cost because the profit margin of the contractor is missing. Under § 263A, the self-constructor’s costs are capitalized over time.

· Cost of land. How should T account for the cost of acquiring land on which the factory was built as well as lawyers’ fees to quiet title?
a. The land. The land is the category three kind – it can’t be depreciated over time, and thus the cost is deductible only at the end.

b. Lawyer’s fees. The regs provided that they have to be capitalized. The lawyer’s fees are in essence part of the land, as would be an accountant’s fee or a broker’s fee.

· Fees paid to negotiators. How should T account for salary paid to corporate counsel, who among other duties, negotiated the purchase of the land and materials for the factory, and handled all employee benefit questions related to the construction?
a. § 162(a) tells you that the fee cannot be expensed. This is demonstrated by the word “ordinary,” which stands for proposition that expenses that produce income over time cannot be deductible. § 263 is very specific that you cannot expense capital expenditures. The regs also show that costs of acquiring an asset are not ordinary. We add the attorney’s fee to the land.

· Labor costs for the construction crew. Labor for the construction crew costs $2 million. There are two possibilities for accounting for this cost: One possibility is we write off the $2 million as an ordinary and necessary business cost under § 162, and the other is that we add the $2 million to the basis or cost of the building.

a. Effect of allowing self-construction to expense cost of labor. If we allowed this, purchaser ought to scream about that, because the $10 million that they have to account over the life of the building includes the $2 million in labor.

b. Creating parity. To create parity, we would have to say that whether you purchase it or build it yourself, your costs have to be capitalized. The cost of labor is cost of producing income from the building over a 30 year period, and therefore the labor has to be allocated to the building. If the self-constructor builds two buildings with a $2 million payroll, the $1 million cost of the construction payroll for each building is added to the basis.

c. Contractor vs. self-constructor costs for crane. For a contractor, the rental costs of a crane get expensed, because the income is produced within the year. For the self-constructor, the rental cost is included it the building’s basis.

· Distinguishing between self-constructor and contractor. Self-constructor and contractor are both building a building that would produce income, but the self-constructor (as well as the purchaser) have both acquired an asset that will produce income over time, and therefore acquisition costs should be capitalized account over time.

· Behavioral effect of changing the rules. If Congress decided that self-constructors should be able to expense the costs while purchasers had to capitalize, it would radically shift people’s behavior. In figuring out whether this is a good building to build, my return can be worth $5 million to me, or I can buy a building for $5 million and the government can send me a $500,000 check each year for the next ten years. The contractor now becomes a subcontractor, and the purchaser still writes off $10 million.

a. See Idaho Power. Idaho Power says that unless we treat these people the same way, no purchasers will be left.

· Self-constructor better off than purchaser because we ignore imputed income. The reason the purchaser pays more is because he pays someone else to put it together, while the self-constructor puts his own labor in and we don’t take that into account for tax purposes. That would lead you to believe that the self-constructor is somewhat better off than the purchaser because we ignore imputed income – they aren’t $1 million out of pocket for the extra cost of hiring a contractor, and aren’t taxed on the imputed income. He is clearly better off than the purchaser.

· Summary of major points:

a. We need equity between purchaser and the self-constructor.

b. We have to treat the crane separately (i.e. it is capitalized for the self-constructor and purchaser, but expensed for the contractor)

c. Current law treats the self-constructor slightly better than the purchaser because the self-constructor has $1 million in labor that is not taxed through his own imputed income.

· Categories that are capitalized:

(1) Assets. If the asset makes money for taxpayer for over a year, the cost must be capitalized.

(2) Person who constructs or produces a tangible asset (as opposed to a purchaser).

(3) Costs that don’t create a separate asset (i.e. repairs to the roof).

(4) Spending money in connection with an asset.

· § 263A. § 263A stands for a number of propositions, but the main thing it stands for is that all your direct costs have to be capitalized – i.e. the labor crew. Supplies also have to be capitalized into the cost of the building.

· Purchasing the crane. Instead of renting the crane, you might buy the crane. What do I do with the cost of the $100,000 crane which I use year-in and year-out to build buildings?

a. Two possibilities that are wrong.

(1) Don’t write off cost now. The bulldozer will produce income for more than this year, so the cost of purchase cannot be expensed.

(2) Adding entire cost of machine to basis of building. This is wrong because the machine is not just used for the building. We want to deduct the cost against the income it is going to produce, and the machine will produce income from the business in this building but it will also produce other sales though other building construction.

b. The right answer. The building cost us one year worth of using the machine. If it took two years to build this building, it would be the cost for two years. See Idaho Power.

c. Application. Machine costs $100,000, produces kayaks and has a life of ten years. First, ask whether we can expense or capitalize the cost of the machine. Second, do we account for the cost over the entire period or only at the end? It is a depreciable asset so we account for the cost over the ten years it will produce income. Let’s assume that means that we will deduct $10,000 a year for ten years. If we use the machine to produce income on an annual basis for the kayaks, that’s what we do.

(1) Different if the machine is used to produce a building. In Idaho Power, Idaho Power wanted to deduct $10,000 every year for the cost of this machine.

(A) Idaho Power holding. The $10 million cost of the building is capitalized because it produces income beyond this taxable year. The cost will theoretically be accounted for over the life of the building. We assume the $10,000 is the cost of producing income for one year, and is added to the basis of the building. If this machine lasts for 10 years and I pay $100,000, then it cost me $10,000 a year to use that machine. That’s a wrong number, but the court opted for simplicity because that’s what the Service urged. The bottom line holding of Idaho Power is that whatever the depreciation would have been on this equipment had you used it to produce income annually, you take that amount and add it to the basis or the cost.

(2) Reason Idaho Power took this to Supreme Court. Time value of money – the question is whether you deduct $10,000 now or over 40 years. If you take the present value of 1/40 of $10,000 each year, that is peanuts.

(3) Hypo. I use the machine to build another building and it takes me two years. For those two years, I add the depreciation I would have taken for those two years onto the basis. No matter what, the $10 million is deducted over 40 years.

· Hypo. I have built a building. In year one I put $10,000 into building one. In year two I put $10,000 into building two. In year three I put $10,000 into building two. Year four rolls around and I sell the machine. If these numbers were accurate, the sales price would be $70,000. In real life, we never get it right. So let’s assume that the amount realized is $60,000.

a. $10,000 loss. You get a $10,000 deduction for the loss – adjusted basis of the machine is $70,000 and amount realized is $60,000, so taxpayer can take a $10,000 loss. That loss is in category 3 at this point. If I had sold the machine for $80,000, I’d have a $10,000 gain.

b. Crane is used to build buildings for 15 years. I would do nothing with the building that I built in year eleven because I have already gotten tax credit for my entire cost.

(1) Missed years. If I didn’t use the crane in year four but used it in year eleven, I would not deduct in year four and would claim deduction in year eleven. In practice nobody does this, though – you would at least trot it out to the site in year four and try to claim a deduction from that.

· Depreciation numbers not accurate. If I was able to sell the machine at the end of three years for $80,000, you now know that it didn’t really cost $10,000 in each of these years. It really cost $20,000 total over the three years. Under current law, we don’t go back and say that we were wrong. We take whatever number the Code tells us, which is always wrong. That eliminates the kind of game-playing where you try to say that it only cost $100 for each of the first three years, and you take a $99,700 deduction when you sell the machine.

· Renting vs. buying. In a non-tax world, I would choose the option that produces the lowest cost. The tax system changes that calculation.

a. Illustration. Suppose that rent is cheaper. In a non-tax world I would rent, but once I add tax cots I pay less taxes. I shift from renting to purchasing the crane. In figuring out whether to invest in an asset, taxpayers look at the rate of return. It changes your investment decision.

b. Idaho Power. Idaho Power is an example of getting it as right as they could – Idaho Power wanted to deduct $10,000 in cost each year. Court knew that was wrong, and made them instead deduct it over the forty year life of the building. The second holding of Idaho Power is what is that cost, and the Court did not make any attempt to calculate that cost because the IRS didn’t ask it to do so. The IRS urged, and the Court adopted, that whatever the depreciation would have been gets added to the cost of the asset.

· Can’t rent to yourself. There’s a section of the Code that says you can’t do that.

· Indirect costs.

a. Examples of indirect costs. Examples of indirect costs include salary paid to corporate counsel, who negotiated the purchase of the land and materials for a factory, or the costs of an advertising campaign designed to raise public support for a zoning variance, which if granted, will enable T to build the factory on the land.

b. Indirect costs capitalized. Indirect costs need to be capitalized, as opposed to direct costs. That is the provision of § 263A that has been highly controversial, because it would result in capitalizing many things that have been historically expensed. An example of an indirect cost is management costs – there’s bound to be some kind of management oversight in building that building. § 263A asks whether there was any point at which a CEO’s time was put into the cost of the building. That drives business crazy because we’re going to be allocating on a minute-by-minute basis to various projects. It is ironic that the very people who argue that we can’t keep track of time minute-by-minute (i.e. lawyers and accountants) are the same people who deduct their lives down to the minute. The INDOPCO line of cases is a response to the argument that indirect expenses should not be capitalized. § 263A does require an allocation of indirect as well as direct costs. Advertising costs are even more difficult because after INDOPCO, which seemed to say you need to capitalize everything, the Service issued rules saying that you can expense some things – i.e. advertising does not need to be capitalized.

c. §263A only applies to tangible assets.

· Capitalized costs that don’t produce a separate asset. You can have capitalized costs that don’t produce a separate asset – see Lincoln Savings, Idaho Power. If I purchase a building and pay a lawyer’s or broker’s fee, those have to be capitalized. It’s a cost of acquisition. Everybody agrees those have to be capitalized.

a. Expenditures incurred not in connection with acquisition of an asset. The next step is what if I incur an expenditure not in connection with acquisition of an asset. Suppose I purchase stock – there is a takeover case in which Idaho Power is involved. I go out and purchase all the stock of another company in a takeover and there are huge attorney fees. The whole thing takes place in one year, and is a friendly takeover. Historically, you’d say the lawyers’ fees were expenditures for services rendered, and deduct them. INDOPCO stands for proposition that you have to capitalize the attorney’s fees because it’s the cots of acquiring that business, and it doesn’t matter that it’s intangible rather than tangible. They have to be capitalized because the company that is acquired produces income (the actual language used in Idaho Power is benefits) for a longer period of time.

· Real question. The real question is whether the asset will last more than a year. If they wear out over time, I depreciate them. If not, I deduct them.

· Tangible/intangible distinction doesn’t matter. INDOPCO states that the tangible/intangible distinction doesn’t matter.

a. Takeover. We’re the target of a hostile takeover. We pay the lawyers to fight it. INDOPCO shows that the first question to ask is whether there is a long-term benefit. If it’s a long-term benefit that is not wholly incidental, you have to capitalize it. (An incidental long-term benefit would be, for example, buying a box with 13 pencils and using one a month – the pencil I’ll have left over in year two is incidental.) All attorney’s fees that produce a long-term benefit of more than a year have to be capitalized, and a really successful advertising campaign will also last more than a year. Most of your labor costs are likely to have a long-term benefit. Everything after INDOPCO can be seen as an effort to deal with this terror. They were afraid because of the time value of money – you have to deduct attorney’s costs over the period in which the deal produces benefits, which could be a very long time.

· Backing off from INDOPCO.

a. Advertising. First the Service backed off on advertising, saying you don’t have to capitalize advertising. That gave rise to a series of cases where people started trying to construe almost everything as advertising. RJR Nabisco had a whole crew who advertise and design cigarette packages. They claimed that all of those costs were advertising. There was an extremely expensive litigation over whether this constituted advertising. If it was advertising, it could be expensed, while if it was not advertising it would have to be capitalized over time.

b. Takeovers. Then there was a series of cases involving takeovers. A successful takeover clearly has to be capitalized, as should a hostile takeover. How about the costs of an unsuccessful takeover? What if the people who are paid to think about deals don’t come up with any ideas that year? The answer is no longer clear, due to Wells Fargo.

4. Wells Fargo & Co. v. Commissioner (8th Cir. 2000).

· Facts: The actual controversy involved the inside people who worked on the merger. Wells Fargo wanted to deduct costs, the IRS said they had to capitalize because it produced a long-term benefit.

· Holding: The judge seems to say there are some costs that are recurring, that produce more than an incidental long-term benefit. INDOPCO can’t have meant that those have to be capitalized because they occur on a fairly regular basis.

a. Illustration of INDOPCO: I have a company producing $100,000 in receipts every year. In year one, we pay an employee $80,000 and so we report $20,000 net income. In year two the employee works on project A and project B. INDOPCO seems to stand for the proposition that we put $40,000 in years two and three because benefit comes over time. Then employee works on two projects again the next year. If this happens year-in and year-out, it’s like we were deducting the $80,000 each year. It doesn’t matter whether we divide it up into two 40’s all the way along, or 80 each year. There’s something wrong with that, although it seems like it’s what the judge has in mind. The first year, there will be too much cost if we let you deduct your recurring costs. Nevertheless, that seems to be what Wells Fargo is saying.

b. Wells Fargo holding: If these are recurring costs (internal as opposed to external) then you can deduct them. The implications for Wells Fargo are enormous.

(1) Effect on INDOPCO. INDOPCO seems to say you should deduct all costs that have a long-term benefit. Then Wells Fargo says that some costs you can deduct anyway, if they are recurring. It doesn’t cover anything dealing with production of a tangible asset. Currently, the indirect cost of producing tangible assets must be capitalized under § 263A. It appears they can be expensed under Wells Fargo. What’s left of INDOPCO would be the non-internal costs of producing a benefit that has a long-term effect. The court doesn’t say that the outside law firm and investment fees were expensible – those fees were capitalized. This does not make any theoretical sense – it’s completely irrational. If you’re a small bank in South Dakota, you would hire in-house counsel – that is how the inefficient rule changes behavior.

· Hypo: I am the CEO of a small bank. Explain to me why I should hire in-house counsel as opposed to an outside firm.

a. You could deduct costs of an outside firm, but would have to spread it out over the length of the merger. Thus, you can virtually never deduct because it could last for a long time. You can deduct $200,000 now if he is in-house, and may never be able to deduct the $200,000 if he doesn’t go in-house but works as outside counsel.

· Distinguishing depreciable things. The things that are depreciable or amortizable are those things that decline over time and have a determinable life.

a. Items with no determinable useful life. You account for them when you dispose of the asset.

b. Assets that don’t decline in value. Some assets don’t decline in value – they go up in value. The classic value of that would be an antique, something that always goes up rather than down in value. The case that makes this hard is Simon, the bow case. Assets with no determinable life are fairly obvious while those that suffer no wear and tear are not.

· How long do you have to hire the in-house counsel for? This is unclear. It seems you can hire him for a month in-house and then fire him. The court might stop that in the next case, saying that he wasn’t really internal, but that would just show that their distinction makes no economic sense.

· Wells Fargo might not fly outside the 8th Circuit. In another circuit, you could point out that Wells Fargo seems not to match the language of INDOPCO at all. Thus, there’s an enormous amount of controversy.

5. Depreciation (category two).

· Kinds of assets that theoretically should be depreciated: Assets with limited useful life as opposed to an unlimited useful life – if something will last forever, it falls in category three.

a. Items that are capitalized with limited useful life, but not depreciated:

(1) Personal belongings. They are not depreciated, because depreciation requires that the item with a determinable useful life produce taxable income such that we should offset the cost.

(2) Bonds. A bond produces income for a limited period, but we don’t account for the cost of bonds over time. A bond is non-depreciable because it’s intangible. I could account for the costs of intangible assets. However, if I purchase the bond, at the maturity date I still have something worth $20,000. The bond is not depreciable because it doesn’t decline in value. The last piece thus is that it has to be an asset that by definition declines in value over time, as opposed to something that holds in value or goes up in value.

· Requirements (under the theory of depreciation, not current law):

a. Produces taxable income

b. Limited useful life

c. Declines in value over time (does not hold in value or go up in value)

· Simon. Simon dictates that the theory of depreciation does not match current law.

a. Holding: Simon, a concert violinist, convinced the court that his bow becomes less valuable to him over time – it becomes more brittle, harder to use, doesn’t produce as good a sound. The court thus gave Simon an enormous benefit that bears no relation to economics.

b. Simon’s benefit: He gets deductions each year (on a $100,000 bow) and at the end he can sell the bow for more money. Even though his adjusted basis at the point of sale is zero because he took depreciation on the bow, he is better off due to the time value of money.

6. Calculating depreciation.

· Four different ways of calculating depreciation. Say that taxpayer buys a machine for $20,000 which will dissipate over five years. There are four different ways we could calculate depreciation:

(1) Divide the $20,000 equally over five years.

(2) Larger deductions in the beginning, smaller at the end.

(3) Small deductions in the beginning, larger at the end.

(4) Random depreciation.

· How our way of doing it differs from economic depreciation. When we understand how the way we do it differs from the chart, then we’ll understand the incentive or disincentive.

	Time
	Present value of investment
	
	
	
	
	
	Actual loss in present value

	1-1-00
	$4000
	1045
	905
	790
	687
	573
	

	1-1-01
	3427
	
	1045
	905
	790
	687
	573

	1-1-02
	2740
	
	
	1045
	905
	790
	687

	1-1-03
	1950
	
	
	
	1045
	905
	790

	1-1-04
	1045
	
	
	
	
	1045
	905

	1-1-05
	0
	
	
	
	
	
	1045

	1-1-06
	
	
	
	
	
	
	4000


· Explanation of chart. This represents an asset with a flat income stream of $1200. The answer in each case is the decline in value of the asset. In this asset, we can figure out decline in value because it has a fixed income stream – can think of it as a bond, a lease, a patent with fixed life – flat, constant, fixed income stream. The price of any asset should represent the present value of the income stream.

a. Where the $4000 comes from: Someone wants to sell you a device that produces $1200 five times over the next five years. The $4000 price comes from the rate of return being 15%. If I can make more than 15% some place else, I won’t pay $4000 for this asset.

b. The chart. So I pay $4000 and produce $1200 a year for five years. I want to know my cost for the first $1200. The way you calculate that is looking at the decline of value over time. First line is present value. What you have left is right to receive $1200 in one year, two years, three years and four years – you no longer have the right to receive it in five years. So what I lost in value is $573 between year one and two. Between year two and three, it is $687.

c. Calculating depreciation correctly. If we were doing depreciation correctly, we would deduct $573 in year one. Notice that depreciation goes up over time. The depreciation is the change in value (difference between value of asset at beginning and end of the year).

