I. Introduction

A. Major Issues to focus on

1. Public policy (morals, social reforms, distributional)

2. Equity 
a) Horizontal – two people in same circumstances should be taxed equally

b) Vertical equity – what happens with two people in different financial positions – completely different ideas about what this means.
3. Efficiency – shouldn’t distort people’s economic decisions

a) Allocation of goods and services in absence of taxes

b) Taxes can change incentives to work, save, invest, or consume

c) All taxes have efficiency costs – will always change incentives.  A good tax has the least amount of efficiency costs

d) Meaning

i. Economic growth

ii. Benefits to others than intended benefits

4. Complexity issues

a) Taxpayer diverts time or $ to pay for preparation of taxes

b) Government maintains large agency to interpret rules and make regulations

c) Taxpayers have unequal burdens b/c in ability to understand rules

d) Wealthier aggressive people can more easily avoid taxes

e) Components

i. Compliance

ii. Rules and statutes

iii. Transactional – when similar transactions are treated differently

B. Haig-Simons definition of income:  amount consumed (C) + change in wealth (∆W) (
 I = C + ∆W.

C. Two principal methods of accounting:

1. Cash method – includes items in income in the year in which they are received and allows items as deductions in the year in which they are paid (generally used method).

2. Accrual method – includes items in income when earned, regardless of when they are received, and generally allows items as deductions in the year in which they are incurred, regardless of when they are actually paid (accepted in accounting industry).

D. Terminology:

1. Average tax rate – the average of the various tax rates a taxpayer pays

2. Marginal tax rate – the rate of tax on the last dollar taxed.

3. Above-the-line deductions – deductions for certain expenses (e.g. business expenses) taken from gross income to get adjusted gross income.

4. Standard deduction – flat amount specified by the Code that varies with marital status, which taxpayer can deduct regardless of actual expenses.

5. Credit – direct reduction in tax.

E. Calculating Income Tax:

1. Calculate gross income (§61)

2. Subtract above-the-line deductions (enumerated in §62).  The resulting figure is adjusted gross income (§62).

3. Subtract below-the-line deductions = sum of personal exemptions (§§151 and 152) and either the standard deduction or itemized deductions (start with §§63 and 67).  The resulting figure is taxable income.

4. Apply the tax rate schedules (§1) to taxable income to determine tentative tax liability.

5. Subtract from tentative tax liability any available tax credits.  The remaining amount is final tax liability.

F. Goals of Tax Policy

1. Facilitate growth of economy

2. Do justice in distribution of burdens and benefits of government

3. Raise revenue to finance government

G. History of Taxation

1. Major changes often accompanied wars – repealed taxes instituted
2. Tariffs were major source of federal income until federal income tax

3. Excise tax of 1909 allowed tax on corporations as privilege of doing biz

4. 16th amendment allowed for federal income tax
5. Lochner era

a) Congress cannot do indirectly thru taxing what it cannot do directly
6. New Deal

a) New Deal grants Congress much latitude in taxing

b) Social Security was enacted in 1935 as type of progressive mandatory insurance

7. Tax Reform of 1986 improved economic efficiency of investment decisions

a) Repealed preferential rates on capital gains

H. Types of Taxes

1. Corporate and individual income tax

a) General source of revenues

2. Payroll tax

a) Funds specific expenditures – retirement, disability, social security, Medicare

3. Estate and gift

4. Excise (liquor, cigarettes, gas)

5. State and local taxes

a) Sales

b) Income

c) Property

d) Intergovernmental flow of revenue – subsidies to states

I. Reasons for progressive tax

1. Based on ability to pay and marginal utility of income

2. Reduces economic inequalities

3. Produces proportionality by reducing other regressive taxes (payroll, excise, sales, property)

4. Benefits of government expenditures increase with wealth

J. Problems with assumptions of critics of progressive tax – market distribution isn’t inherently just or fair

1. Returns from labor and capital demand upon demand, not just ability to work

2. Production based on joint use of resources – it’s impossible to determine who produces how much

3. Returns based on social conditions – existence of public institutions affects returns to private individuals – so it is societal, not individual.

4. Luck – being born rich or poor.  

K. Other types of taxes

1. Flat tax or head tax – would not vary with work effort or earnings.  But poll tax experiment in UK was disaster for Thatcher.

2. User fee tax – based on extent to which people use government resources (like Social security)

a) How to determine benefits?

b) What about wealth transfer programs that are redistributive?

L. Tax Bases – principal distinction is timing

1. income

a) Allows gov’t to claim share of returns from labor and capital of citizens – share of total output made possible by gov’t institutions

b) Shorter time horizon – only working years

2. Wages

a) Form of income and source of consumption and wealth

3. Consumption

a) Mill – tax only what individuals have removed from common societal pool for their own personal consumption

b) Fairer b/c measured over a lifetime rather than just over working life.  Would also measure ability to pay (or consume)

4. Wealth

a) Use of income and source of income and consumption

b) Taxed at time of transfer (gift and inheritance)

M. Constitutional Background

1. Article I, Section 8:  

a) Congress shall have the power to lay and collect taxes

2. Article I, Section 9

a) No capitation, or other direct tax shall be laid unless in proportion to the census

3. 16th Amendment

a) The Congress shall have power to lay and collect taxes on incomes, from whatever source derived, without apportionment among the several states...

b) Solved apportionment provision in Article I

4. Eisner v. Macomber – only case where a tax found unconstitutional

a) Congress attempted to tax a dividend of common stock distributed to existing holders of common stock.

b) Court held that 16th amendment requires a realization, an element lacking in a stock dividend or split.  

c) Gross income meant a gain “derived from capital, from labor, or from both combined...”

i. Became too narrow a definition b/c it didn’t include debt cancellation or windfalls

5. US v. Ptasynski – Alaska tax exemption

a) SC allowed it (despite Art 1, Section 8 saying uniformity) b/c it wasn’t undue preference but instead was supported by geographic differences that Congress could take into account.  

N. How taxes are enacted and enforced
1. House is supposed to propose legislation, but Congress can radically alter it and it’s still constitutional

2. Most legislation begins in Ways and Means Committee

3. President doesn’t have line item veto capabilities – tried to cancel two provisions in Taxpayer Relief Act of 1997, but was denied by SC.  
4. Joint Committee on Taxation – made up of members of both houses to provide status for professional staff of lawyers and accountants.  

5. Revenue ruling commissions are official interpretations of the code

6. Treasury can determine whether regulations or rulings are retroactive

7. Disclosure of return information is permitted only to certain people, e.g. in connection with child support enforcement.  

8. IRS Review of returns

a) Computerized matching between information returns, as well as computerized check of tax return for math errors.  

b) Audit returns generally done for large amounts of revenue – about 70% of returns from large corporations.  Also audits done for returns with unusually large itemized deductions or disproportionate ration of expenses to income.

9. Taxpayer who wins litigation can have costs paid for if “substant. just”

10. Tax Court is a new Article I court.  
11. Gov’t now has burden of proof if taxpayer introduces credible evidence 

a) Comply with substantial requirements

b) Maintain records

c) Cooperate with IRS for meetings, info, discovery, etc.  

O. Tax Expenditures

1. A tax expenditure is a provision which has a purpose other than to measure economic income.

2. Examples: scholarship exclusions, mortgage interest exclusions, and fringe benefits.

3. Differences between implementing a program via direct spending and implementing it through the tax system:

a) Spending program benefits anyone who fits within the criteria for the program, whereas tax expenditures only benefit taxpayers.  And, it can benefit people at a higher tax rate rather than those at a lower rate – depends on the marginal tax rate.  This is an upside-down subsidy.

b) Implementing a spending program through the tax system reduces administrative costs.

c) Can have a tax expenditure benefit the lower rates by using a refundable credit.

d) There are caps on direct spending programs, but tax expenditures are unlimited.

e) Tax provisions aren’t revisited very often whereas budgets are revisited every year.

f) The people who oversee the programs for tax expenditures are the people of the IRS, whereas direct spending programs are overseen by experts in that area.

4. The amount of a tax expenditure is measured by foregone revenue.  (Very inaccurate measurement)

5. A provision traditionally has been listed as a tax expenditure if there is a reasonable basis for such classification and the provision results in more than a de minimis revenue loss.

6. Tax-Exempt Interest

a) §103 generally excludes from income interest on state and local obligations (i.e., don’t have to pay taxes on interest from state/local government-issued bonds).  Could view this as a subsidy of state and local public works.

b) The exemption allows state and local governments to pay lower rates of interest on their debt than that paid on taxable corporate bonds of comparable risk.

c) There’s an implicit tax on the investor in state/local government bonds – of the difference between the rate of return on a corporate bond and the rate of return on the government bond.

d) It looks like this is a good program because the people getting the benefit are the residents of the state.  The bondholder isn’t getting any benefit because he’d get the same after tax interest rate from a corporate bond as from the state bond.

e) There are equity issues here when we have taxpayers of different marginal rates buying the bonds.  If taxpayers in the 40% bracket were enough to meet the state/locality’s borrowing needs, we’d be fine because they could just have a 6% bond (assuming corporate bonds are at 10%).  If, however, we need people who are in the 30% bracket too, we’d need to increase the tax-free interest rate to 7%, which would in effect be subsidizing the higher tax bracket people’s loans because they would earn a higher interest rate with the tax-free bonds than with the taxable corporate bonds.  Efficiency implications too.