· Reason we don’t calculate depreciation this way. In most cases, we don’t know the depreciation. The reasons for this are many. First, not all income streams are constant; most are unpredictable. Second, the discount rate varies from taxpayer to taxpayer. Third, we’d also need to know the period over which the income stream is produced and the exact amount of income which is produced. Fourth, you need to know the salvage value, which would decrease the total depreciation.

a. Another way to do this which was rejected. We could value the asset at the end of each year. Early on we rejected that for the same reason we generally have the realization rule – it’s an administrative nightmare requiring valuation of every asset in every business in the United States.

b. We get it wrong in favor of taxpayers.

· Illustration. We want to expense a category 3 asset (whose costs should only be accounted for on disposition). We purchase an asset for $20,000 that will never disappear – it produces 15% rate of return every year.

a. Tax-free world. If the pre-tax and after-tax rate of return are the same, you can say the tax rate is zero.

b. 50% tax rate. You would expect after-tax rate of return to be 7.5%.

(1) If costs of asset are expensed. If the costs of this asset are expensed, we continue to collect $3000. But in year one, you can deduct $20,0000 (expense cost of asset). In a 50% bracket, that’s the same as getting a check from the government for $10,000. Now your after-tax rate of return (income over investment) is 15%. In this most extreme example, if you allow someone to expense the cost of an asset that ought to be put in category three, it’s exactly the same as exempting the yield.

(2) Powerful political point. This is a powerful political point. Let’s assume that the asset is an oil rig, and Bush wants to produce incentives for those who purchase oil rigs. He could say that if you purchase an oil rig that never wears out, you can expense the entire cost of the oil rig in the year of purchase. He just exempted all the income from now until the end of time.

(3) Allowing expensing of costs increases amount taxpayer is willing to invest. If taxpayer is willing to invest $20,000 normally, he will be willing to invest $40,000 now if he can expense the costs.

· Accelerated deduction as interest-free loan from government. You might report $20,000 in year ten in exchange for taking a $20,000 deduction in year one. This is the equivalent of an interest-free loan.

a. What taxpayer can do with interest-free loan. I have to put in the bank the present value of $10,000, which turns out to be $6140 at a 10% interest rate. At the end of ten years, that will be $10,000 – the difference is mine to do what I want with.

7. IRA example.

· Roth IRA. The Roth IRA makes income exempt over time and when you pull it out. The other alternative is to get a deduction now and pay taxes later.

a. Application for Roth IRA. I deduct the $2,000 because I put it in an IRA. My income this year is zero. I invest in an IRA, my tax rate is 40% and it yields 10% a year. At the end of 10 years it will be worth $5188. I pay taxes of 40% on my income and after taxes I am left with $3133. It’s the same as if I expensed the income.

b. Roth’s alternative. Roth’s alternative is to pay the taxes now, and pay no taxes on the growth. You have $2,000 of wages, pay taxes at 40%, owe $800 in taxes. That means you invest $1200 in the IRA. Thus, you’ll have $3113 left at the end of ten years. So theoretically, the Roth IRA is the same as the regular IRA.

· Reasons you would put money in an IRA. The IRA is tax-free, while income on a bond is taxable. Thus, after-tax rate of return on the bond would be 5% while after tax rate of return on the IRA stays at 10%. Therefore, the idea is that we’ll encourage people not to buy bonds but move their money into an IRA.

a. May not encourage savings. As a practical matter, there’s lots of empirical evidence that the only thing that happens with IRA’s is that people who are otherwise saving continued to do that.

b. Banks as beneficiaries. People who normally are too smart to open up accounts at banks now open them up to get the IRA’s.

· Choosing between the two IRA’s. It may be possible that your tax rates could differ. A lot of people who use IRA’s don’t otherwise have pension plans, and are otherwise in a lower bracket in year one than they would have been. Thus, they’re better off exempting income in the higher bracket than they would be at the lower bracket. Or it may be that your income is at a higher bracket now. That would make you choose between the normal and Roth IRA’s.

a. Factors don’t point in one direction. The factors don’t all point in one direction between the two IRA’s. If you’re not paying taxes, the regular IRA doesn’t do you any good.

· Effect of repealing Roth IRA. The person who invested in the Roth IRA would get taxed again when he pulls the money out.

8. Deciding whether to purchase an annuity.

· Non-tax world. If the return on the annuity exceeds the discount rate, it is worth buying.

· 40% tax rate. Need to look to after-tax rate of return. If done correctly, all assets in the economy should fall by the same 40%.

· Present value of net cash flow of asset in a world with 40% taxes and economic depreciation
	Year
	Income
	Dep
	Taxable Income
	Taxes
	Net Cash Flow
	Present Value (10%)

	1
	1200
	573
	627
	251
	949
	862

	2
	1200
	687
	513
	205
	994
	823

	3
	1200
	790
	410
	164
	1036
	788

	4
	1200
	905
	295
	119
	1082
	739

	5
	1200
	1045
	155
	62
	1138
	707

	
	
	
	
	
	
	3919


· Explanation of chart. In year one I subtract taxes I owe from $1200. I’ll collect $1200 but will owe $251 in taxes. If I present value these numbers, the net present value currently is really 3919. That means the asset is priced incorrectly to take into account taxes.

· Present value of net cash flow of asset in a world with 40% taxes and straight line depreciation

	Year
	Income
	Dep
	Tax. Income
	Taxes
	Net Cash Flow
	PV (10%)

	1
	1200
	800
	400
	160
	1040
	945

	2
	1200
	800
	400
	160
	1040
	859

	3
	1200
	800
	400
	160
	1040
	781

	4
	1200
	800
	400
	160
	1040
	710

	5
	1200
	800
	400
	160
	1040
	645

	
	
	
	
	
	
	3940


· Explanation of straight-line depreciation. Straight-line depreciation doesn’t represent your actual costs, it’s faster. Your taxes are going to be lower in the first year, your net cash flow will be higher in the first year. Once again, this asset is presented valued. But taxpayer still isn’t going to buy it – it’s still worth 3940. But notice how much more it’s worth with straight line depreciation than an economic basis.
· PV of net cash flow of asset in a world with 40% taxes and declining balance depreciation

	Year
	Income
	Dep
	Tax. Income
	Taxes
	Net Cash Flow
	PV (10%)

	1
	1200
	1600
	(400)
	(160)
	1360
	1236

	2
	1200
	960
	240
	96
	1104
	912

	3
	1200
	576
	624
	250
	950
	713

	4
	1200
	346
	854
	342
	858
	586

	5
	1200
	518
	682
	272
	928
	576

	
	
	
	
	
	
	4022


· Explanation of declining balance depreciation. With declining balance depreciation, it’s worth even more – twice as much in the first year, less in later years. Now she’d take it, because now the present value of the asset is at least $4000. In fact, assuming the law doesn’t change, this is a good deal. Tax system created an incentive to purchase an asset.

9. Repairing vs. prolonging useful life of asset. Rev. Rul. 2001-4 deals with the difference between repairing and prolonging the useful life of an asset (concerning airplane maintenance). It’s hard to imagine that tax rules can have a huge ripple effect, but they do.

10. Accounting for depreciation.

· For depreciation to occur: We must determine the asset will decline in value over time, and suffer obsolescence. If not, it will be category three.

· Depreciation base. We need to know our depreciable base – see § 167(c)(1). The current methods of depreciation are found in § 168. 167 tells that depreciable base is generally the basis under § 1011. We’ve looked at three ways to acquire basis – purchasing an asset in cash, swapping property, and where we acquire property in return for services.

11. Hypo. T is a taxpayer who at all relevant times is in the 50% marginal tax bracket. T acquires an asset for a purchase price of $20,000 that will be useful in T’s business for 10 years. The salvage value of the asset, that is, the fair market value of the asset at the end of its useful life, is $10,000.

· Don’t need to depreciate it. Thus, § 168(b)(4), which says that the salvage value is zero is a tax expenditure – the amount that would  be salvaged gets depreciated over time even though it’s not a cost. However, Congress thought of it more as a simplification provision.

· Calculations.

a. Depreciable base. According to § 1011, it is $20,000.

b. Salvage value. Defined as zero.

c. Recovery period. § 168(e) states: “If such property has a class life (in years) of:” (For purposes of this class, we will be given the class life.)

(1) Class life. In reality, you would have to look up the class life. If it says the widget machine has a class life of 20 years, you can’t call up and say that yours only has class life of 10 years.

(2) Policy outlook. Not necessarily tax expenditure, tax penalty or just right. If class life is 5 years, it would be just right if machine produced income for exactly five years. However, § 168(c) is designed to be a tax expenditure. They chose shorter periods than the class lives, which are themselves an arbitrary decision.

(3) Residential real estate. Apartment buildings are depreciated over 27.5 years, nonresidential real property over 39 years. This is also probably too fast.

d. The fourth thing you need to know is the method that you need to use to account for those costs. You’ll find that in § 168(b)(1). There are essentially two methods: declining balance (168(b)(1)(A)) and straight line depreciation.

· Dividing up $20,000 using declining balance. We’ll divide it up over 5 years, taking $20,000 in depreciation.

a. Straight line rule. The straight line rate is 1 over the recovery period. Here it would be 1/5, or 20%.

b. Declining balance provision. The declining balance provision means that you’ll take a declining rate times the balance that’s left each year. The balance that’s left each year is referred to as your adjusted basis. § 1015 tells you adjusted basis is the original basis minus the depreciation you’ve taken. This method also requires you to switch to the straight-line method when it produces a larger number. We have to calculate the whole thing first using double declining balance.

c. Calculation of declining balance. In the first year, we have $20,000 times .4, which equals $8,000. That says you’re entitled to subtract it for the entire year. We are required to know how much of the first year’s depreciation you actually get. We have two options. One is to do it exactly right. The other option is to use a convention, meaning we will arbitrarily decide how much depreciation we get for the year of purchase. The current depreciations are found in § 168(d). For personalty, the convention is a half a year convention. Thus, the first year deduction is actually going to be $4,000. Since we only gave a half year’s depreciation in year one, that extra amount goes into the sixth year – under current law you’ll always have some depreciation left in the year after the recovery period.

d. Illustration of year one. We purchase this asset, calculate the depreciation, and we’re going to do two things. First, on our tax return, we’ll deduct $4,000. That means, supposing we had $12,000 in receipts from widgets and had labor costs of $3,000 and had $1,000 of supply costs and $4,000 in depreciation, we subtract them all to get our taxable income from widgets, which will be $4,000. The second thing we do is that under § 1016, our adjusted basis goes down by $4,000. Our adjusted basis always represents our investment, our costs we haven’t accounted for under tax purposes. This means that for year 2, our adjusted basis is $16,000.

e. Chart. We always take the same percentage under double declining balance.

	Year
	Starting Amount
	Depreciation
	Adjustment (i.e. Half Year Adjustment)
	Total Depreciation

	1
	20,000
	.4
	½
	4000

	2
	16,000
	.4
	
	6400

	3
	9600
	.4
	
	3840

	4
	5760
	.4
	
	2304

	5
	3456
	.4
	
	1382

	6
	
	
	
	2072


· Accelerated nature of double declining balance. If we took accelerated depreciation, we’d take $4,000 deduction every year. We end up with a huge amount in the last year. Congress told us to compare this with dividing the cost equally at every point.

· Comparison of double declining and straight line depreciation. Straight line depreciation is illustrated below.

(1) Year one. 20,000 x 1/5 = 4,000 x ½ = 2,000

a. In year one, we take the larger number of the two, so we take 4,000 (see chart supra)

(2) Year two. 16,000 x 1/4.5 (because there are 4½ periods left). In year two, if we’d divided the 16,000 equally over the 4½ years, it would have produced 3555. Thus, in year two we would deduct 6400. That means our real adjusted basis at the beginning of year three would be 9600.

(3) Year three. We have 3½ periods left, so we would have divided 9600 equally over those 3½ periods (9600 x 1/3.5 = 2715). Once again, declining balance is faster so we take declining balance.

(4) Year four. 5760 x 1/2.5 = 2304. It’s the same as declining balance, so we use 2304 as our depreciation.

(5) Year five. 3456 x 1/1.5 = 2304, which is greater than the number we get under declining balance. So we take 2304 as the depreciation, which means that our adjusted basis will be 1152.

(6) Year six. 1152/1 = 1152.

· Disposing of assets before useful life runs out. A lot of people dispose of assets before the recovery period runs out. If I sell an asset, my gain or loss is amount realized minus adjusted basis. My amount realized is $12,000, and now I need to know my adjusted basis. I sold this asset in year three. At the beginning of year three, my adjusted basis is $9600. I sold it on June 1.

a. Convention for year of disposition. There is a convention for year of acquisition, and another for year of disposition. No matter when you sold it, you are deemed to have sold it on July 1, and thus you are entitled to half a year of depreciation. My adjusted basis is original costs minus depreciation, which is 7680. Thus, my gain is 4320.

b. Observations about above example.

(1) Shows that depreciation was tax expenditure. The tax expenditure was 4,320, because the asset only declined in value by 8,000 during that period, and not by 12,320. There are virtually no assets for which these provisions operate as a tax penalty – it only happens in situations where something unexpected happens, like finding toxic waste on the property.

(2) Phantom income. We are asking you to pay back your depreciation that wasn’t a real cost. What the taxpayer is getting away with is time value of money.

· Three other methods.

(1) § 179. § 179 is a powerful incentive. For certain other businesses (i.e. small businesses) we could use § 179. You would use it because deduction in year one is $20,000. Depreciation in year two would therefore be zero, and depreciable base would be zero. Taxpayer benefits due to time value of money.

a. Legislative history of § 179. One of the ways we can provide an incentive to small businesses is to let them write off the cost of tangible assets every year. It helps them on loans if they can expense the asset. The bank will be more likely to loan them the money. If you are in the 50% tax bracket and your pre-tax rate of return is 8%, you won’t borrow at 7% (because after-tax rate of return is 4%). With accelerated depreciation, my after-tax rate of return understates my economic income by giving me the higher deduction; my after tax rate of return is 6%. If I take § 179, my after tax rate of return is 8% because my pre-tax and post tax rate of return are equal when I can expense the whole thing. Expensing encourages someone to invest in this asset, and the bank would lend on this asset where they otherwise would not have done so.

b. Potential tax arbitrage. If you can deduct interest, after-tax interest costs 3½%, not 7%. If I expense the asset so it has an 8% after-tax rate of return and deduct the interest, then I create an incentive to do it that wouldn’t be there absent the tax system. The tax system has basically handed me money to purchase the asset. The term for this is tax arbitrage, creating something out of nothing through the tax system.

c. Who can use § 179? It is basically limited to small business because you get the full deduction if you put $200,000 or less of assets into service in any year. It phases out, meaning that companies that put a lot of money into business don’t get any deduction at all. For example, if you put into business a machine that costs $30,000, you’d write off 24 and depreciate 6 under § 168.

(2) Real estate. Depreciable base is your cost, the recovery value is found in 167(c). Your method is always straight line – 167(c)(3). Year one’s depreciation for commercial property is 1/39 of the total. But we have to account for the conventions. The convention for real-estate is not a half-year convention – it is a mid-month convention. If I bought it in January, I’m treated as though I bought it on January 15. I get depreciation for all of the months I held it and half of the month I bought it in. If I get it in March, I get 9½/12 of the depreciation.

a. Mid-quarter system. Someone wants to buy a widget machine. They should buy it on Dec. 31, so they get a half-year deduction and only use it for a day. However, Congress covered that with a rule that says that if you buy it in the last quarter, it shifts from a mid-year to mid-quarter system.

b. Basic point. There are tax rules that get it wrong in this way and alter behavior.

(3) § 197. The basic principle is important. § 197 says you can depreciate the cost of certain intangibles over a 15-year period using the straight-line method. The kinds of intangibles covered are things like an intangible acquired that is used as a part of a trade or business, such as a customer list, patents, sometimes movie rights, good will, some computer software, know-how, or subscription lists. Those kinds of intangibles are depreciated over 15 years using the straight-line method.

a. People helped by this provision.

(A) Helps people whose intangible assets produce income over longer period of time. If it will produce income over a 40 year period, you can write off the whole expense in 15 years and it will produce income over 25 more years. An example here is copyright holders

(B) Helps people whose assets don’t suffer wear and tear. Second group happy – people who purchased assets that don’t suffer wear and tear. An example of this is good will, which in theory will last forever.

(C) Tax shelters. For the above examples, we’re deducting too much depreciation. The depreciation rights are a tax shelter. I’m sitting on something that has value to everyone in the world except for one person – me, because I’ve depreciated it already.

b. People hurt by this provision. People who would be upset about this are those who purchase customer lists that don’t have a 15 year useful life. For those people, it’s a tax penalty.

c. Reason for the provision. The reason they passed this is because people were constantly litigating over it. Many people went along with a penalty just to be done with the litigation. The industries who thought 15 was too slow were those who didn’t have powerful lobbyists.

· Hypo. We are tax lawyers for industry X and Congress is amenable to adopting depreciation rules that are favorable to our industry.

a. Tax expenditure. If you want a tax expenditure, you want something that allows you to expense it and put it in category one. Allowing you to expense an asset that should be depreciated creates a tax expenditure. So would expensing an asset whose costs should be accounted for at the end.

(1) Depreciable base. A tax expenditure for depreciable base is if you were allowed to depreciate more than you paid for it. At one point we had the investment tax credit which allowed you to deduct your entire costs as well as depreciate your costs. An example of this is writing off your entire costs, and acquiring title so you can depreciate immediately while not being out of pocket. The simplest way is to acquire an asset with debt.

b. Tax penalty. The worst tax penalty is § 280(e) – the drug dealer who can’t deduct anything at any time.

(1) Recovery period. If the recovery period is longer than the actual period for which it produces income, it creates a tax penalty. Anything more accelerated than economic depreciation is a tax expenditure, anything less accelerated is a tax penalty.

D. Interest

1. Generally.

· Distinguish between interest and principal. To the extent the payment is principal, there is no deduction. See infra for distinction between interest and principal.

· Why interest is deductible. The simple answer is that it’s the cost of producing income.

a. Illustration. Business A and business B both start out with $100,000 of cash and both are going to acquire a widget machine. A will acquire it out of its own capital and B will acquire it from debt. A takes the $100,000 off the balance sheet and substitutes a $100,000 machine that produces $10,000 of receipts in year one. At the end of the year, A has assets of $100,000 and A’s receipts are $10,000, with no expenditures other than the machine. B borrows $100,000 in order to purchase the machine and keeps the capital. There is $100,000 that B puts in the bank, and $100,000 of the machine it acquires. B has $100,000 of interest/investment income, $100,000 machine and pays $10,000 interest to the bank. B’s cash flow is $10,000 just as A’s is, and its net worth is $100,000 just as B’s is. The only way we end up with the same tax treatment is to treat this as a cost of producing income so we net out with $10,000 of profits. In order to provide equity, we have to treat interest as a cost of producing taxable income.

2. Problem. Taxpayers A, B, and C each have $100,000 in an interest-bearing account. Taxpayer A removes the $100,000 from the bank and purchases a home. Taxpayer B leaves the money in the bank and earns $10,000 in interest. He also borrows $100,000 and purchases a home. He pays $10,000 in interest on the debt. Taxpayer C also leaves the money in the bank and earns $10,000 in interest. At the end of the year, he pays the $10,000 to his landlord for a year’s rent. What are the tax consequences to each? Would the se consequences be appropriate in a normative income tax? If not, what should they be?

· The question posed. The question posed by this problem is whether there should be a deduction across the board.

· What is A’s economic income? There is no increase in net worth – there is an exchange in property for equal value. There is imputed income from living in the house, which is more than what A would receive in an interest-bearing account. The value to A must be at least equal than or more than an interest bearing account. Everyone has a 10% interest rate in this simple world. We would assume there is at least $10,000 of economic income from enjoying the house.

· B’s economic income. B has $100,000 in cash, $100,000 home and $100,000 home mortgage, and the same imputed income as A.

· Taxpayer C. Taxpayer C has $100,000 in assets, no liability, an economic income of $10,000 and taxable income of $10,000. C is in the same economic position as A and B. A and B have net worth of $100,000 and each has enjoyed $10,000 worth of living. C has $10,000 of interest income but paid it to his landlord. B had $10,000 of interest income but paid it to the bank. We end up with a different tax result for C. It seems that B and C should get an equal deduction, so this seems wrong.

· Taxpayer D. D has $100,000 in the bank and sleeps in the subways. He takes $10,000 and eats very well.

· Taxpayer E. E has $100,000 in the bank, takes it all and buys a boat. E looks a lot like A, but bought a boat instead of a house. At the end of the year, all five have $100,000 net worth and $10,000 worth of something.

· Possibilities.

a. Deny B’s interest deduction. One possibility is to deny B’s interest deduction. We’d create equity between B and C through interest deduction, but eliminate equity between A and B. We’d also create equity between B and D.

(1) Problem with denying B’s interest deduction. There is a public policy reason. Very few people have the cash to buy a house, and we want to encourage people to buy homes. Part and parcel of the decision to make A and B the same is another public policy decision, that we don’t care that B and C aren’t the same. This is because we think owning a house is a positive that we want to prove a tax incentive for.

(2) People who would be hurt be elimination of home interest deduction.

(A) Mortgage lenders. If the interest rate is 10% and I’m in a 50% bracket, my after-tax cost is 5%. If the interest deduction were eliminated, for old mortgages we’d assume the interest rate would fall because the government has been subsidizing interest on home mortgages. For a lot of people there would be a default because they have calculated cost to the penny.

(B) Homebuilders’ associations. They care because otherwise people are more likely to rent post elimination – fewer housing units built. Also, the price of the asset would decline if people would purchase – they need a lower after-tax cost.

(C) People who have paid off their mortgages. They care because people will spend less money on houses so the real estate market will drop. Therefore I could not resell my house for the same price I otherwise would. That’s because this is an asset whose after-tax rate of return has been subsidized through some benefit. Thus, we don’t seem likely to solve this by dealing with home interest deduction.

b. Make C’s rent deductible. This would make A, B and C equitable, but we would destroy equity between C and D.

(1) Creating equity between all five: Give D a deduction for his eating expenses.

(2) Creates problem of F: F will be someone who spends $10,000 on another form of consumption – i.e. clothes, fishing. The option of giving D and E a deduction is completely implausible. If we allowed a deduction for rent and eating, everything would become deductible. The only way you would be taxed is if you saved your money. It politically wouldn’t fly. Thus, the answer is not to give a deduction.

· Making all interest deductible. Until 1986, all interest was deductible. We wanted to eliminate the deduction for many of these people (i.e. those who use interest to purchase a boat). First, it’s a form of consumption – there should be no deduction. Second, simplicity. Third, we’d like to get rid of all interest deductions, but as a political matter we believe everyone should have their own plot of land with a house on it.

· Taxing imputed income would make everybody equal. If we tax imputed income, B would have interest income of $10,000, imputed income of $10,000 and a $10,000 deduction. Now it would be fine to give B a deduction because it would wash out the $10,000. B’ would look exactly like B. B’ would have presumably $10,000 of imputed income and a $10,000 deduction. No matter what B purchases, income would be deductible because it would have $10,000 worth of utility. No matter what form your consumption takes you tax $10,000 of income. Unfortunately, we’ll never do that. Lots of people think you should tax imputed income from home ownership only and not from anything else. There are some other countries who have taxed the imputed income from homes. England did it at one point. We can just assume that 8% of the value, for example, is imputed income. However, Congress would not agree to do this.

· Bottom line. The bottom line is we need some kind of interest deduction for businesses, and don’t need one for non-income-producing activities.

3. Problem. Taxpayer A borrows $30,000, for which she has an annual interest expense of $3,000. She uses the funds as follows: a) she spends $9,000 to purchase a personal automobile; b) she spends $6,000 to purchase securities, and receives $300 in dividends on the securities during the taxable year; c) she spends $10,000 to purchase an asset to be used in her business; d) she leaves $2,000 in her non-interest-bearing checking account.

· Need to know what money was behind the check.

· Personal interest (i.e. the interest that goes toward automobile). It’s not deductible because it’s a personal expense.

· Securities. Investment interest is deductible only to the extent of investment income.

a. Extra interest. If I have $500 of dividends on this stock with $600 in interest, the extra $100 can be carried over into the future. The investment income exception is meaningful because of the time value of money – the value of the deduction declines over time.

· Business interest. Business interest is fully deductible without limitation.

· Bank account. The service takes the position that the bank account is an investment. Those are the rules for the simple categories of interest that you’re likely to see.

· Hypo. I want $100,000 of things. I have $70,000 and will borrow $30,000.

a. Guiding principles. I should purchase primarily business assets with my borrowed assets. It has efficiency consequences; in a non-tax world, you would not say that you should purchase business assets with the borrowed funds.

	Principal
	Item
	Interest

	9000
	Car
	900

	6000
	Stock
	600

	10,000
	Business machine
	1000

	2,000
	Bank account
	500

	
	(3000 paid in interest)
	


· After-tax cost of purchasing car and machine. Need to know the bracket. Business machine is $500 after tax and car is $900 after tax, thus I would borrow for the business machine, not for the car.

· Non-interest bearing checking account. There is no income at all and I have $500 of non-deductible costs. Under this scheme, I bear a 10% cost of doing nothing.

· Putting interest money into account with other funds. If I take the $30,000 and drop it into an account with unborrowed funds in it, then write a check, I need to know whether the check comes from borrowed or unborrowed funds.

a. Rule taxpayer would prefer: Best of all possible worlds is that you earmark. If you have a choice, you should always use your own capital to purchase personal assets.

b. Arbitrary rules. A second option is to have an arbitrary rule one way or the other. The arbitrary rule you’d prefer is using whatever purchases the largest amount of deductions.

(1) Is borrowed funds first or unborrowed funds first more pro-taxpayer? It doesn’t matter which one is enacted. If borrowed funds come first, you would buy the business machine first. If unborrowed funds come first, you buy the car first and then the machine. It doesn’t matter which rule you choose as long as there’s a rule.

· Home equity indebtedness. If the debt is secured by your personal residence, it becomes home equity indebtedness, which puts you back into 163(h)(3). 163(h) creates two kinds of home equity mortgages, both of which have to be secured by the house. One of them is acquisition indebtedness – if you use proceeds of the debt to purchase a house, the interest is deductible up to interest on a $1 million mortgage. If it’s not used to purchase a house, it’s deductible up to the interest on indebtedness of $100,000.

a. Illustration of what equity is. A purchases a house for $600,000 with $480,000 in debt. This difference of $120,000 is referred to as my equity in the investment. I can borrow on this $120,000, using it as security and the interest on $100,000 of it will be deductible. If I borrowed a whole $600,000 so that I have zero home equity, then I have no possibility for home equity indebtedness which would produce a deduction.

(1) Rising fair market value. The value of this home goes up to $800,000 and I have $600,000 of debt. My home equity is the difference between the fair market value and the current outstanding indebtedness on the home, so I have $200,000 in home equity. I can go to the bank and borrow a second mortgage, and the interest on that $100,000 is deductible no matter what I do with it.

b. Two things to be familiar with.

(1) Arguments over  what constitutes a home. When this was adopted in 1986, the lobbyists came out in droves and the things we were arguing over were things like whether house boats were homes, and whether tents on vacant land were home. The latter would be important to hunters, who hold large tracts of land for purposes of hunting, and want to know whether it becomes deductible if they purchase a cabin on it. However, they lost.

(2) Second home provision. New Yorkers often have more expensive second homes than first homes. There are many New Yorkers who rent and own another, very expensive home. This provision that you can deduct the interest on home equity indebtedness is very inefficient – it has provided more work for advertising agencies than anybody else. Banks run adds trying to sell home equity mortgages. Before 1986 you never saw an add like this. This leads to people buying stock with their homes and being overextended. Since 1986 we haven’t gone through a period of significant foreclosures on house mortgages. Once we do, Congress will wake up. We’ve created incentives where we don’t understand the full implications because we’re in favor of home ownership. There are other ways to provide incentives for home ownership that aren’t quite as risky.

4. Tax/interest arbitrage.

· Illustrations of arbitrage. A borrows $10,000 and pays 7% interest per annum. Here are alternative ways of using the proceeds, all of which are arbitrage: a) A invests in NYC municipality bonds; b) A invests in stock in XYZ Co. that pays no dividends during the year; c) A invests in a trailer used as a vacation home; d) A invests in a machine and she makes a § 179 election; e) A uses a home equity loan to borrow the $10,000, and uses the proceeds to take a vacation while at the same time she has $10,000 in a certificate of deposit earning 4%; f) A uses the proceeds of a 20-year loan to purchase a remainder interest in a trust that will vest in 20 years, and the remainder increases in value at 4% per year.

· Arbitrage generally. In arbitrage, you take a bad transaction pre-tax and turn it into a profitable transaction.

· NYC municipality bonds. My cost is $10,000, which produces $700 of interest. For the bonds to be a good deal pre-tax, they would have to pay more than 7% interest. However, their interest rate is 4%, so I would not purchase the bond pre-tax.

a. Deductible interest. If the interest is deductible, the cost is only $350 after tax. But you need to know whether the interest on the bonds is taxable. If it is, the income from bonds falls to $200 while the cost is $350 – I still wouldn’t invest.

b. Bond income tax exempt. Income on municipality bonds is tax exempt under §103. Thus, I’d have $400 of income and $350 in costs. This is a non-economic transaction that is suddenly worth $50 to me.

c. This arbitrage is prevented. 265(a)(2) attempts to prevent this. However, most people get away with it.

· Stock that pays no dividends during the year. This puts you in a tax haven. You expect that the return on the stock will be at least equivalent to an annual yield of $700. This may be a growth stock with a 7% return in growth. I would make that purchase.

a. What if that number is 5% a year? In a non-tax world I wouldn’t purchase the stock. If the interest is deductible, my cost is $350. You’re not taxed on the return until you sell it – thus you keep all of the deductions and sell it later. If I produce 5% a year that isn’t taxable, my real return is taxed at perhaps 4% in which case I create an arbitrage – I deduct the costs currently and produce an income in the future.

· Machine with § 179 election. This is pure arbitrage. Suppose the rate of return on this machine is 5%. In a non-tax world, I would not purchase this asset with debt. If I’m in a 50% bracket, my after tax cost of purchasing the machine is 3.5%. My after-tax rate of return on this machine is 5%, because with the § 179 election you are able to deduct it all in the first year. Thus, there is the same after-tax as pre-tax rate of return, making it worthwhile to borrow.

E. Personal Exemptions

1. Generally.

· Checklist for personal exemptions.

(1) Is deduction allowable at all?

(2) How much is deductible?

(3) Is total amount of deductions enough that you itemize them, or do you take standard deductoin?

· Deductible person expenses. The kinds of things that qualify as deductible personal expenses are the following: medical expenses, charitable contributions, taxes, employee business expenses, personal interest (home mortgage interest), casualty losses, and tax preparation fees (§ 212).

· Itemized vs. standard deduction. You take itemized deductions only if they are greater than your standard deduction. Standard deduction is based on marital status, and is greatest for a married couple following a joint return. It is roughly $5000.

· Limitations on deductions.

a. Casualty losses. Casualty losses are deductible if greater than 10% of AGI.

b. Further limitations. Some deductions are subject to a further limitation – a) miscellaneous expenses, such as employee business expenses; b) the expense of producing investment income (see § 212), which includes such things as a safety deposit box and a broker’s advice; c) tax preparation fees. All of these are brought together as miscellaneous expenses and are deductible only if they exceed 2% of your AGI. Virtually nobody deducts them because for most people those expenses will not exceed 2% of AGI.

· AGI over $100,000. If your AGI is over $100,000, Congress cuts back on certain itemized deductions. They never cut back on investment interest or casualty loss, but they do cut back on the other deductions.

a. Rationale. It is mathematically equivalent to a rate increase. Say we had a 50% tax rate. You have $100,000 of income and $40,000 of deduction so that your income appears to be $60,000. You pay $30,000 in tax. Congress doesn’t want to raise the rate above 50%, but they say that you can only take 20% in deductions – now your income is $80,000 and you pay $40,000 in taxes. Congress did this after George Bush made the election mistake of saying, “Read my lips, no new taxes.” Congress was prevailed upon to figure out a back-door way to raise taxes while keeping the rate exactly the same. For anybody who makes over $100,000, once you apply the 3% haircut, your tax rate in effect goes above 50%.

· Why these various provisions are in the Code. 

a. Exemptions. Everyone is entitled to a standardized deduction unless they choose to itemize deductions. Almost everyone is also entitled to a personal exemption, around $2500. You are also entitled to a deduction for any dependents (someone you support).

b. Reason for exemptions.

(1) Ability to pay. There is an arbitrary decision that someone with $7000 of income has no ability to pay taxes. There are holes in this argument, but the general idea is that there’s some level at which people have no ability to pay taxes. If I have two children, I take another exemption which is roughly keyed to the federal poverty level. For a single person, it is slightly below the federal poverty level because Congress doesn’t believe that this is what single people are living off.

(2) Simplicity. We think the standard deduction is roughly what the average person has in deductions that would otherwise be allowable. For most people, this represents a simplification effort because they don’t have to keep track of everything – they just deduct $5000. Only about 20% of people might be interested in itemized deductions.

(A) State income taxes. The percentage of people taking itemized deductions is much higher in New York State than it is elsewhere, because we have the highest state taxes of any state, and you can deduct state and local taxes and property taxes. In states without state income taxes (i.e. Nevada), a much higher percentage of people take the standardized deduction.

c. Phase-out of exemptions for the wealthy. Beginning around $100,000, exemptions are phased out. The theory is that people who make a certain amount don’t need the standard deduction.

(1) Reasons for phase-out. The reason it is phased out is the cliff effect. If you get a personal exemption of $2500 if you earn $100,000 or less and none if you get more than $100,000, and you are making $99,000, you would be crazy to take a $1,000 raise because you would lose $2500.

(A) Simplicity.

· Incentive effect of itemized deductions. They provide, for example, an incentive to give to charity. That incentive effect is lost on the 80% of the population that takes the standard deduction.

2. Earned income tax credit (EITC). It is an important public policy run through the tax system, and is a big political football. For most taxpayers, Social Security taxes are much more important than income taxes. Congress realized that a significant amount of people below the poverty line are paying a considerable amount in taxes via Social Security taxes. If $7000 is the amount that the government says you need to survive, you can’t afford to pay $700 in taxes. The EITC was adopted to solve this. It is a credit with the same value for anybody. Also, it is refundable – even if you have no tax liability, you get the money back. The government will literally send you a check for $700 if you have no tax liability.