II. What is Income
A. Basic Approach

1. Is it income under §61?

a) Did the item increase the taxpayer’s net worth?

b) Did it merely involve a change of form, like borrowing money or recovering basis?

2. Does the item fall under a statutory exclusion from gross income?

a) Gift or inheritance?

b) Contribution to capital?

c) Life insurance recovery?

d) Recovery of the cost of an annuity contract?

e) Interest on state or local bonds?

f) Government benefits (some are taxable)

g) Medical insurance recovery?

h) Damages for personal injury?

i) Meals and lodging for the convenience of the employer?

3. Is it a taxable form of compensation for services?

a) A tax-free fringe benefit?

b) Employer-paid health insurance or medical reimbursement?

c) Group term life insurance?

4. Is the item debt cancellation income, and if so, does it qualify for exclusion?

a) Insolvent and bankrupt taxpayers can avoid debt cancellation income but must reduce tax attributes

b) Shareholder debt forgiveness has special rules

B. 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

6. 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.

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

8. Other related questions:
a) 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).

b) 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.

c) What is our taxable income?

i. 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.

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

i. 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.

ii. 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.

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

f) Annual basis. Everything must be allocated to one year or another. Annual accounting creates a large number of complex problems.
C. Definition of Gross Income – §61
1. §61:  All income from whatever source derived...

a) Interest, rents, dividends, business profits, salaries, gain on sale of property, alimony, etc.

b) Not exclusive list

2. Eisner – too narrow

a) The gain derived from capital, from labor, or from both combined, provided it be understood to include profit gained through a sale or conversion of capital assets.  

b) But this wouldn’t include windfalls...

3. Haig (1921)

a) Income is the money value of the net accretion to one’s economic power between two points of time

4. Simons (also referred to as Haig-Simons)

a) Personal income may be defined as the algebraic sum of 

i. Market value of rights exercised in consumption

ii. The change in the value of the store of property rights between the beginning and end of the period in question.

b) Posner

i. The broadest definition of income would be all pecuniary and non-pecuniary receipts, including not only leisure and other non-pecuniary income from house-hold proeuction but also gift, bequests and prizes.  

5. Net worth (Commissioner v. Glenshaw Glass – punitive damages were held taxable) – any item that increases a taxpayer’s net worth.  This is the difference between assets and liabilities – anything that increases the difference is income.  “the full measure of the taxing power...Congress applied no limitations as to the source of taxable receipts, nor restrictive labels as to their nature...here we have instances of undeniable accessions to wealth, clearly realized, and over which taxpayers have complete dominion...”
a) Change in form – no income from receipt that doesn’t increase net worth

i. Loan repayment – repayment of loan doesn’t produce income to lender, b/c it doesn’t increase net worth

(a) Interest is income
(b) Repayment when note purchased for less than face value

ii. Return of capital – return of invested capital is not income, just costs recovered (Doyle v. Mitchell)

b) Borrowing – no income from borrowing money.  But money obtained by embezzlement or extortion are taxable.

c) Trust income – amounts received as trustee are not income as long as not used for personal benefit.

d) Income need not be received in cash – noncash benefits and services received by employee (car or free housing) may be taxable.

e) Windfalls – found money or windfalls are taxable (Cesarini v. US).  

f) Unsolicited capital – not taxable until taxpayer indicates that he intends to retain it (Haverly v. US and school text books)

i. Result might have been different if taxpayer did not accept books but merely held them for publishers.  Would not have been income probably except that taxpayer tried to claim a charitable deduction – he exercised complete dominion over books b/c he claimed deduction.  

ii. IRS would make no attempt to tax except for “double deduction” – trying to get charitable deduction but not paying income tax in the first place.  

D. Inclusions in income

1. Compensation for Services rendered

a) Payment for employees income taxes (Old Colony Trust v. Commissioner)

i. If an employer pays an employee’s income taxes (or any other debts) , the amount of tax payment is considered additional compensation.

ii. Form of payment makes no difference – amount of tax is amount of taxable income to which rates are applied.

iii. Sales tax is tax exclusive tax

iv. Tax exclusive rate = (tax inclusive rate)/(1-tax inclusive rate)

v. Tax inclusive rate = (tax exclusive rate)/(1+tax exclusive rate)  

vi. Gross salary = (Net salary)/(1-tax rate)

b) Distinction between marginal rate and average rate

i. Marginal rate is the rate that applies to additional dollars of taxable income and is therefore the rate that affects tax decisions at the margin – it tells you how much an additional dollar of income or deduction will change your tax liability.  Also referred to as brackets.

ii. Average tax rate is the total tax liability divided by income.  Taxable income, AGI, or some economic income is used to calculate it.  

2. Medical insurance and expenses

a) Employee paid plans:  If an employee purchases accident or health insurance himself, no deduction is provided (except under itemized medical expense deduction), but proceeds in event of sickness or disability would not be taxed:  §104(a)(3).  

b) Lump sum payments to employees on termination of health or accident plan taxable (Adkins v. US)

3. Damage payments – punitive damages:  §104(a)(2)

a) Rozpad v. Commissioner – prejudgment interest is taxable

4. Life Insurance - §79
a) If employer pays life insurance, premiums are income to employee.  Frost v. Commissioner

b) Where beneficiary is charity, payments are not taxable.  

c) Employee may exclude value of premiums on a limited amount of group term life insurance:  §79 – excess over $50K is taxable.  Plans cannot discriminate between classes of employees.  

5. Bargain purchases in exchange for services:  §83(a) – where taxpayer is permitted to purchase property or services at price below FMV b/c seller compensating buyer for services, then taxpayer has income in amount of discount received.  

a) §83(c) If property is nontransferable and subject to substantial risk of forfeiture at time of transfer, then property is treated as still owned by transferor and no income is realized.

b) When forfeiture risk is removed or property becomes transferable, then FMV at that time, less any amount originally paid, is includable in income.  

c) Forfeiture if full enjoyment of property is conditioned upon future performance of substantial services by individual, e.g. incentive stock options conditioned upon remaining employed.  

d) §83(b):  Allows taxpayer to elect to include property in gross income when received even though subject to substantial risk of forfeiture or is nontransferable – this is important b/c of potential rise in stock options.  9th circuit – zero value election for stock options allowable.  

e) §162:  Employer allowed to take deduction for compensation in the year in which employee includes property in income.  

6. Awards and Scholarships

a) Awards and prizes – §74(a):  Awards and prizes are taxable, except if they are transferred directly to charity and are b/c of scientific or artistic achievement.  Can transfer directly and not include/deduct.  

b) Scholarships and fellowships:  §117:  Generally are taxable to recipient.
i. But qualified scholarship is excluded – can only be used to pay for tuition or fees or books and supplies.  Only degree candidates at tax-exempt educ. instit.  

ii. Employer tuition reduction plan is another exception.  

iii. Haig-Simons take on this:  Shouldn’t income be accession to wealth of any form?  

(a) Based on this, there is a proposal in Congress to repeal §117 on basis of equity.  Argument is that in this way, we will have a more fair tax system.  Would put c and d on a more even level.  

(b) But would it create inequities?  It would be much more expensive to go to private college then, and we would get a large benefit.  There may also be other policy reasons why scholarships should be excluded – not just equity.  
(c) All sorts of industries and policies subsidized through the tax code – expenditure programs implemented through IRS.    

c) Reg. 1.102-1(a) gift exclusion under §102 doesn’t apply to prizes and awards.
d) §274(j)(3):  Employee achievement awards are excludable from income, if they are based on length-of-service or safety.  

7. Illegal Income

a) Income from illegal activity is taxable.

b) The S.C. has held that the requirement that an individual disclose illegal income on a tax return does not constitute compulsory self-incrimination in violation of the 5th A. because the taxpayer is not required to reveal the source – can put it under “other.”

c) Collins (1993) – OTB worker bet on races illegally (for which he would have had to pay $80K) and was indicted for grand larceny.  
i. Cites Eisner, but it had problems b/c it didn’t include gains from cancellation of debts or illegal activities.  

ii. Glenshaw abandoned capital/labor distinction and adopted all accessions to wealth...

iii. His activities, though illegal, gave rise to income. 
iv. Disclosure of illegal income in tax return doesn’t violate 5th b/c you are not req’d to divulge source of income.   5th is personal, doesn’t relate to info which may incriminate you.  

v. Cites James v. U.S.: “A taxpayer has received income when she acquires earnings, lawfully or unlawfully, without the consensual recognition, express or implied, of an obligation to repay and without restriction as to their disposition.”
vi. Taxpayer may claim deduction for payments of restitution in the year in which they are made. 

vii. Distinguishes Gilbert, where taxpayer’s illegal loan from corporation not held to be embezzlement and held not taxable:

(a) He fully intended but also expected with reasonable certainty to repay sums

(b) He believed withdrawals would be approved by corporate Board

(c) He made prompt assignment of assets sufficient to secure his debts 

viii. Gives feds control over criminals who otherwise would be prosecuted by states
E. Exclusions in income

1. Gifts and Inheritances – §102(a):  
a) Does not include value of property received by gift, devise, bequest or inheritance

2. Contributions to Capital: §118, 1032

a) If an investor contributes capital to a corporation or partnership, the amount received is not taxable to the receipient

3. Interest on state and local bonds:  
a) Interest earned on state and local bonds is excluded: IRC 103.  
b) However, if the proceeds of the bond are used for private purposes, interest is taxable: IRC 103(b)(1), 141.  