· Why do they take the taxes out in the first place if they just send it back? First, Congress wants to perpetuate the myth that you have your own personal Social Security fund. For political reasons, it sounds attractive. Second, if I work at multiple jobs I may not be entitled to the $7000. If I make $7000 at one job and $15000 at another, I am not below the poverty line. We can’t know that until the end of the year.

· How the EITC functions. It is based on the amount of money you earn. If I go to McDonald’s and earn $3000 a year then I get a low EITC. As my income moves up to $20,000 I get the largest EITC, and then it is phased out again at $35,000. This is to create an incentive to work. People with no earned income get no EITC at all. It is a tremendous political football because there is a lot of money involved here.

· Policy questions. What percentage should the credit be – five percent, ten percent of earned income? If we wanted to compensate for social security, we’d provide 7.5 or 15 percent. How fast should it be phased out?

· How phase-outs create very high effective tax rates. An example is the EITC. Credit = 34% of 6330 (or earned income if less). Credit is phased out as income goes over 11,610. Taxpayer has income of 21,610. Credit = (34% x 6330) – (16% x (21,610 – 11,610) = 552. For this taxpayer, 21,160 – 5,000 (standard deduction) – 6,000 (three exemptions) = 10,610 taxable income x 15% tax rate. Taxes before credit are 1,591 – 552 EITC = 1,039 taxes. But if taxpayer earns $1,000 more, credit = (34% x 6330) – (16% x (22,610 – 11,610) = 392. 22,610 – 5,000 (standard deduction) – 6,000 (three exemptions) = 11,610 taxable income x 15% (tax rate) = 1,741 taxes before credit – 392 EITC = 1,349 taxes. Additional taxes on $1,000 = 310 = 31% marginal rate.

a. Effect. This has very perverse effects, and isn’t easy to solve. The above example shows that a taxpayer’s rate changes when he earns more. The bothersome thing is that if you asked Congress about this, they would say you should be taxed at 15%. If you said they should be taxed at 31% for the next $1000, they would oppose that. This is what happens, though, when you have marginal rate phase-outs. People will think twice about making the next $1000 now. Workers who are told they’ll make an extra $1000 will look at their first paycheck, see that more is being taken out, and be less likely to engage in it.

· Need for phase-outs. You have to have phase-outs. If you didn’t, the person would lose the whole credit. The answer is obvious but a political nonstarter. The answer is to have very long, slow phaseouts. The problem is that Congress would not approve of EITC with someone who has $40,000.

3. Marriage penalty.

· Illustration.

a. Different types of filing.

(1) A is a single person living alone who earns $44,000. Taxes = 9460.

(2) A lives with B and they are not married. Each earns 22,000. A’s taxes = 3300, B’s taxes = 3300.

(3) A and B marry and file jointly. Taxes = 7523.

(4) A and B are married and A earns 44,000 and B earns 0. Taxes = 7523.

b. Marriage penalty. Compare 2 and 3. A and B get married and suddenly owe more taxes.

c. Marriage bonus. Compare 1 and 4. The mere act of getting married reduces your taxes.

d. Consequences:

(1) If you want no marriage penalty, then you must tax 2 and 3 the same.

(2) If you want to treat a married couple the same, then you need to treat 3 and 4 alike. Arises from community property states that would treat 3 and 4 alike.

(3) If you do not want to create a marriage bonus, have to treat 1 and 4 alike.

(4) If you want a progressive tax system, you can’t treat 1 and 2 the same.

· Five types of people file:
(1) Single person.

(2) Married people filing separately.

a. Generally a bad idea. For most people who are married, married and filing separately is the worst idea. The people who have to are in two categories: non-resident aliens, and people who are not speaking to each other.

(3) Married and filing jointly.

(4) Surviving spouse.

(5) Head of household.

· Marriage penalty. The marriage penalty is created because of three things. First, single has lowest standard deduction, then head of household, then married filing jointly. Second, standard deduction and EITC are dependent on marital status. EITC is dependent on married filing together – married filing separately don’t get EITC. Third, can earn more income as married couple and pay less taxes than if you were single.

a. Example of marriage penalty and marriage bonus. When people talk about marriage penalty, they are comparing 2 and 3. If they earn an equal amount of income and they marry, their taxes go up. Generally, two law students who marry find that their taxes increase just by getting married. There are also examples of marriage bonuses. The marriage bonuses are 1 and 4.

b. Reason we cannot eliminate the marriage penalty. If you don’t want a marriage penalty, 2 and 3 have to be taxed exactly the same. If you want to treat two married couples the same, you have to treat 3 and 4 the same. Many people think that two couples, both of whom earn $44,000, should pay the same taxes. Thus, we should tax 3 and 4 the same. If we don’t want to create a marriage bonus, then we have to tax 1 and 4 exactly the same. If you want a progressive tax system, then 1 and 2 cannot be the same – A must pay more taxes in 1 than in 2. Mathematically, all those things can’t be true at the same time.

(1) Things we could do. We could abolish community property states, which won’t happen. We could have the same standard deduction for every individual, and there are problems with that as well. Everybody could file their own separate tax return. A lot of people support this last idea, but none of them are in Congress.

(2) Congress cannot solve marriage penalty. They could lessen the marriage penalty. What they’re proposing is something that would decrease the disparity between 2 and 3. One possibility is letting you take a deduction if you marry, but you can’t do that unless there were two laborers. The largest marriage penalty is ironically with the EITC. If you’re married with a child, you’re entitled to a $2500 EITC. If you separate, you lose the entire amount.

4. Personal itemized deductions.

· State and local taxes. Under § 174, you can deduct personal taxes at the state and local level, real estate taxes and foreign income taxes. What you cannot deduct are federal income taxes, federal excise taxes, federal social security taxes, or state sales taxes of any kind.

· Casualty losses. Casualty losses are an example of a personal deduction and are limited to losses that exceed 10% of AGI.

· Home interest mortgage. Other than income taxes, the second biggest deduction is for home mortgage interest.

· Medical and charitable deductions. That leaves us with two big items: medical deductions and charitable deductions.

· Equity and policy. Why should we have any deductions at all? First, we must figure out whether these are normative or tax expenditure.

5. Medical expenses.

· Congress schizophrenic about whether deduction is normative or tax expenditure. Congress is very schizophrenic about this. It doesn’t 100% believe that medical expenses are normative because 213 has a 7.5% cap – you can only deduct to the extent that medical expenses exceed 7.5% of AGI. If they were normative, you could deduct all of your medical expenses. Also, people taking the standard deduction can’t deduct any of their medical expenses. However, Congress has carved out certain kinds of medical expenses that they really think are consumption oriented – i.e. the deduction for cosmetic surgery. Congress finally decided that most of the expenses for attending smoking cessation clinics are decuctible, but there isn’t the same deduction for obesity clinics. A third possibility is that Congress sees this as normative once it’s already made some other decisions – i.e. to create equity we need 213 in the Code, which makes us look back at 104, 105, 106.

· Inequity results.

a. Illustrations of people affected by medical deduction rules.

(A) A is in an automobile accident in which his nose is broken. He sues the driver of the other car. Under the judgment, the driver pays the medical expenses associated with “repairing” the nose. After surgery, the nose is gorgeous (better than before).

(B) B drives his automobile into a tree and breaks his nose. He has personal health insurance and the medical expenses associated with “repairing” the nose are reimbursed under the policy. After surgery, the nose looks exactly the same as before.

(C) C is hit by a hit-and-run driver and breaks her nose. Because E is destitute, her nose is “repaired” by an intern for free at a municipality hospital. Her nose looks worse than before.

(D) D is hit by a tractor driven by his daughter and his nose is broken. There is no nearby hospital and he has no insurance. He receives no medical attention and the nose heals, but is permanently bent out of shape.

(E) E is an actor and pays for a “nose job” so that he can obtain “leading man” roles (which he does).

b. Resulting inequity. What we have now is a real hodge-podge that results in real inequity. The health care system is largely driven by the tax system, primarily because of 104 and 105. A is covered by 104 (see questions). B’s medical care expenses are covered by personal health insurance policy. If you include 104 in the code then you have to exclude 105 in the code.

(1) Inequity between A and B. A and B under current law are not treated the same. A is out of pocket nothing, and whatever A receives is excluded under 104. B on the other hand pays money twice. First, he gets money from the policy and transfers it to the doctor. But he only deducts as it exceeds 7.5% of his gross income. He is also out of pocket the cost of insurance, and can only deduct it if it exceeds 7.5%.

(2) Result if B has health insurance plan. If B has a health insurance plan, the premiums are out of pocket but the money he gets from the health insurance company are not taxed under 104.

(3) Self-insurance. There is lack of parity through self-insurance, when B pays the doctor himself. It is only deductible if it exceeds the 7.5% cap.

(4) People who will be hurt by § 213. First, someone in a position where the employer is not providing health insurance. People who are paying for their own health insurance tend to not itemize. Thus, they get no benefit from the tax system.

(5) Free medical care. Care from a free hospital is excluded from income. This is different than the working poor, who pay for it themselves and get no tax benefit.

(6) Person injured who do not get a deduction. 213 doesn’t do anything for D. The person who gets no medical care at all really loses. To create parity between A and D, you would have to give D a loss. First, it’s not workable. Second, if you buy the argument that D has a loss, you would have to give a gain to someone like A who has the nose fixed better than it was before.

(7) Actor who gets a nose job. Under current law, E doesn’t have a deduction for nose job. It is a tax penalty if this is the cost of producing income. Some kinds of care may be business related, so they may be normative to create a deduction. But if this were the case, other people would also think that good things would happen in their life from a nose job, and it’s hard to see why some should be subsidized and not others.

(8) Cosmetic surgery. If the driver of the other car pays for cosmetic surgery after the accident, it’s excludable under 104. If under insurance plan, it’s excluded under 105. If you pay for it yourself, it’s not deductible, and thus you would have to determine which portions are cosmetic surgery and which are not. There is no real reason for that.

· Smoking cessation programs. The IRS just decided that they will no longer view smoking cessation programs as consumption.

6. Charitable deductions (§ 170).

· Normative or non-normative?
a. Factors indicating that they do not view it as normative. It’s not in standard deduction, you have to itemize. If it were normative, we would give them a deduction. Also, you can only deduct half of AGI in any given year. If it were normative, you should be able to zero out your income by giving gifts to charity.

b. Argument that it is normative. These are funds that are not being used for consumption, and it’s not resulting in an increase in net worth. It’s very much like the gift argument.

(1) Converse argument. You get benefits from giving to charity – you are consuming and enjoy consumption benefits such as prestige, power, respect, and standing in the community.

(2) Who should be taxed if it is normative? One possibility is charity should be taxed. But charities aren’t taxed, because a charity is seen as a conduit – it passes the money on to someone else. That means the ultimate consumer is the beneficiary of the charity’s largesse. But nobody who receives largesse from charity is taxed.

· Reasons it is not above the line. First, abuse. The single largest contributions for which charitable deductions are taken are for religious organizations. The service finds it hard to monitor those. The last rule was to allow $500 above the line. When this was in effect, most returns took a $500 charitable deduction, but there was no evidence that deductions to charity increased by that amount. Most people said that they put it in the plates as they went down the aisle. Second, people give a lot to charity now even despite the lack of above-the-line deduction.

· Giving appreciated property. If you give to charity, there is an advantage to giving appreciated property rather than cash. If I have stock with $10,000 and AB of $4,000, the gain is not recognized. The charity has $10,000, owes no taxes and collects $10,000 in proceeds. If it’s reverse (AB is 10,000 and AR is 4,000), then you sell the stock to get the tax loss. If you gift the depreciated property, nobody gets the tax loss.

IV. PROPERTY TRANSACTIONS

A. Acquisition and Disposition of Property

1. Generally.

· Disposition of property. When there is a realization event, it is time to subtract your profit or loss. Gain/loss = amount realized minus adjusted basis.

· Calculating adjusted basis. In calculating adjusted basis, you make a list of ways you calculate basis and one of these will apply. From that, to get adjusted basis, you make the § 1016 adjustments. One is that you add capital expenditures to your basis, and the other is that you subtract depreciation that is allowable on the assets.

a. Formula. G/L = AR – AB – §1016 adjustments (capital expenditures and depreciation). The difference between these numbers is gain or loss.

· Recognition. Recognition is different than realization. The general proposition is that you recognize all gains, but only the losses specifically provided for in the Code. Some Code sections that permit you to defer or not recognize your gain even though it’s been realized.

· Checklist:

(1) Determine gain or loss

(2) Categorize gain/loss as capital or ordinary

a. Preference for capital gains. Capital gains are entitled to a preference, while capital losses are limited.

2. Problem. What is A’s basis on each of the following?

· In exchange for performing services, A receives 100 shares of Dotcom Co. stock on 3/1/01. Dotcom Co. closes on the stock exchange on 3/1/01 at $50 a share. How would your answer change if in exchange for services, A was permitted to purchase 100 shares for $10 a share? How would your answer change if he had to return the shares to the corporation if he left employment within five years? (See Reg. § 1.162-2(d)(2); IRC § 83.)

a. Reason taxpayer needs to know the basis: Stock will presumably later be disposed of.

b. Basis: A has to report the fair market value of the property as income because it is compensation for services rendered. On the date he receives it, it is $50 a share. The amount received ($5,000) becomes the basis. The adjusted basis also has to be $5,000 or else A would be taxed on his income twice. If we say that he paid nothing and therefore AR is zero, then he would be taxed on $8000 gain. But he is already reporting $5000.

c. Tax consequences: A is taxed on $40 a share rather than $50, because she paid $10 herself. She is taxed on $40 per share because she’s paying at a lower rate.

(1) However, the answer depends on whether A elected under 83(b). If A didn’t elect under 83(b), the general rule under 83 kicks in – you don’t report it until the restriction is lifted. If he doesn’t include the $40 on receipt, it stays at 10 and will only go up to 50 when the restriction is lifted and he reports the additional income. Amount reported as income is what the basis is. If A doesn’t elect, you take fair market value at the time the restriction is lifted, which may be higher.

· A purchases a painting in a junk store for $100, which she, but not the owner, recognizes to be the work of the famous artist John Crayola. She immediately has it appraised for $10,000. What is the basis of the painting? How would your answer change if she believed it to be a Crayola, paid $10,000 for it, and subsequently discovered it was worth $100? (IRC § 83; bargain purchase)

a. Basis: Her basis is the amount she paid, because it isn’t for compensatory purposes. There is no evidence that anybody is giving her the extra $9900 for compensatory reasons. She doesn’t immediately have $9900 in income because she hasn’t realized it yet. When she sells the property, that’s when she’ll pick up the remainder.

b. What if she’s tricked? She pays $10,000 for the painting and it’s worth $100. The basis is then $10,000 – the basis represents her investment. She’ll have a $10,000 basis and a loss on disposition.

c. When would the differences be reported immediately? One case is when there is a compensatory motive. The second case is where it’s cash – i.e. when Mrs. Cesarini found cash in the piano. Short of that, it is a bargain purchase.

· A owns Blackacre, which she purchased for $50,000 cash. She subsequently built an addition, which cost $10,000. She used Blackacre as a summer home. She exchanges Blackacre for Whiteacre. Both Blackacre and Whiteacre have a fair market value of $90,000. What is the basis of Whiteacre? Would your answer change if the value of Blackacre was $100,000 but A was willing to make the swap in any event because Whiteacre is where she spent her childhood summers? (IRC § 1012; Philadelphia Park Amusement Co.)

a. Gain or loss.

(1) Blackacre. The gain or loss is AR – AB. The AB in Blackacre is $60,000 ($50,000 in cash plus $10,000 improvement). AR is the fair market value of what she received, or $90,000. Thus, there is a $30,000 gain on Blackacre. (The next unit will ask whether it’s recognized, and the unit after that will ask whether it is capital.)

(2) Whiteacre. What if A turns around and sells Whiteacre for $90,000? §1012 says basis is cost. Thus, if she turns around and sells Whiteacre for $90,000, her gain is zero because her basis is 90.

(3) B’s treatment. Let’s suppose that B’s AB in Whiteacre is 10. In a rational world, B’s amount realized upon swapping Whiteacre is $90,000.

b. Unequal swaps. Very rarely the swaps are not equal. A will give up more than A receives – i.e. A is giving property worth $100,000 in order to receive property worth only $90,000. The property might be worth more to the person receiving it than anybody else in the market – i.e. because A spent her childhood summers in Whiteacre.

(1) A’s treatment in unequal swap. A has given up something worth 100 in exchange for something worth 90. A’s basis is 60, and AR is 90 because it represents what you receive, not what you give up. A has a $90 adjusted basis in Whiteacre.

(2) B’s treatment in unequal swap. B acquired Whiteacre for 10, so that is his AB. The AR is what B receives, or $100. The gain this time is 90. This is the issue in Philadelphia Park. The IRS tried to argue that AB is what you gave, or in this case 90. This position is clearly wrong – B would be taxed twice for the last $10,000 even thought he doesn’t have 10 more profit on the next transaction. The court interpreted the cost to mean whatever you included in your AR – thus, B’s basis would be $100, which protects B from being taxed twice. Your basis in the new property you acquire is determined under § 1012 to be fair market value of the property.

· B buys a beach house for $130,000, which she holds for rental purposes. She gives the house to her son A on a date when the fair market value is $150,000. Up to the date of the gift she had taken $30,000 of depreciation. Suppose A uses the property for personal purposes and subsequently sells it for $175,000? What does A report? How would your answer change if the fair market value of the property on the date of the gift were $90,000 and A sold the property for $80,000? How would your answer change if the fair market value of the property on the date of the gift were $90,000 and A sold it for $95,000? (IRC §§ 1016, 1015).

a. Tax consequences to B when she gives property to her son. There is no realization event. Thus, there’s profit on the house that has not been reported.

(1) Inheritance. §1014 (dealing with inheritance upon death) lets the profit disappear, and the basis the fair market value upon inheritance. That has an enormous effect on people’s behavior. If you gift property, you gift tax liability to donee. If you bequeath property, the donee does not get tax liability.

(2) Gifts. §1015 provides a separate rule for gifts. The donee’s basis is the donor’s basis. A’s basis will be $100,000 which is B’s basis on the day of the gift. Thus, if the property is worth $150,000 upon gift and is subsequently sold by A for $175,000, A reports $75,000 in gain. (Basis of 100 was gifted from adjusted basis while amount realized is 175.)

b. Why are we reporting 75 if the profit hasn’t gone up that much while either one held it? Because B took $30,000 of depreciation. A is essentially paying back B’s depreciation prior to B gifting it to A.

c. Can’t pass losses via gift. § 1015 requires you to pass the gains but prevents you from passing on the losses.

(1) Example. A sells property with adjusted basis of $90,000 for $70,000. A would report $20,000 in loss, the difference between AB and amount realized. If B were thinking of gifting it to A, you would advise B instead to sell it, take the $10,000 loss and give the proceeds to A. (A section in the Code prevents reporting a loss in sale of property to a relative.)

(2) If A sells property for $95,000. A won’t report anything. If we stick to the rule that you take the donor’s AB, A ends up with a loss. If it’s a loss, you have to use the fair market value and not the donor’s AB. If we use the fair market value at the date of death and sell it for $95,000, we end up with a gain. Neither rule works so the regs say that you don’t report anything on disposition if the amount you ultimately sell it for is between the AB and fair market value at date of death.

d. Three rules.

(1) Sold at a gain. If donor transfers property to donee and donee ultimately sells at gain, donee’s AB is donor’s AB.

(2) Sold at a loss. If donor transfers depreciated property to donee and donee sells the property at a loss, the donee’s AB is the fair market value at the date of the gift.

(3) Amount between fair market value and adjusted basis. If donor transfers property where fair market value is less than AB and donee ultimately sells it for an amount between those two numbers, the donee reports nothing.

· A inherits stock that his father purchased in 1950 for $1,000. At the date of the father’s death in 1990, the stock is worth $50,000. Suppose in 1998 A divorces his wife B and as part of the settlement, A was required to transfer the stock to B. At that time, the stock had a value of $60,000. B subsequently sold the stock for $65,000. What does W report? (IRC §§ 1014, 1041)

a. Major loophole. §1014 doesn’t have a carryover basis rule – it has a stepped up basis rule. The $49,000 of gain in this stock isn’t reported by the father. Under §1014, A’s basis in stock is fair market value at date of death. That means the $49,000 in gain disappears. If the father had gifted the stock to A, he would have gifted a gain of $49,000. That means there is clearly an incentive for the father not to gift the stock but to hold onto the stock until death. It is referred to as the lock-in effect. Until we adopted §121, it also affected housing stock.

b. Estate and gift taxes. There are currently estate and gift taxes. For estate taxes, you’re taxed on fair market value of property at death. If the fair market value is a high level (millions of dollars), the estate tax kicks in at death, which somewhat offsets the income tax advantage. Sometimes people hold onto it until they move into a lower bracket, then start selling it off. This is what estate planners do. The vast majority of people are interested only in §1014, and will continue to hold on to property.

· A takes this property at fair market value at death, the gain disappears. Now A is divorced and transfers property to wife on divorce. The wife sells the property.

a. Disposition of husband to wife on divorce is not a taxable event. All transfers between spouses incident to divorce are non-taxable events. The recipient spouse takes the transferor spouse’s basis.

b. Unlike gifts, losses carry over in disposition upon divorce. We treat it as if it were a gift, with the major difference that losses and gains get transferred to the recipient spouse. The plus or minus of the tax liability should be factored in. Appreciated property is not worth the fair market value, while depreciated property is worth more than fair market value.

3. Liabilities.

· Generally. The terms debt liability and mortgage will be used interchangeably. There are two kinds of mortgage, recourse and non-recourse. In a recourse mortgage, if you don’t pay back the principal when it’s due, the creditor can take your other assets. Non-recourse liability means the creditor has no recourse to your other assets. Most people can’t get non-recourse mortgages. It’s generally used for real estate which won’t go down in value.

· Mortgage goes into the basis. The Supreme Court decided early on that if you borrow $100,000 from the bank to buy a building, you have a $100,000 basis.

a. Benefit to taxpayers. That creates enormous benefit for the taxpayer if property is depreciable.

(1) Illustration. A has a cost of $100,000 that will depreciate over time. Now B borrows $100,000 (from bank or seller) and purchases property with $100,000 of adjusted basis. B is thus entitled to $100,000 in depreciation. There is a big difference between A and B. A will be out of pocket $100,000 and take $100,000 depreciation. B is out of pocket $100,000 and gets $100,000 but is in a much better position because he gets to depreciate $100,000 before he’s out of pocket $100,000. To make this really extreme, let’s suppose that B purchases property that can be depreciated over 15 years. Just by buying the property and agreeing at some point to pay off the debt, he receives a $10,000 check from the government. That’s offset against salary that could otherwise trigger tax liability.

(2) Interest cost. There is an interest cost. It is not true, however, that I won’t pay more than $10,000 in interest. If the interest is deductible, I’d pay $20,000. I’m out of pocket the interest but in pocket the depreciation and interest deductions. If that nets out to be a positive number, I make money.

(3) What if you can’t pay when bank demands payment? If it’s a non-recourse debt, you let them foreclose.

· Different ways to handle liabilities.

a. Present system. In the present system, liabilities are added to the basis. Thus, if taxpayer purchases a $100,000 home with $20,000 cash and $80,000 mortgage, the basis is $100,000. In Crane, the Supreme Court decided that the basis included mortgage – it is included both in the basis and in the amount realized.

b. No credit for seller financing. Another possibility would be to give no credit now. If that were the rule, people would only borrow from a bank, take the cash and give it to the seller to get a $100,000 basis. That would eliminate seller financing – Congress did not want to do this.

c. Give credit as taxpayer pays. A third possibility is to give you credit as you pay – i.e. if you made a $500 payment in year one on the mortgage, you would have a $20,500 basis. The reason we don’t do that is administrative – you’d have to recalculate depreciation every time you made a payment on your mortgage.

d. Saying that you currently have the present value of an obligation to make future payment. We could say what you have now is the present value of an obligation to make an $80,000 payment in ten years. However, there are two reasons we don’t do that. First, if there’s adequate interest on this debt, that isn’t really the present value – the present value is $80,000 because you have a cost equal to the discount rate. Second, it’s probably too complex to do that, because it would require a discount rate.

4. Problems.

· A sells Blackacre (commercial real property) to B on January 1, 1998. A acquired Blackacre on January 1, 1993 for $60,000 in cash and assumed a $330,000 mortgage. He took ACRS deduction of $50,000 (ignoring mid-month convention). B assumes the $330,000 mortgage on which no principal has been paid and gives A $75,000 in cash. What is A’s gain or loss? What is B’s basis in Blackacre?

a. Checklist.

(1) Basis: Includes entire cost: 60 cash + 330 mortgage (390).

(2) Adjusted basis: 340. 390 – 50 depreciation.

(3) Amount realized: 405 (75 cash + 330 mortgage)

(4) G/L: Gain of 65

b. What do you say when taxpayer feels he was ripped off because property only went up by $15,000 but he is being taxed on much more? You tell them that it’s as though the government loaned them money up front.

c. B’s treatment. B’s basis will be $405,000 (75 cash + 330 mortgage).

· What if the mortgagor simply forecloses on the property on January 1, 1998 and sells it for $390,000? A receives his $60,000 in cash and the bank cancels the indebtedness?

a. Realization event? There is a realization event when the bank forecloses.

b. Checklist.

(1) Adjusted basis: 340

(2) Amount realized: 60 (cash) + 330 (COD) = 390

(3) Gain: 50 (390 amount realized – 340 adjusted basis)

c. Answer is the same if it is “sold” back to the bank. We get the exact same answer if you “sell” it to the bank. Transaction is treated as though you sold it to the bank for cash. If what you really did is let the bank foreclose, you get exactly the same answer.

(1) In figuring out interest rate, bank takes into account the fact that it may have to foreclose and put up those expenses.

· Suppose in a. that on October 1, 1995, A had taken out a second mortgage of $100,000 on Blackacre. B purchases Blackacre by assuming both mortgages (no principal was ever paid on either one). What is A’s gain or loss? What is B’s basis in Blackacre?

a. Unrealistic. There is no reason for the bank to foreclose if the property has held value. They foreclose when you don’t make payment on the debt, and you do that when the property is no longer economically viable. If the property has held value and you can no longer pay the debt service, you’ll probably sell the property and let the other person assume the liability. Let’s suppose the property goes down to $300,000 and the bank forecloses. This is the Tufts case – the property had adequate security at the time the loan was made, but it falls in value and the bank forecloses.

b. Tax effect. Adjusted basis is 340 if property value dips to 300. For amount realized, lawyer in Tufts argued it should only be 300 because that is all the debt that they could have gotten from his client (since it was nonrecourse debt). However, the Tufts Court does not accept this because otherwise the taxpayer would include the whole 330 in adjusted basis (thus more depreciation) but only 300 in amount realized. This would allow taxpayer to write off 330 in cost without ever putting a penny on the line. That would send tax shelters skyrocketing. The Court thus says that the amount realized has to be the $330,000 in debt that was included in amount realized. Taxpayer thus has a $10,000 loss, because he got back 50 through depreciation.

(1) Still a pro-taxpayer rule. The taxpayer gets to depreciate off the full amount of the debt even though the taxpayer isn’t going to pay it back. The Tufts rule is the flipside of Crane – you have to include the full amount of debt in amount realized for nonrecourse loan if you include it in adjusted basis.

(2) Amount realized is debt outstanding regardless of fair market value. Under Tufts, the current outstanding value of the debt is treated as the amount realized.

· Recourse debt. The property is recourse, and the bank forecloses.

a. Amount realized is the outstanding amount of the debt that is taken over for this property.

(1) May have to discharge debt. If the bank comes after you for the remaining $30,000 but you don’t pay it, the bank has to discharge the debt. Here we get a different answer than we get for nonrecourse debt – see regs §1001, example 8. The regs state that for nonrecourse debt, the entire amount of the debt that’s outstanding is treated as amount realized. For recourse debt, you bifurcate it. In that case, the taxpayer has a $40,000 loss and $30,000 of COD income. If it’s recourse debt and there is a foreclosure, you take the total amount of debt and to the extent of the fair market value, that’s amount realized. What’s left is either paid (no tax consequences) or is COD income if it’s discharged. Note that the net is $10,000 loss which is exactly what we get when it’s nonrecourse debt.

(A) What difference does 40 loss and 30 COD income make? Capital loss vs. ordinary loss – COD income is always ordinary income, while the loss on the property is capital. Also, if you’re filing for bankruptcy, COD income can be discharged – see §108.

· Suppose in a. that on October 1, 1995, A had taken out a second mortgage of $100,000 on Blackacre. B purchases Blackacre by assuming both mortgages (no principal was ever paid on either one). What is A’s gain or loss? What is B’s basis in Blackacre?

a. If there is a $100,000 second mortgage on the property, the equity in the property has increased.

b. What happens to adjusted basis when we borrow that money? You want to know what the taxpayer is doing with the $100,000. If there is a capital expenditure, under 1016 you will add it to adjusted basis. However, if the taxpayer blew the $100,000 on a European vacation, it doesn’t represent any additional costs on the building so the basis wouldn’t change.

(1) Rule is pro-taxpayer even if the $100,000 is not added to basis. If I didn’t include the $100,000 in the amount realized, I get 100,000 that I never included in income and never paid back.

5. Estate of Franklin v. Commissioner (9th Circuit 1976).

· Facts: A group of doctors purchase a motel for $330,000 in debt and a little bit down. Say they pay $60,000 in cash and $330,000 nonrecourse mortgage. Let’s assume that everybody agrees that this property is worth only $200,000. It’s clear that the Romneys, who owned the hotel, had it on the market for $200,000. The doctors said they would pay $390,000 for the hotel as a tax shelter to get depreciation. They were hoping to get $390,000 in depreciation. It is a net lease, meaning that all the expenses are paid by the Romneys. The Romneys are going to pay the doctors rent which equals the interest that the doctors have to pay on their debt – thus, it is a cash-flow wash.

a. Is $390,000 depreciation worth being out of pocket $60,000? To determine this, we would take the $390,000 and depreciate it over time. I want to know what the present value of this depreciation is.

b. Mortgage is nonrecourse. At the end of the depreciation, the doctors will walk. Therefore they will take depreciation off the full amount, knowing that they’re out of pocket only $60,000.

c. Reason Romneys entered this transaction. First, either they already took depreciation or else they’re in a losing venture and thus don’t need any deductions. Second, they get $60,000 in cash up front. Third, Romneys’ tax consequences. Most real estate in this country is sold in the installment method, which means seller does not report the 330 until they get payments on it. Thus, their only taxes were on $60,000 – they won’t pay taxes on the 330 because they’ll never get it.

· Effect of letting taxpayers get away with this. It would be the end of our tax system as we know it. We wouldn’t stop here. You would take out mortgages worth a lot more. If 330 works, what about 700? Let’s sell every piece of property in America for a huge non-recourse mortgage.

a. Sellers and buyers. Sellers are anybody whose property has depreciated to zero or who are already in a tax loss position. Buyers would be positive income people.

· Holding: The court said that the logic of Crane does not apply in this case. In Crane, we decided we’d give you advance credit for putting something in adjusted basis, because we knew you would pay off. Here, that isn’t true. Here, no rational person would ever make a single dollar of payment on the mortgage, and if you’ll never make a payment on the mortgage, the court says that the theory shouldn’t hold.

· Example.

a. Fair market value was 350 and it’s time for you to make a $1,000 payment on the mortgage. Would you make that payment?

(1) Foreclosure. Let’s say that you foreclose. If you foreclose, the bank will take 330 and the debtor will take 20.

(2) Making the payment. If you make the $1000 payment, the mortgage will go down to 329 and you’ll be out of pocket 1,000. When you sell, the bank will take 329 and you’ll take 21 back – it makes sense to make that payment because you’ll get it back and you’re protecting your equity in the building.

b. Suppose it’s only worth 200 and you have a 330 mortgage.

(1) Foreclosure. If the bank were to foreclose now, the bank would take 200, and the debtor would take zero.

(2) Making the payment. You would not make a $1,000 payment in this situation – equity goes up to 61, but bank continues to take 200 on foreclosure and you’ll take nothing. It’s like handing the bank a $1,000 gift – no rational person would do that. If we know you’ll never make payment on the debt, the debt will be treated as though it doesn’t exist. Under this rule, there is no reason for the doctors to purchase the hotel – this effectively closes their shelter down.

c. Situations where doctrine likely would not apply.

(1) Bargain purchase. The property may be a bargain purchase (i.e. I know it is worth more than the current market value). The court does not deal with that. That wouldn’t be a big deal because I could turn around and sell it for the real price.

(2) Small difference between fair market value and nonrecourse mortgage. The numbers may look like this: fair market value of 329, nonrecourse mortgage of 330. There the court says that the doctrine only applies when the nonrecourse debt is substantially more than the fair market value.

B. Recognition of Losses

1. Generally.

· §165. Under §165(c), you can only deduct losses incurred in a trade or business. Individuals cannot deduct losses on personal assets, such as a house decreasing in value.

a. Example. I purchase a house for $100,000. It goes down in value to $80,000, a $20,000 decline in value. Assuming there’s no investment asset here, this $20,000 represents the cost of using that property for ten years; it is consumption and therefore not deductible.

b. Disturbing aspect of this rule. If I take an asset and use it for personal purposes, I run the risk that the increase in value will be taxed but the decrease in value will not be deductible.

· Realization event. If it’s a business, income-producing or casualty loss, then it’s deductible under 165(c) provided that there is a realization event.

a. Example where there is no realization event. I own a share of Microsoft stock that’s gone down in value, and so does B. We could sell our shares of Microsoft stock to each other and both take our losses. That is not a realization event.

b. Example where there is a realization event. B and I both own small office buildings and swap them. We can take our losses – even though they’re both office buildings, they aren’t identical.

2. Problem. A purchases a personal residence for $800,000 in 1991. On January 30, 1997, A sells the home for $275,000 to B, who rents it to tenants. B subsequently sells the home on November 20, 1999 for $100,000.

· Checklist.

(1) Is there a realization event?

(2) Determine amount realized and adjusted basis, to determine whether there is a gain or loss.

a. Home office. There can be a home office – she may have used part of her home residence for business purposes. You can divide one piece of property into two uses, and then you have two assets: business or income-producing and personal assets. A residence is not per se a non-depreciable asset.

b. Capital expenditures. Capital expenditures can increase the adjusted basis.

(3) Determine the purpose.

a. Personal purpose not deductible. If personal purpose, not deductible under 165(c). If a quarter of the house is used as a home office, we have two assets. For three quarters, it is personal and loss is not deductible. One quarter is then an income producing asset.

b. Dividing up property. The regs say that when you sell an asset that’s divisible, you divide amount realized based on fair market value. Unless there’s something about this portion of the house that gives it a higher fair market value, you have to just take a percentage of fair market value based on size of the portion of the house.

(4) If loss is realized, is it capital or ordinary?

a. Deductible above the line. § 62(a)(4) and (a)(3) state that this is deductible above the line – thus you’d take this loss even if you were taking the standard deduction.

· B’s treatment. B’s basis is $275,000. 275 is not his adjusted basis – it is income producing, and thus he is entitled to a deduction. If there is 75 of depreciation (adjusted basis 200), then B turns around and sells it for 100, B has a 100 loss. It is deductible under 165(c)(2) because it’s for an income producing activity.