4. Government Benefits

a) Social Security: SS benefits (old age and disability) are partially taxable: IRC 86.    SSI payments are not: §86(d)(1)(A).  

b) Welfare Benefits:  Governmental payments based on need are excluded even if recipient must work for gov’t to get payments:  Rev Rul. 71-425, 1971-2, C.B. 26.  Rev Rul. 70-280 (unemployment).  
c) Disbursements from general welfare fund in interest of general welfare are not includable in gross income.  Rev. Rul 75-271.  But Congress can choose to tax if it wants – §85 (unemployment payments) and SS payment portion (IRC86).  

d) Non-welfare funds taxed (e.g. dividends to Alaskan natives for oil revenues).  

5. Damage payments:  §104(a)(2) – excludable for physical damages
a) Damages, whether lump sum or periodic and whether by judgment or settlement, as long as on account of personal physical injuries or physical sickness, are excluded.  

b) Punitive damages not excluded; emotional distress damages alone not excluded unless accompanied by physical manifestation; discrimination damages not excluded.  

c) The tax treatment of damages and settlements depends on the treatment of the amounts for which they are substitutes.

d) §104(a)(2) excludes from income “the amount of any damages received (whether by suit or agreement and whether as lump sums or as periodic payments) on account of personal injuries or illness.”

e) Emotional distress is not to be treated as physical injury or illness.  Damages not in excess of the amount paid for medical care attributable to emotional distress are, however, excludible.

f) An award for lost wages arising out of a physical injury is excludible under §104(a)(2)

g) Policy justifications for the §104 exclusion:

i. Taxing an award for pain and suffering is offensive.

ii. A recovery for expenses should not be taxed.

iii. A recovery of human capital should not be taxed – taxpayer has no gain, only an offsetting of economic loss.

iv. Recoveries for non-taxable items should be tax-free – i.e., recovery for possessing good health, the use of one’s body, etc.

v. Wages lost because of physical injury should be untaxed so the victim will be in the position he would have been had there been no injury.  If it turns out that he’s in a better position because the judge/jury calculated the damage award based on before-tax income, it doesn’t matter.  We’ll still exclude them because we have compassion for injured people.

h) Damages for violations of antitrust acts are treated as ordinary income where they represent compensation for lost profits.

i) When taxpayer receives an amount of damages to compensate him for a loss of property that has an adjusted basis, the amount of income equals the amount by which the amount received exceeds his adjusted basis.

6. Life Insurance:  §101(a):  death benefit payment excludable

7. Medical Insurance and Private Disability Payments

a) Employer paid plans:  IRC 106:  Excludes employer contributions to accident and health plans from gross income of employees.  Largest tax expenditure – over $75 billion in 2003.  

b) Workers compensation: IRC 104:  Compensation received for injuries or sickness in the form of workers’ compensation, disability pensions and annuities received as a result of active service in the military, foreign service, etc.  and disability payments received by civilian gov’t employees for injuries attributable to terrorist attacks.  

c) Medical benefits:  IRC 105:  Excludes benefits paid under an employer’s accident and health plan for medical expenses of employees and their families, as well as for permanent disfigurement or loss of use of member or function of the body.

8. Retirement Income:  §401-404 and 410-416:  

a) Favorable tax treatment for qualified pension, profit-sharing and stock bonus plans.  Employees not taxed on these plans until they receive payments in retirement and employers receive immediate deductions for contributions.  

b) Pension trust fund that accumulates contributions and income to fund retirement benefits is tax-exempt.  

c) Tend to provide greater benefits to higher earners and employees or larger firms.  

d) Retirement planning services can be provided tax-free:  IRC 132(a)(7).  

9. Moving expenses: §132(a)(6)

a) Are excludable to the extent that th employee could have deducted the expenses if paid directly.  

b) Can deduct only if new job is at least 50 miles away : IRC 217.  

10. Dependent care:  §129

a) Payments made by employer for care of dependents are excluded, but limited to $5K a year.

11. Educational Benefits:  §127

a) Employee can exclude up to $5250 a year for amounts paid by employer under qualified educational assistance program (includes tuition, fees, and books, but not living expenses)

12. Adoption Assistance by employer: §137

a) Max excludable is $10K and phased out ratably above $150K.

13. Cafeteria plans:  §125

a) Plans that allow employees to select from a group of employer-provided taxable and nontaxable fringe benefits are cafeteria plans.

b) Can be considered compensation since can be tailored to suit employee.  Employee may only choose between excludable fringe benefits and cash – have to be nondiscriminatory.  

14. Bargain purchase:  §83 – can be excludable if not in xchange for services rendered
F. Fringe benefit exclusions – §61, Reg 1.61-2(d), §132 (categories of work-related fringe)
1. Fringe benefits generally

a) Employees have large incentive to receive tax-free fringe benefits as marginal tax rate goes up and employers have large incentive to provide since they avoid payroll tax of 15%

2. Problems raised by fringe benefits

a) Equity

i. Violate horizontal equity b/c taxpayers in same economic situation are taxed differently – if A receives $15K cash and B receives $5K taxfree benefits and $10K cash.  

ii. Untaxed benefits are more valuable and often only available to employees in higher taxed brackets.

iii. May be disproportionately available depending on employee’s industry or occupation.  

b) Efficiency
i. Failure to tax fringe benefits induces employers to offer and employees to select wage and benefit packages different from those that they would choose without tax benefit.  E.g. if A can take $5K in cash worth $3K after tax or $4K in tax-free airfare, he will choose the airfare.  The $1K lost is called deadweight loss.  

ii. Exclusion of fringe benefits requires higher tax rates.

c) Complexity

i. Distinguishing in-kind compensation from goods or services related to or necessary to work (e.g. free books for book critics) is complex.

(a) Excluding all noncash compensation from income tax would produce a barter economy for labor income.

(b) But taxing any economic benefit, no matter how related to work, would violate fairness principles.

ii. Congress is unwilling to declare that all non-cash compensation is designed to regard employees should be subject to income tax.

3. Reasons for exclusions of fringes in Bill

a) Long-standing practice of IRS to not treat it as income

i. Employers often have other reasons for providing fringes (greater productivity or promoting products) other than to provide it as compensation.  

ii. Doesn’t serve as an exact replacement for cash compensation.

b) Set forth clear boundaries for provision of tax-free benefits – reduce confusion

c) Do not want the tax base to shrink by emergence of new practices to evade payroll tax

d) Unrestrained increase in noncash compensation would increase inequities between different types of industries

e) Nondiscrimination rule – benefits have to be provided on substantially equal terms to other employees.  If benefit is limited to highly paid, it is more likely that benefit is being provided so that those whyo control the biz can receive compensation in nontaxable form.  

4. Overview of fringes

a) No-additional-cost services:  §132(b)
i. No substantial cost in providing service (including foregone revenue)

ii. Service provided by employer and service provided to employee or spouse or dependent child

b) Qualified employee discounts: §132(c),(h)(1)
i. Cannot exceed gross profit % (in relevant line of business)

ii. Cannot exceed 20% of selling price of services to nonemployee customers

iii. Other conditions

(a) Must be ordinarily sold ot public in same line of biz

(b) Provided to current employees or spouses

(c) Nondscrimination

c) Working condition fringes:  §132(d)
i. Are excluded to extent that they would be deductible as ordinary and necessary biz expenses under 162 or 167 if employee had paid for them.  

d) De minimis fringes: §132(e), (h)(5)
i. If fair market value is so small (including frequency) as to make accounting for benefits impracticable.  E.g. typing of personal letter by secretary, use of copying machine, transit passes, cocktail parties or picnics, occasional supper money or taxi fare b/c of overtime work, holiday gifts.  

ii. Subsidized eating facilities are excluded as de minimis fringe if located on or near employer’s business premises, if revenue equals or exceeds operating costs, and nondiscrim

e) Qualified Transportation – §132(f)

i. Cost of commuting to work is not deductible

ii. Includes employer-provide3d vanpool, transit pass, and free parking.  Can’t exceed $100 per month and $185 per month in parking.  

f) Qualified Retirement planning – §132(m)

g) Moving Expenses – §132(g)

i. Employer reimbursed moving expenses not deductible under 217 are taxable

h) Athletic facilities – §274

i. On-premise athletic facilities excluded if operated by employer for use of employees.

ii. Not excludable if operated primarily for benefit of nonemployees

i) Qualified tuition reductions – § 117(d)
i. If tuition is for education below graduate level provided by employer or another institution

ii. Education si provided to current employee or spouse of deceased employee

iii. Nondscrim.  

5. Rules

a) Distinguishing working condition fringes from compensation

i. Need to be for the benefit of employer

ii. Need existence of substantial noncompensatory biz purpose

iii. Should be related to employee’s work and is something ordinarily useful to someone in employee’s position.  

iv. US v. Gotcher (1968)

(a) Economic gain is key to determined whether compensation or fringe

(i) Economic gain

(a) Taxpayer cannot have control over $ spent

(b) Taxable only when payment of expenses serves no legitimate corporate purpose

(ii) Gain must primarily benefit taxpayer personally

(a) If meals and lodging primarily for benefit of employer, not includable.  