· Depreciation. A has no depreciation. B has a basis of 275, depreciable over 27.5 years – we divide it by 27.5 which means that you take $1,000 every year. You take the mid-month convention – it was purchased Jan. 30, so you have 11.5 months of depreciation.

· The answer. Bottom line answer is 146,667 loss. The math:

a. Year 1 = 275/27.5 = 10,000 x 11.5/12 = 9583

b. Year 2 = 275/27.5 = 10,000

c. Year 3 = 275/27.5 = 10,000 x 10.5/12 = 8750

d. = 275 – [28,333] = adjusted basis

e. adjusted basis = 246,667 amount realized = 100 (146,667)

3. Problem. A purchases stock for $200,000 in 1991. In 1995 A sells the stock to B, his son for $150,000. B subsequently sells the stock to C for $210,000.

· A’s tax treatment. Normally, this would be a deductible loss for A because it’s a loss on investment (see §165(c)(2)). However, this loss is disallowed under § 267 because it is a transaction between related parties (father and son). Thus, there hasn’t really been a realization event. What the parties are trying to do is have their cake and eat it to – the father wants the deductible loss now, and also wants to be able to enjoy the appreciation.

a. A should not enter into this transaction. Property was acquired for 200 and ultimately sold for 100. Property has declined in value $100, yet B can only deduct $50. If A had sold to C directly, it would have been a $100 loss. It generally makes no sense to sell depreciated property to a family member, just as it makes no sense to gift to a family member.

b. Reasons A would enter into this transaction. First, it’s a trap for the unwary. Second, there may be something unique about the property that causes the other family member to want it.

· B’s tax treatment. Son’s adjusted basis (§1012) comes from acquisition of property for cash (150,000). If he sells the property for 100, he may have a loss of 50 depending upon who he sold it to. If it is an unrelated third party, he can recognize the loss because it is investment property.

a. Selling it for 210. If B sells the property for 210, there is a 60 gain. Now §267(d) kicks in, which says that if someone acquired property from a related family member, the recipient who ultimately sells the property at a gain can offset that gain with the transferor’s loss. There is ultimately a 10 gain reported by B.

(1) Checklist. In checklist terms, realization event, recognized loss but see 267 or 1091. For our purposes, we’re only going to look at (b)(1), a sale between family members as defined in (c)(4).

(2) (c)(4) arbitrary. Notice how arbitrary (c)(4) is – you can sell to your cousin and recognize the loss but not to your brother.

· Sham transactions. There’s no section of the Code that says sham transactions shall be ignored. But courts on their own have adopted a sham transaction theory that applies generally to most Code sections, but not totally.

a. Example. Suppose A wants to take the loss and sells to his next door neighbor, who is then supposed to sell it to B. The issue before the court would be first, whether the court has the power to decide that this is disallowed. Second, if it does have the power, is this the kind of case where it should exercise the power?

(1) Treatment. The general key to the court’s decisions is to ask whether you bear any risk. §267 gives you a specific rule that when you sell to family member you don’t bear any risk.

4. A purchases IBM common stock for $2,000 in 1998. In 1999, A sells the stock for $1,500. Twenty days after A sold the stock, she purchased IBM common stock for $1,600. What can A deduct? What is A’s basis in the new stock?

· §1091. Usually doesn’t apply, but something investors are aware of. §1091 arbitrarily says that this $500 loss can’t be recognized because A bought a second block of stock within 30 days that is identical to the first block of stock.

a. Loss deferred. §1091 defers the loss. A’s adjusted basis in the new stock would be 2100 (2000 +100) , reflecting your total out of pocket expenses in the stock (2000 original investment plus the extra 100 when you had to repurchase it).

b. Penalty of §1091. It is a time value of money provision – it defers the loss until you actually have been out of the market for 30 days.

c. Behavioral effect. As a practical matter, everyone who invests in the stock market is aware of this rule, so lots of repurchases take place on the 31st day. If I repurchase on the 30th day, I can’t take this loss. If I repurchase on the 31st day, I can take the loss.

d. “Identical stock.” The section originally said “identical stock.” It didn’t take tax lawyers very long to figure out that you could create units that were exactly the same – i.e. selling Microsoft common A and buying Microsoft common B. That’s where most of the action is in 1091 – creating transactions where people can recognize their loss.

5. Problem. A purchases a van to use in his trade or business for $20,000. He holds the van for three years. In October of the third year, the van is stolen. The fair market value of the van before it was stolen is $14,000 but it would cost him $22,000 to buy a new van. What can A deduct? Suppose the fair market value at the date of the theft was $5,000. What can A deduct? Suppose A collected $13,000 of insurance (fair market value of $14,000 and $1,000 deductible). What are the tax consequences? Suppose A torched the van to collect the insurance? Suppose he left the van on a completely deserted street in the South Bronx and…

· Checklist. First question, what is a casualty? Second question, what is the amount of loss I can take on a casualty?

· Casualty loss.

a. Not casualty loss if covered by insurance. You don’t have a casualty loss if your loss is covered by insurance.

b. Not casualty loss if less than $100. A casualty loss less than $100 is ignored altogether. The theory is that into everybody’s life a little rain must fall.

c. Only deductible if in excess of 10% of AGI. Casualty losses are only deductible to the extent that they exceed 10% of AGI – must have net unreimbursed casualty expenses that exceed 10% of AGI. Also, it is only deductible to the extent that it exceeds casualty gains.

d. Must have an itemized deduction.

e. Premiums not deductible.

· Casualty gain. Casualty gain occurs when amount realized is greater than adjusted basis. The amount realized will be amount of insurance, and if insurance exceeds adjusted basis, there will be a gain.

· Amount of casualty loss. See Reg 1.165-7(b).

a. Application to problem. The difference in the fair market value before and fair market value afterward is 14,000 because in a theft, the fair market value afterward is always zero. We lost 14,000, and we take the lesser of that number or adjusted basis.

(1) Adjusted basis. We pay $20,000, held it for a portion of three years. The depreciation for the first year was 4,000, for the second year was 6,400 and in the third year we suffered a realization event. In the year of disposition we take only half a year’s depreciation. Our adjusted basis is now 7680. So the regs say you compare 7680 and 14,000 and deduct 7680. You invested 20,000 – we’ve given you credit for 12,320 so you have 7,680 left.

· Spins on the hypo.

(1) Suppose the fair market value at the date of theft was 5,000. Property is now worth only 5,000. If this is business property, we can deduct the 7680 anyway; the business person at some point would have been entitled to deduct the entire cost of the property because they would have depreciated it down to zero. If this is a personal casualty loss, it is always the lesser of these two numbers; thus, if it is a personal car and adjusted basis is 20, we would deduct 5,000 if that were fair market value. If the property is worth only 5 and I bought it for 20, the 15 is consumption. If it’s personal property, you deduct lesser of fair market value or adjusted basis. If it’s investment property, you deduct adjusted basis even if it’s greater than the fair market value at time of loss.

· What if I get 13,000 in insurance?

a. Checklist.

(1) Realization event? If no, forget it. If yes, gain or loss?

(2) Gain or loss – amount realized compared to adjusted basis

(3) If I have a gain, do I report it?

(4) If I have a loss, can I deduct it? Only if trade or business, casualty or investment producing.

(5) If casualty loss, how much can I deduct? There are limits.

b. Application.

(1) Realization event. There is a realization event.

(2) Gain. My amount realized is 13,000 in insurance. Adjusted basis is 7680. I have a gain here of 5320.

(3) Reported? I report casualty gains.

6. Bad debt deductions.

· Treatment of debtor. The debtor has no income when the debtor receives the proceeds, no deduction when he pays back. If debtor does not pay back, debtor has COD income, usually reported.

· Treatment of creditor. When the creditor transfers proceeds to the borrower, no deduction – conversely no income when creditor gets the money back. If the creditor is not paid back, he may be able to get a bad debt deduction.

a. §166. §166 gives a bad debt deduction when debtor cannot repay creditor. §166 says we’ll treat it as if it were a realization event, and you’ll have a loss at that point.

b. §166 checklist:

(1) Has something occurred that triggers §166?

a. It must be certain that you’re not going to be paid back – bankruptcy is always treated as a triggering event, an unsatisfied judgment is always treated as a triggering event.

(2) What is the amount of deduction?

a. It is generally the amount of the loan that you haven’t been paid back, or the outstanding principal on the loan. For example, suppose A loans $10,000. Debtor pays off $3,000. When outstanding principal is 7, debtor declares bankruptcy.

(3) Is it capital or ordinary?

a. Business and investment bad debts are always treated as ordinary losses. This is good because there is no limitation. Non-business bad debts are treated as short-terms capital losses.

7. Bad debt problems. What is deductible in each of the following?

· A loans $2,000 to his best friend B. B declares bankruptcy and A is unable to collect the debt.

a. First, determine whether there was a valid loan.

(1) Danger. The danger here in the first part is that people will “loan” money to their friends and take deductible losses. Generally speaking, the courts are very suspicion of loans between related parties and friends.

(2) Ensuring A gets a bad debt deduction if B does not pay back. Form over substance applies. You have to have documentary evidence that this is a valid loan. The sorts of things that should go in this document are a repayment schedule, a security and interest. You should also have something dealing with default. Then if B doesn’t pay back and I want a bad debt deduction, try to get a judgment against your friend.

(A) Failure to attempt to execute judgment against your friend. In that case, courts will say that the reasons you wouldn’t do that mean that this is akin to a gift and not akin to a loan. There’s nothing to say I couldn’t loan you money with the expectation that you’ll pay it back. This is where form prevails over substance. You could go into court and argue that it wasn’t economic for you to pursue the judgment, in which case you might have a bad debt deduction. But the cases are few and far between where they’ll give this to you without the indicia of reliability.

b. Second, determine whether there is a bad debt deduction.

· A performs services for B worth $2,000. B never pays for these services.

a. Not a bad debt deduction. This does not give rise to a bad debt deduction in the normal course of events, because A doesn’t actually transfer $2,000 to B in cash. A transferred services, and you don’t have a cost for your services. So A gets no bad debt deduction.

(1) Different if A is an accrual basis taxpayer. The answer is different if A is an accrual basis taxpayer, and included money in income even though he didn’t get it.

8. Tax shelters.

· Background on tax shelters.

a. Government does not send you a check for negative taxable income. Rather, losses from one activity can offset the gain from another activity.

b. What a tax shelter is. A shelter is an activity that has tax losses that can be used to shelter some other source of income where the tax losses are not real economic losses. The problem is figuring out when you have tax losses that are not real economic losses.

· Hypo. B Co. finances the acquisition of a new building to be used in its business by taking the following prearranged steps. First, B finances the physical construction of the building with internal funds of $10 million. Second, B enters into a contract with C Co., a newly created single-purpose corporation, to sell the building to C for $10 million, its fair market value. As part of the same agreement, C leases the building back to B on a net lease basis for an initial term of 30 years with options to renew for 46 years more. C’s sole shareholder is P, a promoter. Third, C borrows $10 million for L Co., an insurance company. C gives L a mortgage note in the face amount of $10 million, secured by an assignment of C’s rights under the lease with B. C uses the loan proceeds to pay B the purchase price for the building. The mortgage note is payable in 30 equal annual installments of $1.2 million each. During the initial 30-year term of the lease, B’s rental payments are also $1.2 million per year. During the renewal periods following these 30 years, the annual rental is $100,000. Fourth, shortly after the sale and leaseback transaction is effected, C transfers its interest in the building to a newly created limited partnership, X, whose general partner is P. The building is X’s sole asset. You are the attorney for A, an individual who has been approached by P as a potential investor in the partnership. The prospectus for the investment states that the partnership expects to raise $200,000 through the sale of limited partnership interests and that this amount will be paid to P “for services rendered.” Why is B engaging in this transaction? L? P? What is your advice to A?

a. C’s leaseback to B. C Co. leases it back with what is known as a net lease – no obligations whatsoever other than to collect the rent. C Co. now uses that lease as security for the loan it got from L. On an annual basis B is a tenant and B owes C Co. rent. The rent is exactly equal to the principal and interest that C Co. will have to pay the lender, so the cash flow is zero.

b. Transactions do not make sense in a non-tax world. Without taxes, this does make any sense at all. A has paid $200,000 to own a partnership interest and the partnership interest holds one asset and one liability that are exactly offsetting.

c. Parties’ motivations for entering transaction.

(1) B’s motivation. B has two options: Not owning Blackacre and paying rent on it, or owning Blackacre and taking depreciation over time.

(A) Non-ownership. B will pay $1.2M (rent) for 30 years, $36M total. That will produce a deduction each year of $1.2M from rent.

(B) Ownership. B borrows the money to be the owner. B would have depreciation on the building ($10M over time) and can deduct the portion that is interest. There is an interest deduction of $26M over time.

(C) Difference between the two options: Time value of money. Rent is a constant $1.2M deduction for 30 years. At the time of Frank Lyon, depreciation was front-loaded, and interest is always front-loaded as. Even though the second option seems better, B opted for the first. If you’re already in a loss position, the extra deductions from the second option won’t do you any good. Someone with such great losses that you can’t use the deductions should take the first over the second. This might be a start-up, or someone already entitled to so many preferences in the Code that they don’t need this – i.e. banks. The key to understanding a tax shelter is that the extra deductions aren’t worth anything to B, but they’re worth something to other people. Under the arrangement outlined above, C Co. can’t benefit from the extra deductions, so it transfers them to a partnership.

(2) Partnership (A’s) motivation. A will collect $1.2M rent and pay $1.2M debt service. In year one, he’ll have depreciation and interest deductions of $1.4M. That gives him a $200K net loss. A will offset this net loss against $200K of salary, thus giving him a benefit of $100K. In year one, A has gotten back half of his capital. In year two, the same thing happens, and he gets back all his capital.

d. A’s concerns about entering transaction:

(1) Can A get a better return elsewhere?

(2) What is the risk that A will lose in court?

(3) What if A is actually called on to make the payments to the debt service?

(A) Chance of default highly unlikely. As long as B pays the rent, A is not at risk with the debt service. Tenants who don’t make rental payments get evicted. Thus, the odds are very small that the bank won’t pay the rent. They’d have to lose everything else first, meaning that they’d either be insolvent or bankrupt.

(B) Recourse or nonrecourse? It doesn’t really matter. If it is nonrecourse, it doesn’t matter if we’re called to pay it because we’ll just default. The bank will take over Blackacre and that’s the end of the transaction. If it is recourse, the corporation is liable for its assets. L can go after C, but C has one asset only, Blackacre.

(C) Natural disaster. If the building burns down, who bears the risk of loss? First, you’re likely to have insurance. Second, the tenant bears the risk for acts of God, hurricane or tornado loss, etc. If any of these happen, B bears the risk and not C.

(D) One situation where partnership might feel compelled to make payments. The rent payment would have to be unpaid in the first three years – the bank goes belly up, and mortgage has to be greater. It is a tiny risk, but it is also a potential risk.

e. Chance that A won’t be able to deduct interest and depreciation.

(1) No Estate of Franklin risk. There is no Estate of Franklin risk because the $10M is actually fair market value – no gap. We know that the debt does not exceed the fair market value of the property because the bank lent the money – the lease wouldn’t be good security if it weren’t worth $10M.

(2) Could it be said that C is not the owner? 
(A) Title only marginally relevant. Title is only marginally relevant. If we don’t list C Co. as the owner followed by the partnership as the owner, the whole transaction falls apart. However, the title can’t be all there is – there must be an investment in the property.

(B) Possession. It is largely irrelevant. A large amount of property in this country is leased, and any leased property isn’t in owner’s possession. Thus, title and possession are largely irrelevant.

(C) Benefits and burdens of ownership. The reason you want to own property is because you have a positive cash flow and because you hope that the property will go up in value. Often in these contracts, there is the option to repurchase at the end. If 30 years from now B has the option to purchase the property for a dollar, it shows that there is no residual value for C Corp. at the end of this period. Thus, C Co. doesn’t have anything that looks like an owner. An owner usually has benefits and burdens. The burden is bearing the risk if the property declines in value or if there is a loss on the property through fire or damage. The decline in value is theoretically held by C – if the property declined below the amount of the loan, theoretically C could be made to pay. Because we have a corporate shell, that will happen only in the rarest of circumstances. The benefits of ownership are positive cash flow. You would thus expect the court to say that C is not really an owner – the economics are such that C doesn’t have any of the benefits or the burdens of ownership.

· Frank Lyon. In the actual Frank Lyon case, C Co. won. The usual reading of this case was that the Court just wasn’t financially sophisticated. The decision says that there were benefits and burdens. The Court focused on the fact that the partnership was out of pocket $200K. Why the Court thought it was a real transaction is a mystery. They also thought the possibility that the appreciation could occur to C Co. was a real benefit of ownership, overlooking the fact that the bank was sure to exercise the option. In reality, C Co. is Frank Lyon, the majority shareholder of the bank. The partnership took depreciation and interest deductions for a fairly long period of time, then the bank exercised the option and bought the property back. New York Life Ins. was paid off over time and the partners that Frank Lyon Co. sold to took depreciation and interest deductions that far exceeded their investment in the partnership.

a. Changes since Frank Lyon. The courts were unable to deal with this kind of scenario, so Congress tried two other things.

(1) §465. §465 basically says that you don’t get credit in your basis for nonrecourse debt in certain other kinds of activities, like movie deals and lithographs.

(2) §469. §469 is extraordinarily complex. By the time §469 was adopted in 1986, tax shelters had gone from being marketed to doctors and dentists to being marketed to school teachers. Some of theses cases would involve 4,000 partners, and the effect was eventually to shut down the Tax Court, which had massive amounts of tax shelter cases before them. §469 said that if you invest in an activity in which you don’t materially participate, you can generally deduct your losses only to the extent of your income. That solved the problem, albeit with a sledgehammer. §469 applies only to individuals. Since then, all the tax shelter action has moved to corporations, which are not subject to §469.

C. Recognition of Gains

1. §121. §121 excludes (as opposed to defers) the gain on $250K on the sale of your personal residence. The residence has to be used as a personal residence for 2 out of 5 years.

· Example. If I bought a house for $100K and sold it for $300K, I have $200K of gains, which is entirely excluded. If I had sold the house for $700K, I would have $600K of gain, of which $250K is excluded and $350K is reported.

· Joint return for married couples. If the person who sold the house is married and filing a joint return, $500K of gain can be excluded.

· Personal residence is the best investment in the country. Most people do not sell their personal residences for more than $250K, or more than $500K if they’re married. Thus, the vast majority of people don’t pay any tax on the profit made on their personal residence. Combining this with the facts that the imputed income from living in the house is not reportable and the mortgage income is not reportable, the single best investment in this country is personal residence. This is why we have people overinvested in housing stock.

· Only applies to primary residence. There is a whole body of law about what constitutes primary residence.

· Disparity. It creates some disparity between areas where housing costs have risen and those where it has not. It is a bigger benefit to people in LA than people in rural areas where housing costs have been flat for a long time.

2. §1033. §1033 generally applies to taxpayers who have property destroyed by casualty and condemnations. If I take the insurance proceeds and invest them in a new office building, I don’t have to report the gain on the old office building.

3. Hypo. T owns an apartment building, which he holds for rental income purposes, with a basis of $50 and a fair market value of $75. X owns a similar building with a basis of $80 and a fair market value of $75. In each of the following alternatives, what is the amount of recognized gain or loss to T and X?

· T and X sell their respective properties to each other for cash.

a. Tax effect on T. T reports 25 because adjusted basis is 50 and there is a realization event.

b. Tax effect on X. X would report a loss of $5 because it’s a realization event.

· T and X exchange properties. Provided that it’s for investment purposes, they don’t report because §1031 applies. Requirements:

a. Like-kind. For personalty, they must be closer – equipment for equipment, motor vehicle for motor vehicle.

b. Both must be trade, business or investment. Personal residence swap would not apply – both must be trade or business.

c. Fungible items (securities/inventory) are excluded. – see §1031(a)(2). These include:

(A) stock in trade or other property held primarily for sale

(B) stock, bonds, or notes

(C) other securities or evidences of indebtedness or interest

(D) interests in a partnership

(E) certificates of trust or beneficial interests, or

(F) choses in action

d. Basis rule. This is different than §121 because the $25 gain is not gone forever. It is preserved in the basis. The basis rule is that if you acquire property in a like-kind exchange and it’s a carryover basis, the basis in the property you swapped and becomes the basis of the new property.

(1) Application. If T sells the X property for $75, T reports $25 in gain because the basis of the old property was $50.

e. Disadvantage to X of using §1031: Time value of money. He doesn’t get to recognize the loss until the future. People whose property has declined in value don’t want to use §1031, and those whose property has increased in value do want to use it.

· Policy analysis.

a. Reason for limitations in §1031: Without these limitations, only if you sold your property for cash would you pay any tax. We would then basically have a barter economy. Thus, we cannot have a system where we exclude all gains if we want an income tax.

b. Why do we exclude any gains? 

(1) No cash transaction so T does not have money to pay the taxes. The reason this doesn’t hold water is because if you swap personal residence for apartment building, you don’t have the cash either, but you’re still taxed.

(2) No change in the economics of the transaction, just the form. I still own real estate – I haven’t turned it into consumption. But this is true when I swap other properties. Congress thought that a swap of like properties was entitled to preferences, but it’s hard to understand what they had in mind.

· Odds of a like-kind transaction that fits both parties’ needs properly is low. T wants a like-kind exchange. X may not want T’s property.

a. Hypo. Suppose that Y wants to acquire T’s property, and T is willing to part with the property, but only in a tax free transaction. How might you structure the transaction if T wants to acquire X’s property.

b. Three-party transaction. We enter into a three-party transaction so everybody gets what they want. X will transfer building X for Y in exchange for cash. X gets rid of the property plus X can claim a loss. Y will now transfer building X to T in exchange for building T. Y and T both end up with the properties they want. This is a like-kind exchange, which is exactly what T wants. Y probably is not able to use 1031 because the building that Y gave up is probably not being held for trade, business or investment purposes. But Y doesn’t care because he doesn’t have any gain. Y’s treatment doesn’t affect T, who can use 1031 even if Y can’t.

c. Alternative way to complete transaction. Let’s suppose there is no Y. T really wants X’s property but X doesn’t particularly want T’s property. T tells X to find property he wants, then go out and buy it. We can agree to the transaction so long as within 45 days X identifies the property that he wants and transfers it to T within 180 days. X can lock in his acquisition of T so long as X acquires property and transfers it to T within the time limits.

(1) Too simple. First, the odds that the property will be equal in value are practically zero. Second, particularly when you’re talking about real estate, it’s all encumbered by liability.

4. Hypo. T exchanged a Ford truck used in her business (basis $100, fair market value $150) for a Chevy truck owned by X worth $4000 to be used in her business. T also transferred corporate stock (basis $500, fair market value $250), to complete payment for the new truck.

· What result to T? What is T’s basis in the new truck?

a. Realization event? Yes – exchange of separate and distinct properties.

b. Gain or loss? How much?

(1) G/L = AR – AB

(2) Disposition of the truck bought 3/8 of X’s truck, while disposition of the stock bought 5/8 of X’s truck.

c. Recognition? Losses are recognized only if there is some specific authority recognizing the losses.

(1) Stock. §165(c)(2) tells us that $250 is a deductible loss – stock is a deductible asset, so we know there is a deductible loss.

(A) Parties cannot be related. However, it T and X are related, it will not be recognized.

(B) §1031 does not prevent loss on the stock from being recognized, because there is no exchange of like property – stock can never fall under §1031, and in any event, it is stock for a truck.

(2) Gains. All gains are recognized unless some nonrecognition section applies. This is a like-kind exchange – they are both trucks used in business. That means that this is an unrecognized $50 of gain, so long as the taxpayer does not receive boot.

d. Basis of new asset (the Chevy). It is a 1031 exchange, so we use 1031(d) to determine basis.

(1) Formula. The formula for basis under 1031(d) is old basis + gain recognized – loss recognized – cash.

(2) Application. Our basis in the Chevy is the old basis of everything we transferred at the time of the exchange (600) + gain recognized (0) – loss recognized (250) – cash. Thus, the basis will be $350.

· Suppose the basis of the stock were 150.

a. Application. Stock G/L = AR (250) – AB (150) = 100 gain, which is recognized. Basis of the Chevy = old basis (250) + gain recognized (100) – 0 – 0 = 350.

· Suppose T came to you 6 months later and said he was about to sell the Chevy, wanted to know his AB. The answer would not be 350 because you’re entitled to depreciation for the time you own the property.

· X’s treatment. His basis in the Chevy and both trucks will be used in his business. X also has two transactions. He has disposed of a truck, and has acquired two new pieces of property – a truck and stock.

a. Realization. There is a realization event.

b. Gain/loss. X’s AR is 400 (250 + 150). G/L = AR (400) – AB (50) = 350.

c. Recognized? We have to know what he does with the property he got, what he’ll do with the property he receives, and that they’re both trucks.

(1) Report the boot. Of this gain, you must report an amount of gain equal to the boot. A portion of X’s investment has changed both substance and form. Of this 350 gain, you will report 250 (the boot) while 100 (T’s truck) is unrecognized. Boot is any non-like-kind exchange.

(2) Basis in property. What the regs tell us to do is use the 1031(d) formula and then allocate it. The basis of the non-like-kind property will always be the fair market value. We’ll take X’s old basis, which is 50, plus any gain recognized to X (he had to recognize 250 of gain) minus any loss recognized by X (0) minus any cash recived by X (0). X has a 300 basis. Of that basis, I assign the fair market value of the boot to the boot (the stock) and the remainder is the basis in the truck (50). If I turn around and sell the stock immediately, I report nothing (basis 250 and AR 250). If I sell the truck, I would have a $100 gain (it is worth $150, and the basis is $50).

(3) The formula. First determine what happens on disposition. Then determine what happens on acquisition.

· Hypo. Supposing the AB of X’s truck had been 400, do you have to report the boot anyway?

a. Application. First, realization? Yes. Second, gain or loss? No – no gain or loss. That’s the end. Without gain or loss, you don’t care about 1031.

· Hypo. AB is 500, AR is 400. 

a. Application. This is a bad idea because he could trade for cash, and thus deduct the loss right away. A loss that he will recognize in the future isn’t as good as getting a loss now.

b. Risk in buying T’s car. There is a tax risk that the IRS will say that it’s economically the same as a swap.

· Hypo. Suppose that instead of getting stock worth 250, you get cash worth 250. In that case you still have 350 gain. You would still recognize 250, where the boot is cash. The basis in the new Ford is the old basis in the Chevy (50) + gain recognized (250) – loss recognized (0) – cash (250) = 50.

5. Hypo. T owned an apartment building with a basis of $50 and a fair market value of $70, but which was subject to a mortgage of $40. X owned a similar building with a basis of $100, a fair market value of $80 and subject to a mortgage of $50. T and X exchanged their properties, each party taking subject to the mortgage on the acquired property.

· What is the amount of the recognized gain to T and to X?

a. Realization event? Yes – they are dissimilar.

b. Gain or loss for T? AR = fair market value of property received (80) + cash (0) + liabilities that other party assumed (40) = 120. AB = 50 + liability of the other party that he takes on (50) = 100. Thus, gain = 20.

c. Gain recognized? It’s recognized unless non-recognition applies.

(1) §1031. They are like-kind, but you have mortgages here. Under 1031, the mortgages are treated like boot. Therefore, this is a 1031 but we have to check for boot.

(A) T’s treatment. T is relieved of 40 debt but is taking on 50. Thus, no boot – you only have boot if mortgages run in your favor.

(a) T’s basis in building x. You start with T’s AB in the property given up at the moment of the exchange, which was 100. You add any gain that T recognized, which was 0, minus any loss that T recognized (0), minus any cash. 1031(d) of the regs says that the mortgage you were relieved of is treated as though you received cash for purpose of the basis formula. The AB of building X in T’s hand is now 60. If T turned around and sold that building now, it is a $20 gain that goes unrecognized and is rolled over into the basis of building X.

(B) X’s treatment. X has a realization event. Gain or loss? AR = Building (70) + cash (0) + debt discharged (50) = 120; AB = 100 + liability taken on (40) = 140. Thus, X has a $20 loss.

(a) X’s basis in building T. X’s basis in building T = old basis (140) + gain recognized (0) + loss recognized (0) – cash (50) = 90. Loss recognized is 0 because you never recognize loss on a like-kind exchange. If we sold it immediately and assumed fair market value didn’t change, X would have a 20 loss.

· Suppose the fair market value of X’s building is only 75, with a mortgage of 50. T has a building with a fair market value of 70 and a mortgage of 40. We won’t enter into that transaction because X has only 25 of equity in his building and T has 30 of equity.

a. Making X throw in some money is one option. T will tell X he has to throw in some money. He will have to throw in the building plus 5 in cash. This is actually a stupid transaction: X transfers the building plus cash, T has realization event, G/L: AR (cash 5 + property 75 + mortgage relief 40) = 120; AB (50 AB of X’s property + taking on liability 50) = 100, realized gain = 20, boot is non-like kind property (none), cash (5) and mortgages that run in your favor (0). Thus, T must report $5 in cash. The basis in building X is old basis (100) + gain recognized (5) – loss recognized (0) – cash received (45) = 60.

b. Better option is to have X put the $5 toward paying down his mortgage. Then he would have had more equity in the property and no boot – time value of money benefits.

c. Effect on X. X has a realization event. Gain/loss: X’s AR is cash + fair market value of property (70) + liabilities assumed (50) = 120. X’s AB is original basis plus/minus adjustments (20) + 5 cash + taking on T’s liability (40) = 65. Realized gain = 55. Of that realized gain, X has to report any boot. He is relieved of a $50 mortgage and takes on a $40 mortgage, but the regs say you can offset the gain from mortgages in your favor with cash that you give up. 

(1) X’s AB in the property X acquired. Since X acquired this property in a 1031 exchange, he looks to 1031(d) for basis. It is 65 + gain recognized (5) – loss recognized (0) – cash received (0 actual cash + 50 mortgage relieved of) = 20. If X turned around and sold the property for 70, there would be $50 of profit, which is exactly what X deferred.

(2) Boot equals the net of the mortgages in your favor. If the mortgages are in your favor, you can subtract any cash that you gave up. The regs also say that if you get cash and the mortgages do not run in your favor, you cannot offset them.

D. Capital Gains and Losses

1. Generally.

· People use the term “capital gains” very loosely. People tend to mean profits on the disposition of property. This is not to be confused with capital expenditures, which are improvements on property. Under current law, capital gains are entitled to preferential treatment.

· §1222(10) and (11) are what we’re interested in – net capital gain and net capital loss. Net capital gain is entitled to preferential treatment, and a net capital loss is limited.

· §1222(3), long-term capital gain. Long-term capital gains are entitled to preferential treatment. Under 1222(3), long-term capital gain is:

a. A gain

b. From the sale or exchange

c. Of a capital asset

d. Held for more than 1 year

(1) Short-term capital gains are held for one year or less

· §1223. §1223 is about special rules for holding period. Generally you’re looking for when you tack on someone else’s holding period, or the holding period for another asset. If the basis carries over, the holding period carries over.

a. Under §1223(4) you carry over the holding period on a wash sale.

b. Under §1223(1), if you carry over the basis on a gift, you carry over donor’s holding period.

c. Under §1223(3), all inherited property has a long-term holding period.

· Capital assets. Capital assets are defined in §1221. The main reason it matters is that capital gains, under §1(h), are largely entitled to a preference. Rates under §1(h) are generally more favorable than individual rates.

a. Rates examples. Ordinary income for top bracket is taxed at 40%, while they get capital gains tax of 20%. For 15% bracket, your capital gains rate is 10%. However, most people in the 15% bracket don’t have capital, much less anything they’ll sell at a profit. People in low-income brackets who own their homes almost never report their gains because they use §121.

· Explanation of §1(h).

(1) The tax rate on gain on capital assets sold after July 28, 1997 that have been held for more than 18 months is 20%. If the taxpayer is in the 15% bracket, the rate is 10%.

(2) The tax rate on capital assets that are considered collectibles (stamps, antiques, gems and most coins) is 28%. If the taxpayer is in the 15% bracket, the rate is 15%.

(3) The tax rate on the gain on depreciable real estate attributable to depreciation on assets sold after July 28, 1997 is taxed at a maximum rate of 25%. The remainder of the gain is taxed at 20%.

(4) If the taxpayer sells Qualified Small Business Stock (§1202) and elects to exclude 50% of the gain, the remaining 50% of the gain is taxed at the taxpayer’s normal marginal rate, up to a maximum of 28%.

(5) The tax rate on sales of capital assets after December 31, 2000 that have been held for more than five years is 18%. If the taxpayer is in the 15% bracket, the rate is 8%.

(6) The tax rate on short-term capital gains (i.e. assets held for less than one year) is the ordinary income rate.

· Deduction of capital losses. If you have net losses, capital losses are deductible up to capital gains plus $3,000 per year of losses. That means, supposing I have $10,000 of long-term capital loss and $10,000 ordinary losses and $100,000 of ordinary income, the ordinary losses are much more valuable to me. In calculating my taxes I’ll report the 100,000 income and subtract 10,000 ordinary losses, but I’ll only subtract $3,000 capital losses. They don’t disappear – $7,000 of capital losses get moved into the following year. In theory, I can deduct all 10,000 of my capital losses. The reason it’s not as value is time value of money.

2. Hypo. A has the choice to invest in one of the following assets: A bond to be purchased for $10,000 that will pay $1,000 each year for two years or fallow land that he expects to be worth $12,100 at the end of two years. Using tax considerations, prove to A in what way(s) the bond or the land is a better investment. Assume a discount rate of 10% compounded annually and a tax rate of 40%.

· Tax differences.

a. Land: 2100 gain. If it’s a capital asset, it’s taxed at 20%.

b. Bond: Income stream is 1000, 1000, 10,000. You’re not taxed on the 10,000 – AR is 10,000, AB is 10,000. Thus, you’re taxed on 1,000 x 40%, 1,000 x 40%.

· Time difference. Also, there is a time difference. The first 1000 is taxed in year one for the bond, while for land all the tax is in year three (no realization event until then).

· Two key differences for capital gains:

a. Asset not taxed until the future

b. When it is taxed, preferential rate

· Land preferable. The net income stream will be much greater on the land than on the bond.

a. Markets don’t adjust to this:

(1) Markets don’t know what the return on the land will be.

(2) Market doesn’t know how much taxpayer will pay. Other than 20%, taxpayer could:

(A) Sell in one year (taxed at ordinary rate)

(B) Be in the 15% bracket (taxed at 10%)

(C) Zero percent rate: Taxpayer could die, in which case gain disappears (0%); taxpayer could not make enough money to pay taxes, or it could be a charity or a pension fund that doesn’t pay taxes.

b. Makes investment in capital assets more likely. Instruments that produce their income in a way that is taxed to most people at the top marginal rate tend to have a slightly higher return to account for the fact that other investments are likely to be taxed preferentially. So basic economics will tell you that investment will flow into capital assets rather than bonds.