(b) Some pleasure in the trip didn’t negate biz purpose

(c) Look at the biz reality of the total situation

(d) Look at primary purpose for trip – intention of payor

(b) Holding

(i) Gotcher had no control over $ spent on him – personal benefit was incidental to VW sales campaign so there was all biz purpose

(ii) Gotcher’s wife had no biz purpose – was primarily for pleasure so it is taxable

(c) IRC 274(m)(3) provides that travel expenses are deductible for spouse or dependent only if spouse is an employee of taxpayer, there is a bona fide biz purpose, and expenses otherwise would have been deductible.  

b) Valuation  Reg. 1.61-2(d) – fair market value (amount paid for arm’s length transaction – 1.61-21(b)(2)

i. What if item has less value to employee?

(a) Turner v . Comm.:  winning of ticket to South Africa didn’t provide taxpayer w. something he needed in ordinary course of life and for which they would have made expenditure in any event, but gave them luxury beyond their means.

(b) Generally is still taxed at FMV.  

c) Frequent fliers:  IRS announced 2002 that frequent flier miles won’t be included in gross income.

d) Nondiscrimination in §132(e)(2) and (j); 274(e)(4); 117(d)

e) Alternatives

i. Tax all fringe benefits as if they were part of bargain between employers and employees at FMV

ii. Disallow employer’s deduction when onerous to allocate compensation to particular employees.  

iii. Create excise tax on benefits – IRC 4977 allows employers to elect 30% excise tax on “excess fringe benefits” in lieu of taxation under 132.

f) Benefits to provided to other than an employee

i. No-additional cost services can be provided to families (parents of airline employees)

ii. Independent contractors treated as employees.  

iii. De minimis fringes can also be extended to families

g) Benefits not from employers

i. Haverly v. Comm.  

6. Meals and Lodging – §119: 
a) Employee may exclude from income “the value of any meals furnished to him by his employer for the convenience of the employer, but only if the meals are furnished on biz premise”  also includes lodging and meals to immediate families under amendment to 119.  
b) Rules

i. On biz premises

ii. For convenience of employer

iii. In-kind requirement:  Meals only, not cash reimbursement

c) History

i. Meals and lodging provided “for the convenience of the employer” excluded

ii. Benaglia v. Comm. (1937)

(a) Mgr of Hawaiian resorts occupied suite of rooms and had meals free of charge.

(b) Residence was no type of compensation and not for personal convenience, comfort, or pleasure, but solely b/c he could not otherwise perform services req’d of him

(c) Duty was continuous and required presence at moment’s notice

iii. Durant -- Durant had to live at mental hospital and was taxed on value of that.  

(a) So 119(b)(1) essentially overrules Durand by saying that state statute determining whether it should be treated as compensation does not control for federal income tax.  So it doesn’t matter.  

d) In kind requirement
i. Comm. v. Kowalski (1977):  NJ trooper case

(a) Congress didn’t intend to narrow scope of exemption for meals and lodging

(b) Cash payments not ok – can’t merely show cash payments for convenience of employer – would create too wide a scope

(c) Would have to be shown that the cash reimbursement for meals was necessary to perform duties

(d) Arguments of equity have little force in determining boundaries of exclusion and deduction

(e) No deduction allowed.  

(f) Christey v. US – troopers allowed to deduct meal costs as ordinary and nec. biz expenses under 162.

(g) Fireman allowed to exclude allowance used to buy groceries to cook on duty at firehouse.  

e) Supper money (ok for occasional – Reg. 1.132-6)

i. American Airlines v. US – Am Ex voucher used for meals were not excluded under 132(e)

f) On biz premises

i. Adams v. US (1978): company pres allowed to exclude house furnished by corp b/c it served important biz functions and was part of biz premises

ii. Lindeman v. Comm (1973):  mgr for large hotel req’d to live in house could exclude value of lodging.  House was on perimeter of property across street from hotel.  Mgr was on call 24 hrs/day.  Holding was house was on biz premises.

iii. Dole v. Comm (1965): Superintendent and office mgr of wool manufacturer told by employer to live in houses owned by comp. and located 1 mile from mill.  Req’d by jobs to live close to mill, which operated 24 hrs a day.  Holding was that it was taxable, were not on biz premises.

iv. Mabley v. Comm (1965):  Suite in hotel with lunches provided to employees became part of biz premises.

v. Moss v. Comm:  Law firm that took employees out to lunch every day at same restaurant not held to be on biz premises.

g) Convenience of employer test – only if significant noncompensatory purpose.  Lodging must be condition of employment too.  

i. Being on call after hours generally establishes convenience

ii. Policy that precludes employees from eating away from biz premises during reasonable biz hours est. it:  Ann 99-77.  

iii. 1988 amendments – all meals provided on premises are treated as conveience if more than ½ of employees given meals for convenience.  (work of Nevada Congressman and son of CEO of Circus Circus)

iv. Boyd Gaming – even if employee doesn’t accept meal, policy of forced on premises eating suffices.  

v. Is this forced consumption?  

7. Fringes in the rules and Regulations

a) §132(a)(1)-(4):

i. No additional cost services (§132(b)) – service provided by employer to employee if (1) the service is tin the ordinary course of business of the employer in which the employee is performing services and (2) the employer incurs no substantial additional cost (including foregone revenue) in providing the service.  Has a non-discrimination rule.

ii. Qualified employee discount (§132(c)) – discounts on goods up to the profit margin the employer makes on a good or up to 20% off the price ordinary consumers must pay for services.  Has a non-discrimination rule.

iii. Working condition fringe (§132(d)) – any property or services provided to an employee to the extent that the employee could deduct them under §162 or §167.

(a) E.g. U.S. v. Gotcher (5th Cir. 1968) – man could exclude the value of a 12-day trip to Germany paid for by employer (dealership) and VW to tour VW facilities before buying 25% interest in dealership.  There was an overall business purpose and Gotcher had no control over the money spent.  The value of the trip to his wife, though, was includable because she was not an employee.  (The value to the wife would also be excludable now because it’s her investment too.  BUT, only the amount actually paid by employer, not VW, would be excludable.)

iv. De minimis fringe (§132(e)) – property or services the value of which (taking into account the frequency with which similar fringes are provided by the employer to all employees) is so small that accounting would be unreasonable or administratively impracticable.

b) Employee who receives a voucher for meals for working late could probably qualify for exclusion under §132 as long as it’s only occasional.

c) Reg. §1.132-6(d)(2) – can exclude money received for meals while working late as a working condition fringe if: it’s occasional, it’s provided to enable the employee to work overtime, and the meal is consumed at the business premises during the period that the employee works overtime.

d) Reg. §1.132-6(d)(2) also says that employees who get to take a car service home when working late can exclude it if it’s occasional and provided to enable the employee to work overtime.

e) Membership at a gym is not excludable, but the value of on-premises athletic facilities is under §132(j)(4).

f) §132(a)(6) & (g) – reimbursement by an employer of an employee’s moving expenses is excluded to the extent that the employee could have deducted the expenses if paid directly (i.e. if incurred in connection with a new job in a location at least 50 miles from his old job (§217)).

g) §132(e)(2) – subsidized eating facilities operated by employer are excludible as de minimis if located on or near business premises if revenue equals or exceeds operating costs and nondiscrimination requirements are met.

h) §132(f)(1)-(3) – qualified transportation fringe – transportation in a commuter highway vehicle (seating at least 6 adults excluding driver and at least 80% used for travel to/from work) between place of employment and residence (up to $100/month), any transit pass (up to $100/month), and/or qualified parking (up to $175/month) can be excluded if provided by employer or if reimbursed by employer.  Cash reimbursements are only allowed for transit passes if vouchers are not readily available.

i) Fringe benefits have policy implications:

i. Equity – would put someone who has $15,000 in cash income versus someone who has $10,000 cash plus $5000 in tax-free airfare in different positions.

ii. Complexity – inherent difficulty in distinguishing in-kind compensation from goods and services related to an employee’s work that also provide the employee incidental economic benefits.

j) §106 – excludes employer contributions to accident and health insurance plans from employees’ gross income.

k) Frequent flier miles that come from business travel don’t count as gross income.

G. Imputed Income

1. General

a) Working for oneself – if one renders services to himself and an employment relationship is involved, could be taxable (Commissioner v. Minzer – life insurance salesman selling to himself), Dicenso (grocery owner)
b) Exception – interest income may be imputed (§483, 1274, 7872)

c) Exchange of services – lawyer and plumber xchange - both will have income, treated as though both had charged a fee.  Rev. Rul. 79-24.  
d) Largest sources – homemaker services, rental value of owner-occupied homes.  

2. Problems

a) Results in similarly situated taxpayers paying different tax.  
i. If Bill pays someone to walk his dog, the $10 extra in income will be taxed. 
b) Produces inefficiencies by causing taxpayers to make economic choices different from those that they would have made in a tax-free world.  

i. Lawyer may decide to paint his windows himself b/c after tax he would earn less than he would have to pay for someone to paint them.   

3. Why not taxed?

a) Determining what to tax, how to distinguish imputed income
i. Do you tax leisure activities?  Or only services?  

b) Valuation problems

i. How do you value services performed for oneself – at the same rate that a professional would charge?  

ii. Should it be measured by what someone could earn if they didn’t perform the service (e.g. foregone income)?

c) Administrability/recordkeeping

d) Compliance problems
H. Gifts/Bequests – §102
1. Determination

a) Motive of donor determines whether transaction is tax-free gift to the donee.  If donor had mixed motives, look to primary motive.

b) There must be showing of “detached and disinterested generosity” and the transaction must be made “out of affection, respect, admiration, charity, or like impulses.”  Duberstein (1960) 

i. Cadillac given to Duberstein b/c Dub had been helpful in finding customers for donor.  No prior arrangement for compensation and none expected.  

ii. Mere absence of legal obligation d/n’t make it a gift

iii. If payment from moral or legal duty or incentive of anticipated benefit of economic nature, not a gift

iv. Where it’s from payment for services rendered, it is irrelevant if donor receives benefit

v. Donor’s characterization of transaction is not determinative – has to be an objective inquiry

vi. No bright-line rule or test created – rejects govt’s test

vii. Holding:  Cadillac was inducement for future services, so not detached and disinterested

c) Gift can possibly arise from employment relationship – is for the trier of fact to determine donor’s primary purpose.  Stanton (1961)

2. General maxims (from Duberstein)

a) Not gift if from employer

b) Inconsistent with being a deductible biz expense

c) Corporation can’t make gift of its assets (dividends)

d) Involves personal elements – no one element is determinative

e) Look to totality of facts and close relationship of trans to human experience

3. IRC 102
a) No longer applies to employer gifts §102(c):  Exclusion has to be as de minimis fringe under 132 and 274(b) provided general max deduction of $25 for biz gifts excludable under 102.

b) Tips are taxable:  Reg. 1.61-2(a),

i. Tokes received by craps dealers are compensation (Olk)

c) Political contributions are not table to candidate to extent used for campaign, but any personal use is taxable.  (Stratton)

4. Policy reasons for exclusion

a) Ways to treat a gift

i. Deduct from income of donor and include in income of donee

ii. Include in income of both

iii. Include in income of donor by not donee

I. Gains

1. §61(a)(3) – gross income includes gains from dealing in property.

2. §1001 – technically the section under which one measures gains – determine the amount of gain on a transaction by looking at the amount realized (what you get for the property) over your adjusted basis (in the simplest case, that’s what you paid for the property).

3. §83(a) – taxpayer must include in gross income the excess of the FMV of property given in connection with the performance of services over the amount (if any) paid for the property in the first taxable year in which the rights of the person having the beneficial interest in the property are transferable or are not subject to substantial risk of forfeiture.

4. §83(b) – taxpayer can elect to pay taxes on the difference between the FMV at the time of transfer and the amount (if any) paid for the property in the taxable year in which the property is transferred.

5. §83(c) – special rules:

a) Substantial risk of forfeiture = person’s rights to full enjoyment of the property are conditioned upon the future performance of substantial services by any individual.

b) The rights of a person in property are transferable only if the rights of any transferee are not subject to substantial risk of forfeiture.

c) If the transfer of property could be subject to suit under §16(b) of the Securities Exchange Act, there’s substantial risk of forfeiture.

6. The tax that applies to the amount determined under §83 is tax on income, not capital gains.  It counts as compensation because it comes from employer.

7. The taxpayer’s basis in the property is the amount she paid in taxes for the property plus her original basis in the property (i.e. the FMV at the time at which the taxpayer pays taxes on the property.

8. Commissioner v. LoBue (S.C. 1956) – exercise of stock options is a realization event – counts as income the difference between FMV at the time of exercise and what taxpayer paid for the options.  It’s includable as compensation for services.

9. See professor housing example – pp. 17-18 of notes.

III. Realization and Cost Recovery – when is it taxable?

A. Overview
1. Definition

a) Income is net gain:  Eisner v. Macomber – Stock split is not income, since there is no change in the value of the stock (it is just diluted).

i. Definition of income (from Stratton v. Howbert):  Income may be defined as the gain derived from capital, from labor, or from both combined,” provided it be understood to include profit gained through a sale or conversion of capital assets, to which it was applied in the Doyle Case. 

ii. You right in the corporation has not changed – everyone else got the stock split.  All you got was more paper, but your voting share hasn’t changed. Distribution in shares did not increase the value whatsoever.  So it can’t be income.  

b) Gross income = sales – cost of goods

c) Gross receipts = total sales

d) Gain = excess of amount realized after sales over taxpayer’s basis

e) Generally taxes only on realized gains – there is a “realization requirement.  

2. Types of accounting for costs

a) Immediately – expenditures for cost of production are treated as immediately deductible expenses; costs are “expensed.”

b) Capitalized expenses – purchase price taken into account only when asset sold or exchanged (e.g. stock)

c) Depreciation – deductions for asset’s cost taken periodically

3. Why require realization at all?

a) Buy stock at $100, one year later it’s worth $150.  

b) Advantages

c) You’re not taxed on that income...It would create no incentive for long-term holdings – would encourage you to get out as soon as you realized a gain.  

d) By deferring paying tax, it’s like an interest free loan  - good benefit to defer until later point in time.  

e) If you defer for your entire lifetime, then your basis steps up at death and you avoid paying tax at all on the gain.  

f) About ½ of capital gains completely avoid the system.  

4. Reasons not to tax it

a) Administrability

b) No problems with listed securities

c) Big problems with unlisted securities, e.g. real estate

d) Small business or closely held corporation – very difficult and expensive:  Would create disincentive to go to public market if this were exempt and other corporations were not.  

e) Liquidity

f) Would have to take out loans to cover cost of taxes
5. Determination of basis

a) Definition – IRC 1012

i. Basis of property is cost, even if taxpayer underpaid or overpaid for property.

b) Rules

i. Where bargain purchase substitutes for salary, amount of price reduction included as income.  So the cost basis then is recharacterized as the purchase price cost + amount included as income.

ii. Exchange – exchange will usually be realization event and any gain or loss will be recognized.  The exception is a like-in-kind exchange of property.  

iii. Basis of property acquired by gift – IRC 1015

(a) Basis is carryover or transferred basis – you preserve the original basis in the property so tax is triggered upon disposition.  IRC 7701(a)(42)
(b) Basis for loss is donor’s basis or FMV, whichever is lower

iv. Basis of property acquired from decedent:  IRC 1014
(a) New basis is FMV of property at decedent’s death.  The basis “steps up” without the devisee having to pay any tax on the gain.  

v. Basis of property where property received in exchange for services

(a) FMV of property received

c) Allocation of basis

i. When pieces of a property sold, basis must be allocated between the recipients.  Reg. 1.61-6(a)

ii. Gain or loss must be determined on each component at time of sale and cannot be deferred until entire property sold (Golden).
iii. If it is impossible to allocate basis in a reasonable way, the consideration received on the sale may be credited against the basis for the entire property.  This happens with easements that affect the entire property.  If your basis was $100K and you sold an easement for $25K, your basis would become $75K to take into account the money received on the sale of the easement.

d) Under §167(2), no portion of the basis of property acquired subject to a favorable lease may be allocated to the lease.  Purchase of the lease only, without acquiring ownership of the property, does give the purchaser a basis in the lease equal to the amount paid.

B. Examples of Unrealized or realized gain

1. Hort v. Commissioner (S.C. 1941) – Hort acquired land subject to a lease.  One year later, the leaseholder decided to cancel the lease.  They agreed that they could cancel the lease for $140K, $21K less than they would have had to pay.  Hort wanted to deduct the $21K as a loss.  S.C. said he had to include $140K as a gain.  Counts the lease as income, rather than as capital – not included in the basis.

a) The $161K was not realized – those expectations of gain had never been taxed.  So taking a loss based upon that is an odd argument to make.  

b) Hort could have argued that the FMV of the property that he required as the transferred basis was based on the premium value of the lease so it was capitalized.

2. Hypo: Suppose you purchased 10 year lease from owner of Blackacre for $100

i. Should you get a basis for the lease of $100?

(a) Could be treated as an investment – like stock

(b) Or you could treat the lease as a tree and whatever you got from it as the rent

(c) If you allocate basis temporarily, then it would decrease ordinary income, but the value of the remainder interest would increase – would offset each other

ii. What if you found a bunch of doubloons?

(a) You don’t want to have any income on them until you sell them...

(b) Stock is income b/c it could be treated as compensation for services, even though there’s no liquidity.  Stock is accession to wealth, could sell it.

(c) What about the Spanish doubloon?  You could sell it on eBay – they have the ability to pay.  

3. Suppose you go up to Maine and buy an antique for $100.  But then you go on Antiques Roadshow and find out that it’s worth $10K.

a) You could classify this as unrealized appreciation.  

b) Could tax the painting based on fair market value – if you make a great deal, you’ll be taxed on the benefit of that deal.  

c) Administrative requirement – what is the real market value?  Isn’t it the sale price?  There are good deals – as long as it is a market transaction, we will give you benefit of that bargain.  The same thing with bad bargains – no tax benefit from loss.  