· §1221. Two requirements: Sale or exchange, and capital asset.

a. Sale or exchange. §1221 requires a capital asset and a sale or exchange. The biggest class of income that is not a sale or exchange is the annual return on an asset after it’s disposed of. If I purchase a bond and I collect the interest, the bond is the tree – it’s still there. When I collect or sell the interest, I’ve collected or sold the fruit. For wages, interest, dividends and royalties, there is no sale or exchange. Thus, they are all ordinary income. Also, for casualties or condemnations there is no sale or exchange.

b. Capital asset. The way 1221 is set up is that the whole world is a capital asset except for the 8 things listed in 1221(a). There is also a ninth, which would be “and other things that courts have decided not to treat as capital assets.”

(1) 1221(a)(1). Excludes inventory from the capital asset definition.

(2) 1221(a)(2). Property, used in his trade or business, of a character which is subject to the allowance for depreciation provided in section 167. This is mostly overridden by §1231.

(3) 1221(a)(3). A copyright, literary, musical, or other artistic composition.

(4) 1221(a)(4). 1221(a)(4) excludes accounts receivable in ordinary course of business. If this were not in the Code, taxpayers could elicit a promise to pay, then sell the note to a third party. At that point there would be a sale or exchange of a capital asset. Everyone would do this, and thus virtually every gain would be a capital gain.

(5) 1221(a)(5). 1221(a)(5) is also designed to block a scheme. People used to sell government publications at a profit and report them as capital gains. There are no profits to be made in this anymore after the advent of the internet.

(6) 1221(a)(7). Any hedging transaction which is clearly identified as such before the close of the day on which it was acquired.

(7) 1221(a)(8). Supplies of a type regularly used or consumed by the taxpayer in the ordinary course of a trade or business of the taxpayer.

3. Hypo.

· A purchases 100 shares of Microsoft stock for $50 a share and one year later sells the entire block for $8,000. What is the character of A’s gain?

a. There is a sale or exchange.

b. Capital gain? A is the classic case of a capital gain – someone who purchases property and is holding it for investment. He’s not holding the stock for sale to customers in a trade or business.

· B’s full-time occupation is trading in securities. She spends her days researching stocks and bonds, talking on the telephone with brokers, and keeping records of her trades. Last year she made 253 purchases of stocks and bonds and 362 sales. What is the character of her gains and losses?

a. There is a sale or exchange.

b. Capital gain? Yes. B is not selling to customers – B is trading for herself. No matter how much trading you do, as long as you’re trading for your own account, you have capital gain.

· C is in the business of buying and selling securities to customers. What is the character of his gains and losses?

a. There is a sale or exchange.

b. Capital gain? No. C is holding stock that produces ordinary gains.

4. Hypo. In year 1 H and W purchase a 130-acre farm for $250 an acre. They used a maximum of 50 acres for a nursery business in which both worked, in addition to 12 other employees. They also lived on the farm. In year 20, the nursery business began to lose money and they took out a loan from a local bank, secured by the farm. Two years later, when they could not make payments, the bank suggested they sell off part of the farm. Spending $650 per lot, they subdivided and improved (streets, water, sewage, etc.) 40 lots. They listed the lots in this new subdivision with local realtors. H did all of the improvement and ultimately sold all the lots himself for $1,000 an acre. What is the character of the gain on the sales? Suppose H receives a note from one of the purchasers and subsequently disposes of the note at a gain? Character?

· Issue: Is this a sale to customers in the ordinary course of trade or business?

a. People can have more than one trade or business.

b. Must be sold to a customer.

· Liquidation sale. In the ordinary course of trade or business, I do not sell my trade or business. Thus, a liquidation sale doesn’t fall under 1221(1).

· Analysis.

a. First, you want to look at the taxpayer’s efforts. One way to think about this is you know we tax wages as ordinary income. We’re always on the lookout for wage substitutes. When the nursery man sells these lots, to what extent does this represent a return on labor as opposed to market appreciation? The return on labor should be taxed as ordinary, the return on capital should be taxed as capital. We don’t know to what extent the AR represents return on capital or return on labor. If there’s no effort on the part of the farmer, it’s hard to believe that any of this profit is a return on labor.

b. What could the farmer have done that would have clearly produced capital gains? Sold it to a developer. That clearly would have been capital gains – no improvements. All profit would have been market appreciation on the land.

c. Does he automatically have ordinary income if he makes any improvements?  Not if you argue that it was necessary to make that investment. What you want to say is that the additions or changes were keyed toward getting the most dollar on a sale of his investment. At some point I go over the line – at some point I’m selling something that represents my investment of time and effort. The trick is to figure out what that is.

· Factors to consider:

a. The way he sold the property.

(1) Single sale cuts against trade or business. It’s very hard to argue it’s a trade or business if you have one sale. Everybody essentially gets a free ride for the first sale.

(2) Getting others to sell it for you cuts against trade or business. The more that the seller does him or herself in selling, the more it looks like a trade or business. Farming this out to someone else is more likely to produce capital gains.

· What if taxpayer ends up with a loss? You’d push the things we were trying to avoid, because you’d want an ordinary loss.

5. §1221(a)(2). The property being used to create the asset is treated as an ordinary asset. §1221(a)(2) covers property that is depreciable and real property that is not depreciable – i.e. land. This does not include all depreciable property. For example, it does not include investment property which is depreciable.

· Controversy. This could also cause some controversy. Imagine I have a two-story house and I rent out a portion of the house, then I rent out the house. This should be thought of as selling two assets – the top floor where I live, and the ground floor which I rent out. The top floor would be a capital gain; I didn’t hold it to sell to customers. If the ground floor rises to the level of a trade or business, I’m under §1221(a)(2) and it can’t be a capital asset. It also doesn’t cover all trade or business property – only depreciable trade or business property and land. There are other business assets, other than inventory and depreciable property, that don’t fall into 1221(a)(1) and (a)(2). This is what caused the Arkansas Best line of cases.

6. Hypo. AmericAir is a U.S. airline that uses significant quantities of jet fuel, whose price fluctuates regularly. To hedge against price increases due to anticipated problems in the Mideast, AmericAir does one of the following two alternatives:

(i) It purchases for $1.5 million 51% of the stock of JetFuel Inc., from which it purchases fuel. The problems in the Mideast do not escalate and the price of jet fuel falls. Later in the year, it sells the stock for $1 million.

· AmericAir wants ordinary loss. It wants it to be an ordinary loss so it can take full deduction.

· Not covered by (a)(1): Not held for sale to customers – it sells seats, travel to customers.

· Not covered by (a)(2): Not depreciable.

· (a)(7): The regs show that this case will never constitute a hedging transaction – the purchase of stock is never a hedging transaction. It’s therefore not under (a)(7).

· Not covered by (a)(8): The fuel itself is an example of (a)(8). The underlying raw materials that go into making up the inventory, or supplies normally used in the inventory to produce goods and services are included under (a)(8).

· The thing that makes us suspicious is that they didn’t purchase the stock hoping for profit. Rather, they purchase the stock for business purposes. AmericAir would like to say this is a business asset and ought to produce a loss. If they had sold the stock at a gain, they would have wanted capital gains.

a. Similar to Arkansas Best. These facts are similar to Arkansas Best, which bought a controlling interest in another corporation to help its own business. The Court in Arkansas Best rejected Corn Products as applied to stock.

(1) Corn Products. In Corn Products, a corn manufacturer bought corn futures and sold them at a loss. It is an extraordinary case from a statutory interpretation perspective, because they just wrote into the statute something that was not there at all. The Service won the battle but lost the war; any taxpayer who had a loss then tried to claim ordinary losses, because there could have been a business purpose.

b. Result in Arkansas Best. After Arkansas Best, we know that the answer is that the loss is capital. The Court in Arkansas Best essentially said that you don’t own stock as a capital asset unless you are a dealer in stock. We know now that the statute controls.

(ii) It enters into a commodities contract under which it will take delivery of 1 million gallons of jet fuel on July 1 at the January 1 price of $2 a gallon. The problems in the Mideast do not escalate and the price of jet fuel falls to $1 a gallon. AmericAir decides to pay $1 million to get out of its commodities contract (rather than accepting delivery of the fuel). By waiting until July 7 to purchase fuel, it is able to acquire 1 million gallons for $900,000. Its profits from operations during this period are $1.1 million more than expected (without regard to buying out the commodities contract).

· Hedging example. The airline knows that its revenue will be $5 million. The main input is fuel. The airline would like a $3 million profit for this time period. That means the price of fuel has to be $2 million or less. Thus, they have to lock in the $2 million price of the fuel. They are forfeiting any profit over $3 million. They may be able to purchase fuel for less than $2 million, in which case they could have made a profit of more than $3 million. But the benefit of this is that they will make no less than $3 million in profits.

· Can hedge against price change in sales. We’re manufacturing widgets, and our supplies are fixed. We’re confident we won’t have to pay more or less than $2 million. We’d like to lock in a $3 million profit. Thus, we enter into a contract for sales for $5 million. Our K will be a forward K, agreeing now to sell widgets on July 1 for $5 million. I’ll lock in $3 million no matter what happens in the market to the price of widgets. This would be classified as ordinary (not capital) under 1221(a)(7).

· Hedging using an input that moves exactly the same as yours. I make baseball bats out of ash and I want to hedge the price of ash. There is no futures market in ash. Could I enter into a futures K on maple if the price of maple moves exactly the same way that ash does? If there’s no market on your input and the K you enter into moves exactly the same way, it is probably considered a hedge. The regs say that if there is a market, and you hedge something else, there is probably a better way to hedge your risks. Also, if there’s no market for your commodity, you can’t just hedge anything.

· Hypo. If I were a business, running a hardware store and I purchase jet fuel futures contracts, would that produce an ordinary loss if I sold it? No – the fuel itself is not a supply in my trade or business.

· What if the airline purchases more than they could ever use, so they are using it as an investment? Under 1221(b)(2), it would be a capital loss. The regs say that only hedging prices of the actual assets that will be used in the trade or business suffice. Anything significantly more than you need won’t be a hedge against fluctuations.

· Regs make you set up transaction as a hedging transaction. Otherwise taxpayer could wait to see what happens, then decide whether to classify it as capital or ordinary. This provision of the regs means that taxpayers know exactly what the tax treatment is going to be.

7. Hypo. T purchased a machine several years ago for $10,000. She took $4,000 of depreciation and then sold the machine for $11,000. What is the amount and character of her gain?

· Amount of gain: $5K. Her AB is [10 – 4] = 6. AR = 11.

a. Analysis. There was 1,000 in market appreciation. The taxpayer reporting $5K because we took $4K depreciation as though it cost us $4K to hold the property – but it went up in value rather than going down in value. The advantage to taxpayer is the time value of money.

· Suppose taxpayer had sold the property for 8K. The taxpayer would report $2K in gain, and it would be ordinary because it represented depreciation.

· Suppose taxpayer sold the property for 5. There would be a $1K loss. The taxpayer was not able to depreciate fast enough in this case. We don’t give them any credit for this. 1245 does not apply to losses – it only applies to gains.

8. §1231.

· §1221(a)(2) says on its face that property used in a trade or business that is depreciable is not a capital asset – it appears to produce ordinary gain or loss. It is generally overridden by §1231. There are two parts to 1231. One is the firepot, and the other is the hodgepot.

· Firepot. The firepot covers the following transactions: It covers casualties on §1221(a)(2) assets (trade or business assets that are depreciable, or land), casualties on capital assets used in trade or business. In both cases they have to be used for more than a year, long term assets. If the gains are greater than the losses, they all go into the hodgepot. If the losses are greater than the gains, it is ordinary.

	Casualties:
	§1221(a)(2) > 1 year

	
	Capital assets used in T/B > 1 year


· Hodgepot. In the hodgepot, you have the items in the firepot if the gains are greater than the losses, the sale or exchange of §1221(a)(2) assets, condemnation of §1221(a)(2) assets, and condemnation of capital assets used in a trade or business – all if used for more than one year.

a. Gain greater than loss: Long-term capital gain

b. Loss greater than gain: ordinary loss

· 1231 overrides in some cases the sale or exchange requirement and overrides 1221(a)(2).

9. Hypo. D paints a painting and sells it for $50,000. The purchaser E resells the painting two years later for $75,000. What is the character of D’s and E’s gain?

· D’s gain.

a. There was a realization event.

b. Need to know AB. Need to know AB of property to compute gains and losses.

c. Are costs of producing it capitalized or expensed?
(1) Idaho Power. You’d need to know what I was going to do with the painting to know whether this is really an Idaho Power type of an asset. If it’s something I’m going to hold and use for a period of time, then the answer is right. I have to add into this painting the cost of producing this painting, and the cost of producing this painting is: Paint, brush, easel for one year, cost of lighting for one year. Whatever those numbers are, that is my AB. You figure out cost of using the easel for one year by one year’s depreciation on the easel.

(2) Assets that get expensed. Those don’t affect my AB. My AB is some number that represents the cost of producing this asset. For most artists, your AB will be very small because you’ll be expensing most of your costs.

d. Gain/loss is recognized: 1031 doesn’t apply.

e. Ordinary income: Not in firepot or hodgepot, therefore it is 49,900 of ordinary income.

· E’s treatment. 

a. Is he an art dealer? Need to know whether he is an art dealer. He’s not, so he reports 25,000 of capital gain on the painting. This is in here to illustrate that it isn’t the painting that is capital or ordinary – it’s the taxpayer’s relationship to the painting that is capital or ordinary.

b. Collectibles. The rate on collectibles is 28% (instead of being taxed at 20%). There has been virtually no litigation, but legislative history indicates collectibles are things like coins, stamps, paintings and antiques.

10. §170(e). This relates to charitable contributions and is a very important provision of the Code. When you contribute cash to a charity, the amount of your charitable deduction is the cash you contribute. When you contribute property, the amount of your deduction is the fair market value of the property.

· E’s treatment. E has property with a fair market value of 75 and AB of 50. He wants to make a contribution to the law school. If he sells the painting, he can’t donate 75K to the law school because he is taxed on a 25,000 gain at a 20% rate. But §170 says he could deliver the painting to the law school, and law school can sell it for 75. Law school doesn’t pay taxes on it because the law school is a tax-exempt organization.

· Two overrides:

a. If you produce property that would not produce a long-term capital gain if sold, you are limited to your basis for your deduction.

b. Section (e) says that if you donate tangible property and the charity won’t use it in its charitable function, you’re also limited to your basis.

· Taxpayers would not donate depreciated property. It makes no sense to ever donate depreciated property. Instead you would sell the property, take the loss and then give the money to the charity.

11. Hypo. E owns a building subject to a 99-year lease. Due to a general decline in rental prices, the tenant pays E $100,000 to cancel the lease. What is the character of the payment? Does it matter if he received more than the present value of the rental stream?

· Overview. Sometimes it looks like you’re entitled to capital gains treatment, but you’re not. For example, I create a K to sell my 2002 salary (of $40K) for $37K. It appears on the face of it to be a capital asset. Because of the tax advantages there would very quickly be a market in these things – we would sell each other our income streams and soon there would be no ordinary income – everything would be taxed at capital rates. The Supreme Court held that if you’re selling a steam of future income, it would be reported as ordinary. You would have ordinary income and not capital gains.

· Application. 

a. Realization event

b. AB: This is the Hort case. Hort held that the basis is zero in a situation such as this.

c. Character of gain: It is ordinary income because it is rental income, which is treated as ordinary. When the landlord sells off the income stream, the court says this is a substitute for what would have been ordinary income had you collected it. All of it is ordinary income.

· Fruit of the tree analogy. If you sell an apartment building and it’s a capital asset, none of it has to be reported as ordinary. If the bond is a capital asset, you have capital gains even though what you’re selling is the right to the interest coupons. If I sell stock, it is a capital asset and produces capital gains even though what I’m selling is the right to future dividends. This analogy does not work with respect to services or labor income. You can’t sell the tree. When I sell the rights to my wages, that’s all I can sell. You can sell your fruit of the labor, but you can’t sell the tree.

· Hypo. Suppose in the alternative that the tenant sells the leasehold for a premium (i.e. more than the present value of the rental payments). What is the character of the amount she receives?

a. Sub-tenancy. If I don’t want the property and I sub-lease it to someone else, I report zero because I have rental income of $10K and $10K of rental expense. Thus, they wash out to zero, and I don’t report anything.

b. How about for the above hypo? I sell the whole thing for $99K. What do I report?

(1) Realization event? Yes.

(2) AB is zero. Thus, gain is 99.

(3) Character of gain: 

(A) Not in any of the sections of 1221.

(B) Common law: Would not treat this as ordinary income because I’ve sold everything I had. It’s hard to work this into the fruit of the tree analogy, although the cases do. If all you have is the fruit, if you sell all the fruit then you have a capital asset. E did not have an underlying tree, only the right to lease the property. The gain would all be capital. Other examples of that would be to go back to the example of where the person had the bond and sold the coupons. Now suppose the purchaser of the coupons turned around and sold them. That would produce capital gains. Suppose the owner of the apartment building sells the rent roll. That is fruit. But if you sell the rent roll, that produces capital gains. If you sell everything you have, then you have capital gains, just as if I sold the stock, even though what I’m selling is the right to future dividends. If I have an apartment building and sell the entire apartment building, I have capital gains. If all I have is the right to future rents and future dividends, then I have capital gains because I sold everything I have.

12. Hypo. F purchased unimproved real estate for $400,000. At a time when the real estate was worth $500K, he took out a nonrecourse mortgage of $300K. Subsequently, the property declined in value to $200K and he abandoned the property. What amount, if any, should F report and what is its character?

· AB = 400K.

· Abandonment. Abandonment is a realization event (as are foreclosure proceedings). If it wasn’t a realization event, everyone would just walk in this situation.

a. Gain or loss? AB is 400, AR is 300 (which includes cash received (0), property received (0), liability I am relieved of, which is 300).

b. Capital or ordinary? Ybarro says you do have a sale or exchange. But you don’t know if it is capital or ordinary because you need to know if this is used in a trade or business. If it is, then you ask if it falls under 1231.