4. Market Transactions v. Transactions based on relationship (under FMV) – determining whether something is a bargain purchase or not

a) If seller is corporation and buyer is a sole shareholder in the corporation, then what are the consequences – would the corporation have sold the painting on eBay for $100?  

i. No – selling to shareholder b/c of their relationship – a benefit.  You could see this as a dividend – it would be hard to convince someone that it is a market transaction.

b) What about an employer selling to an employee painting for $100?

i. Looks like compensation – Section 83 kicks in.  

ii. Parent sells to child..

iii. Gift

5. Consequences of transaction falling under Section 83

a) Immediate tax due on the difference between FMV and value – this is your basis

b) Suppose you then get sick of the painting and sell it for $11,000.  

c) $11000 - $10,000 = $1000.  

d) $11000 - $100 = $10,900

e) You want to defer payment of tax

6. What happened if you found US currency inside a chair - $4500, after you bought it.

a) Income or not?

b) Income....like finding doubloons – not a bargain purchase.  

c) This is not a rational decision, not like Macy’s putting shirts on sale.  

d) But what is the difference between this and the painting?  

e) You’re not really buying the money...whereas you are buying the painting – that’s the actual object itself.

7. Bought a piano for $2000 and it turns out to be a classic Steinway...but what you bought was that piano – allow you the benefit or burden of that piano.  

8. What about if you bought a piano and inside was a diamond brooch?

a) If you find something separate and apart from what you bought it is different – you won’t have title as against the real owner.   So this same difference is reflected in the tax law. 
C. Realization Requirement

1. Reg. §1.61-14(a) – “Treasure trove, to the extent of its value in U.S. currency, constitutes gross income for the taxable year in which it is reduced to undisputed possession.”

2. Cesarini (1969) – Cesarini purchased a used piano for $15; seven years later they found $4,467 in cash in the piano.  The $4,467 counts as income under §61 because it’s a change in wealth over which Cesarini has complete dominion and treasure trove regulation.

a) If Cesarini had instead found tulip bulbs in her backyard, she wouldn’t have income from them – that’d be a bargain purchase – part of the purchase price of her house.

b) If she found gold nuggets, whether it’s includable in income depends on whether they were natural or not.  If they’re the kind of gold she can take to the market and sell, they’d be income, but if they’re unfinished, etc., they’d be party of the bargain purchase.

3. Eisner v. Macomber (1920) – Corporation distributed a stock dividend.  
a) Court said that income is not a gain accruing to a capital or growth in value of the property, but rather it is a gain or a profit proceeding from the property, severed from the capital.  Stock dividends increase only the number of shares, not the proportionate ownership and therefore don’t affect value.  
b) Stock dividends ≠ realization event.

4. §305 – a simple pro rata stock dividend, in which the stockholder receives shares identical to those producing the dividend and has no option to choose cash, produces no income.

5. Haverly (1975) – Haverly received unsolicited copies of textbooks because of his position as principal.  
a) He donated the books and took a charitable deduction in the amount of the FMV.  The court says the value of the textbooks counts as income.  
b) His exercise of complete dominion over them is evident by his donation to charity. 
c) Not requiring him to include FMV of books in income would allow him to take a deduction for something he never counted as income – not fair.

6. Cottage Savings (1991) – Savings and Loan Ass’ns exchanged mortgages that they were holding, which were similar but not exactly the same, b/c interest rates had dropped and the mortgages were worth less than previously.  
a) Cottage claimed a deduction for the difference between the face value of the interests it traded and the FMV of the interests it received.  Court said this was a realization event – loss deduction okay. 
b)  Standard – properties are “different” in the sense that is material to the Internal Revenue Code so long as their respective possessors enjoy legal entitlements that are different in kind or extent.

c) Doesn’t take much for the court to find a material difference.
D. Annuities – §72
1. When a person transfers money or other property and receives from the transferee a promise to pay certain sums at intervals, the amount so paid is likely to be an annuity, especially if it’s measured by a period of life or lives.

2. For tax purposes, the annuitant has income to the extent he receives more than he paid for the annuity.  The investment in the annuity is, in effect, his basis, which is recovered as annuity payments are received.

3. There are three methods that could be used to determine the tax consequences of annuity payments:

a) A portion of each annuity payment could be treated as a recovery of investment and a portion could be treated as a taxable return.  This is the approach under §72.  §72(b) says that the amount of the annuity payment excluded from income is determined by the “exclusion ratio,” where the numerator is the investment in the contract and the denominator is the expected return.

b) There might be no tax on the receipts until the aggregate of receipts equals the amount paid, after which everything would be taxable.  Under this method, basis is recovered first.  This is really beneficial to the investor.  This was the method used before §72.

c) The third method is basically treating the annuity like a bank account earning a particular interest rate.  The taxpayer is taxed on the interest that she earns each year.

4. When the annuity is payable each year of a person’s life, §72(c)(3) says that the aggregate amount to be received, for determining the annual inclusion in income, is based on the life expectancy of the person or persons whose lives measure the period of the annuity.

5. When the annuitant outlives the life expectancy, he is said to have a mortality gain on which he is taxed under §72(b)(2).

6. When the annuitant dies prior to life expectancy, he has mortality losses and is able to deduct his unrecovered investment on his last income tax return under §72(b)(3).
IV. Borrowing Transactions
A. Discharge of Indebtedness - §108, §61
1. A borrower does not realize income upon receipt of a loan, regardless of how the loan proceeds are used.  
2. The lender counts repayment of a loan as recovery of capital.

3. §61(a)(12) – gross income includes income from discharge of indebtedness.

4. If his debt paid by another, under Old Colony he would have income or it might be gift.  

5. Exceptions to the discharge of indebtedness = income rule:

a) §108(a)(1)(A) and (B) – if the discharge of indebtedness occurs when the taxpayer is in Title 11 or insolvent (when liabilities exceed assets), the income from the discharge is excludable. This is true unless the discharge puts the TP in a place in which he has a positive value. But must reduce tax benefits through adjusting basis in property by amount of debt cancellation.  
b) §108(e)(2) – excludes from income the discharge of a debt if its payment would have given rise to a deduction.

c) §108(e)(5) – to be considered a purchase price adjustment, a debt reduction must meet the following conditions: (1) the debt must be that of a purchaser of property to the seller which arose out of the purchase of such property; (2) the taxpayer must be solvent and not in bankruptcy when the debt reduction occurs; and (3) except for §108(e)(5), the debt reduction would otherwise have resulted in discharge of indebtedness income.

d) §108(e)(6) – if a shareholder forgives a debt owed him by a corporation, the tax code treats it as if the corporation had satisfied the debt with an amount of money equal to the shareholder’s basis in the debt.

e) In a commercial setting, a discharge of indebtedness is not a gift, but in a noncommercial setting (such as between family members), a discharge may be treated as a gift excludable under §102.

f) §108(a)(1)(D) permits individual taxpayers to elect to exclude from gross income the discharge of real property business indebtedness in exchange for reducing the basis of the property. The mortgage must be either acquisition indebtedness or have been incurred or assumed before 1993.

g) §108(f) provides that gross income does not include any amount from the forgiveness of certain student loans, provided the forgiveness is contingent on the student’s working for a certain period of time in certain professions for any broad class of employers.  Gross income also doesn’t include forgiveness of student loans made by tax-exempt charities where a condition of the loan is that the student must fulfill a public service requirement.
h) 165(d) limits offsetting gambling winnings with losses to the year in which both incurred.  
6. Kirby Lumber (1931) – 61(a)(12) codifies it – gross income includes discharge from indebtedness

a) Balance sheet analogy – net worth of taxpayer is increased by cancellation of indebtedness – liability is erased w/o decreasing assets.  But what about if taxpayer is insolvent before and after transaction?

b) Immediate inclusion in income of loan process wasn’t required b/c loan would be repaid.  But if it isn’t repaid, then failure to repay is taxable event.  Characterization of original trans as loan is key to this theory.  
7. Zarin (1989) – compulsive gambler racks up $3.435M in gambling debt (gambling on credit);  Settlement with casino for amount less than debt constitute income.  
a) T.C. said the difference between the two is the discharge of indebtedness on which Z must pay taxes.  Doesn’t fit under §165(d) (which allows deduction for gambling losses to the extent of gambling gains) b/c they were in different years
b) Income from Discharge of Indebtedness

i. Debt instruments not enforceable under NJ law, but there is still an increase in wealth – he received something of value in exchange for indebtedness.  

ii. Only his promise to repay prevented taxation of value received at the time, and when in subsequent year obligation was forgiven, section 61(a)(12) should apply.  

iii. Timing of recognition was set when debt was compromised – enforceability of debt did not aaffect timing or amount and is not determinative for federal income tax purposes.  

c) Deductibility

i. The losses were not deductible b/c they occurred in different taxable year from gain from discharge.  

d) Purchase price adjustment theory under 108(e)(5) doesn’t work

i. Line of credit isn’t type of property envisioned in statute – only value in chips is potential earning power and it isn’t tangible property.  

ii. Did not occur as part of the normal commercial debtor-creditor relationship – gambler received nothing of value from casinos.  

e) The 3rd Circuit overruled the T.C.’s decision here and said that Z didn’t have income because the loan was unenforceable under NJ law so can’t have discharge of indebtedness without a valid loan.  

i. Also held that chips were not property to which a debt related.

ii. Applied contested liability doctrine, which if a taxpayer disputes the amount of a debt, the subsequent settlement is treated as the actual amount of indebtedness.  

f) Other potential arguments

i. No taxation on full value of income b/c of offsetting negative utility of gambling addiction

ii. Could be treated as a bargain purchase that isn’t taxable

iii. His failure to pay for chips was recovery of prior nondeductible gambling lossess and other tax benefit rule, recovery is exempt.  

B. Original Issue Discount - §1272, 1273, 1274 - 1278
1. Original issue discount exists when the original issue price of a debt instrument (e.g., bond, note, etc.) is less than the amount to be paid at maturity.

a) The difference between the amount borrowed and the redemption price is the OID.

b) Doesn’t apply to tax-free obligations, US savings bonds, or short-term obligations (< 1 yr)

2. Why Identify an economic interest component to a transaction?

a) Provides theoretically consistent method for computing cash flows at different times

b) Interest income is taxed as ordinary income so have to distinguish between appreciation of assets over time and capital gain

c) Interest is deductible, repayment of principal isn’t

d) Interest and expenses must be allocated to proper TP to determine correct rate

3. Where is OID relevant?

a) OID

b) Market Discount

c) Deferred payment sales

d) Interest-free or below market loans

4. The borrower can deduct whatever the lender must include under §163(e).

a) This makes everyone an accrual method taxpayer when they have OID.

b) If a debt instrument is issued in exchange for property, the OID rules apply whenever there is unstated interest.

5. OID Rules - §1272, 1273

a) The difference between the amount received by the borrower (the “issue price”) and the amount to be repaid (the “stated redemption price at maturity”) is compensation to the lender for the use of the money and is functionally equivalent to interest.

b) If a debt obligation is subject to the OID rules of §1272, imputed interest is required to be included in income and may be deducted annually on an economic accrual basis, regardless of whether it was paid.

c) The OID for each accrual period is determined by multiplying the adjusted issue price at the beginning of the period by the yield to maturity (§1272(a)(3)).  The OID that is reported for each accrual period is added to the adjusted issue price of the bond (and to the holder’s adjusted basis).

d) §1273(a)(3)(A) – increase in adjusted issue price for any accrual period is equal to the product of (i) the adjusted issue price of the debt instrument at the beginning of such accrual period, and (ii) the yield to maturity (determined on the basis of compounding at the close of each accrual period and properly adjusted for the length of the accrual period).

i. Yield to maturity = rate of return

e) If the original issue price is the same as the stated redemption price at maturity, there is negative OID because the present value of $X payable in 5 years is less than the value of $X today (e.g., corporation that gives stockholder a $1,000,000 interest-free loan for five years).

f) Generally, the accrual period is six months (§1272(a)(5)).

6. Deferred Payment Sales - §1274
a) OID Rules apply to impute interest to deferred payment sales – if debt instrument issued in exchange for property, OID rules apply whenever unstated interest.  Interest is imputed only if there is not adequate stated interest.  Issue price becomes present value of all payments.  
b) Serves to recharacterize sale price of asset

c) Do not apply to sales of principal residences, debt instrumenet traded or issued for publicly traded property, sale of patent where prices is contingent on use, or sale of farm.  These transactions are covered by §483 – changes only character and not timing of imputed interest.  Amounts allocated under economic accrual computation reported as interest by cash basis TPs only when they pay – 6% discount also applied to sales between relatives. 
7. Market Discount - §1276, 1277, 1278

a) Mrk discount occurs when value of debt obligation declines after issue b/c mrkt rates increase. 
b) §1278(a)(2) says that market discount bond is one that has redemption price higher than holder’s basis at time of acquisition.   
c) §1276 treats market discount as ordinary interest income on compound basis, but doesn’t require cash basis holders to report interest until bond disposed of.  
d) On retirement or sale of bond, accrued market discount is reported as ordinary income.    Interest accrues on ratable, rather than constant interest basis.

8. Below Market Loans - §7872
a) §7872 applies to below market loans that are characterized as gift loans, compensation-related loans, corporate shareholder loans, and tax avoidance loans.  Doesn’t apply to loans in cnx with sale of property.  
b) 7872 generally precludes use of interest-free or low-interest loans between employers and employees to avoid employment taxes or limitations on interest deductions, between family members to shift income from high-rate TPs to low-rate TPS, and between corps and SHs.  

c) Example between employers and employees

i. Interest income foregone treated as taxable compensation to employee and deductible compensation to employer.

ii. Employee is deemed to have transferred interest to employer

iii. Interest will be deductible to employee only if deductible under §163

iv. Employer reports interest as income

d) A below market demand loan (any gift loan payable on demand) is one in which the interest payable on the loan is less than the applicable federal rate.  §7872(f).

e) §7872(b)(1) – the borrower shall be treated as having received on the date the loan was made cash in the amount equal to the amount loaned minus the present value of all payments which are required to be made under the terms of the loan.

f) §7872(b)(2) – any below-market loan to which paragraph (1) applies shall be treated as having OID in an amount equal to the excess described in paragraph (1).  
g) Term loan is below-market loan if amount loaned exceeds present value of all payments made under the loan.  Any compensation (E-E or C-SH) is deemed to have transferred in issue yr.

V. Is it Deductible as O&N Biz expense?  
A. Business Expenses – §162
1. Why deductible?  Necessary to measure income accurately...

2. Lincoln Savings (1971) – creation of a separate and distinct asset well may be a sufficient but not necessary condition as capital expenditure.   Established 5 part test for biz expenses (1)during taxable yr (2) for carrying on trade or biz (3) expense (4) necessary expense (5) ordinary expense
3. Three steps to determining how much an employee with a business expense may deduct:

a) The employee must determine whether the expenses are ordinary and necessary in carrying on a trade or business.

b) Expenses that are allowable under §162 must be further characterized as “above the line” expenses (deductible from gross income in determining adjusted gross income) or alternatively as itemized deductions on whether the employer reimburses the deduction – if the employer does, they’re above the line.

c) Certain itemized deductions are subject to limitation and may not be deductible in full.
4. How is it calculated for individuals?  

a) Subtract deductions allowed to calculate AGI under Section 62

b) Reduce AGI to taxable income by subtracting itemized deductions where they exceed the standard deduction 63(c).

c) Miscellaneous deductions only allowable if they exceed 2% of AGI as specified in 67(a)

d) 68(a) disallows deductions for certain high bracket taxpayers.  Deductions exceeding a certain amount are not allowable at all 68(a).  In 2001, once AGI exceeds $132,950, itemized deductions, other than medical expenses, investment interest, gambling, and casualty losses, are reduced by 3% of the excess AGI.
5. Itemized deductions are allowed only to the extent they exceed the standard deduction (specified in §63(c)).

6. Courts often say:  “An income tax deduction is a matter of legislative grace and the burden of clearly showing the right to the claimed deduction in on the taxpayer.”

7. §162 allows a deduction for “all ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business, including 
a) (1) a reasonable allowance for salaries or other compensation for personal services actually rendered;
b) (2) traveling expenses while away from home in the pursuit of a trade or business; and 
c) (3) rentals or other payments required to be made…”

8. §212 allows individuals to deduct “ordinary and necessary” expenses stemming from income-producing activities that do not qualify as a trade or business.

a) This applies only to individuals and is generally only a deduction from AGI to obtain taxable income so the taxpayer must have itemized deductions that exceed the standard deduction in order to take advantage of §212.  And, they’re miscellaneous itemized deductions so they’re allowable only to the extent they exceed 2% of AGI.
b) Is response to Higgins, where SC held that investor couldn’t treat mgmt of his own investments as trade or business and couldn’t deduct expenses.  So 212 allows this...
9. Definitions:

a) Ordinary – common or frequent occurrence in the type of business involved; ordinary in the global sense.

b) Necessary – “appropriate and helpful” for the trade or business.

10. Specific exceptions to ordinary and necessary

a) §162(c) – illegal bribes, kickbacks, and certain other payments contrary to public policy are not deductible.

b) Illegal industries (other than the drug industry) are allowed deductions for ordinary and necessary business expenses, unless there’s a specific statutory provision addressing it.

c) §162(m) denies a deduction for compensation in excess of $1M paid to the CEO or the four most highly compensated employees of a publicly held corporation, unless the compensation is performance-based.  (There’s an elaborate definition of performance-based in the code.

11. Advertising could be considered a capital expenditure but the IRS assumes it’s for current sales so it’s deductible.

12. Limitations on §162:

a) Only ordinary and necessary expenses are deductible – implies that there is a class of biz expenses which are nondeductible.  

b) Personal expenses are not deductible.  Tension with expenses that are both profit-seeking and personal.

c) Capital expenditures are not deductible because they’re income not only in this year, but also in future years.

13. Welch v. Helvering (1933) – Welch’s company was bankrupt so Welch paid down the debts of the company as much as he could to reestablish his relationships with customers and improve his credit.  The S.C. said these payments were not eligible for deduction.  
a) Ordinary doesn’t always mean routine or regular, but can only be ordinary in that it is required for the particular circumstance. People don’t ordinarily pay others’ debts voluntarily.
b) Look  to conduct and norms in biz world and particular industry to determine ordinary.  

c) The court said they’re not ordinary expenses in the trade and that, even if they were, they’d be nondeductible because they’d be capital expenditures because credit and good name last indefinitely.

d) Welch has not led to a general rule that forbids taxpayers from deducting all reimbursements of another’s losses.  Where such payments are made to protect the payor’s own business, they are frequently deductible.  If repayment is for moral obligation, not deductible.  
14. Du Pont – ordinary can be even if it happens only once in a person’s life, but must be common to type of biz involved.  Necessary doesn’t mean essential; it means appropriate and helpful for development of taxpayer’s biz.  
15. Welch ruling on capital expenses not being ordinary is codified in §263 – prohibits deductions under §162 for capital expenditures. 
16. Denial of deduction can be seen as a tax penalty 
B. Who pays?

1. If employer pays for employee’s business expenses, it comes under working condition fringes in §132(d) and doesn’t count as income to the employee.

2. If employer reimburses employee for business expenses, employee has income equal to the reimbursement, but is entitled to a deduction of the same amount (assuming O&N) so there are no tax consequences and they don’t have to report it as long as reimbursements don’t exceed expenses.  (§1.162-17(b)(1)-(2))  They would be above the line deductions under §62(a)(2)(A), but for meals see §274(m) – treated as though employer paid in the first place.  Employee who fails to seek reimbursement may be denied deduction.  
3. If employee pays, they would be below the line (itemized) deductions (as long as the employee is not self-employed).  This is subject to the 2% floor in §67 (only if they exceed 2% of AGI) and the 3% haircut (reduction) in §68 (for high bracket taxpayers).  There is an exception for performing artists, who can deduct above the line.  2% limit also applies to deductions under 212, which means that tax bill can be higher than net income.  
4. §62(a)(1) says that a self-employed independent contractor can deduct all business expenses above the line.

C. Legal Fees

1. Gilliam (1986) – Gilliam was an art teacher who was flying to Memphis to give a lecture.  He freaked out while on the plane and caused a lot of damages; was acquitted by reason of insanity but had substantial legal fees that he wanted to deduct as business expenses.  Court says that he can’t deduct his legal fees because these expenses are not ordinary in the course of his business, despite the fact that he was on a business trip

2. Gilmore – in this case, the S.C. developed an “origin of the claim” test to distinguish deductible from nondeductible litigation expense.  So, in this case, the spouses divorce claim, which caused the litigation expenses, originated in the marital relationship, so the costs of opposing it were personal and non-deductible.
3. 3 Circuit Courts agree that attorney’s fees are not gross income.  This is important since taxpayer-Ps could end up owing more taxes than $ that they have left over after attorney’s fees b/c of 67 2% and 68 3% reduction.  

a) Since attorney had lien on portion of contingency fee, P never had right to entire recovery.

b) But most circuits agree that it is income and only Congress can change unfairness.  
D. Executive Compensation

1. McCandless automatic dividend rule – if corporation hasn’t paid dividends since foundation, then payments necessarily contained disguised dividends b/c corp had been profitable.  
2. Exacto Spring (1999) – CEO and principal stockholders of Exacto Spring were paid six-figure salaries; T.C. thought they were excessive and imposed a seven-factor test: (1) type and extent of services rendered; (2) scarcity of qualified employees; (3) qualifications/prior earning capacity; (4) contributions to business venture; (5) net earnings of employer; (6) prevailing compensation for people with comparable jobs; and (7) peculiar characteristics.  The C of A applies the “independent investor” test:  “When, notwithstanding the CEO’s ‘exorbitant’ salary (as it might appear to a judge or other modestly paid official), the investors in his company are obtaining a far higher return than they had any reason to expect, his salary is presumptively reasonable.”

a) Reasons why 7th Circuit rejected TC test

i. Nondirective – it doesn’t specify what weight is to be given to each factor

ii. Factors don’t bear relation to primary purpose of 162 – to prevent dividends and gifts from being assigned as salaries

iii. TC shouldn’t be superpersonnel dep’t for closely held corps – not equipped to judge salaries

iv. Invites arbitrariness

v. Creates too much risk for corps 

b) Indirect Market Test

i. Look at analogy to owner of assets (SHs) paying someone to manage them to increase their value

ii. Look at rate of return to determine reasonableness of salary – the higher the rate of return, the greater his salary.  
c) Corporate governance mechanisms, independent directors, and shareholder rights, along with the stock market itself, presumably are thought to guard against the payment of unreasonable amounts to executives.

d) A failure to pay dividends is an important, although not conclusive factor.
3. Public corporations are rarely challenged b/c it is thought that the Board, SHs, stock market, and corporate governance rules will check payment of dividends cloaked as salaries
E. Mixed Motive Expenses – Personal v. Business
1. Marvin Chirelstein – the notion of a sharp division between pleasure-seeking and profit-seeking is alien to human psychology.  

a) Produces inequities – taxpayers with similar incomes have different abilities to obtain deductions depending on occupations and tax bracket.  

b) Congress has disallowed certain mixed motive expenses – 280A and 280F.  

2. In the absence of statutory rules, the IRS and the courts have applied various tests for deductibility:

a) For some expenses, the courts allow the deduction whenever the expense is appropriate and helpful to the taxpayer’s business or income-producing activity.

b) For other expenses, courts disallow the deduction unless the taxpayer’s “primary purpose” in incurring the expense was profit-seeking (or, in some cases, unless the expense would not have been made but for a business or investment motive).  If position is “a definite work assignment” and was not undertaken for “tax dodge” (e.g. politician’s aide T&E).  
c) The courts occasionally require that the taxpayer’s expenditures be reasonable even if they were clearly incurred for profit-oriented rather than personal reasons.

d) Expenses are sometimes allocated between business and personal use, with deduction permitted only for the amount allocated to business use.

e) Some types of expenses have been regarded by the courts as “inherently personal” and nondeductible even if shown to enhance profit-making activity.

3. Clothing for work

a) The general rule for deductibility of clothing expenses is that the cost of clothing is deductible as a business expense only if:  
i. (1) the clothing is of a type specifically required as a condition of employment; 
ii. (2) it is not adaptable to general usage as ordinary clothing; and
iii. (3) it is not so worn.  
b) The issue of adaptability should be judged objectively, in light of what is generally accepted for ordinary street wear.   Subjective test would result in inequity for similarly situated TPs.  
c) Pevsner (1980) (YSL boutique; clothes not deductible).

4. Dues to organizations are deductible if they’re related to the trade or business – Reg. §1.162-6 and §1.162-15(c).

5. Religious guidance – denied on basis that expenditures were “inherently personal” in nature.  

6. Childcare – decision to have child is “inherently personal”  
a) Childcare is not deductible under §162 – it’s a personal decision to have children so shouldn’t be allowed to deduct the expenses associated with them – Henry C. Smith.

b) §21 currently allows a credit for childcare, with limitations:

i. §21(a)(1) – If an individual maintains a household which includes one or more qualifying individuals (child under 13 – (b)(1) and others), there shall be a credit in an amount equal to the applicable percentage of the employment related expenses.

ii. §21(a)(2) – applicable percentage defined:  30% - starting percentage (if AGI = $10,000) goes down one percentage point per $2000 until it hits 20%.

iii. §21(b)(2)(A) – employment related expenses – means amount paid for the following, but only if such expenses are incurred to enable the taxpayer to be gainfully employed for any period for which there are one or more qualifying individuals: (i) expenses for household services; (ii) expenses for the care of a qualifying individual.

iv. §21(c) – limits amount of employment related expenses: (1) $2400 if there’s 1 qualifying individual; (2) $4800 if there are two or more qualifying individuals.

c) §129(a)(1) - Gross income of employee does not include amounts paid or incurred by the employer for dependent care assistance provided to such employee if the assistance is furnished pursuant to a program described in subsection d.  (Limited to $5000.)

d) The §129 benefit is available only to salaried employees whose employers have dependent care programs.  If your employer doesn’t have one of these, you’re back in §21.

e) The maximum amount of dependent care credit is reduced by the amounts excluded under §129.
7. Costs of being an employee are not deductible (commuting, purchasing work clothes, eating in a restaurant) – inherently personal.  
F. Travel Expenses

1. Travel expenses (including amounts expended for meals and lodging other than amounts which are lavish or extravagant under the circumstances)  are deductible

a) Reasonable and necessary

b) while away from home 
c) in the pursuit of a trade/business are deductible under §162(a)(2) if they are O&N in carrying on any trade or business.

2. An employee’s unreimbursed travel expenses are deductible as a miscellaneous itemized deduction and are subject to the 2% AGI floor of §67.  Travel expenses reimbursed by the employer (as well as those incurred by self-employed individuals), however, are deductible from gross income under §62(a)(2)(A) and are not subject to the 2% floor.

3. Commuting

a) Commuting expenses are not deductible under §162 because where you live is a personal decision and that’s the reason for your commute and its associated costs so §262 says it’s personal.

b) The tax system assumes you commute from home to work everyday.  If you have to go somewhere else while you’re at work, travel expenses are deductible

c) McCabe (2nd Cir. 1982) – McCabe was an NYC policeman who was required to carry his gun with him at all times while in the city, but he lived outside the city.  The most direct route to work was through NJ, but NJ doesn’t allow people to carry weapons without permits so he couldn’t take public transportation and had to drive the long way.  Wanted to deduct the dif. between cost of public transportation and his commuting costs.  Court said no because “where one chooses to live is generally a matter of personal convenience.”

d) Pollei (10th Cir.) – police officers who began active patrol when they left home were engaged in their jobs while driving to and from the stationhouse and therefore the commuting expenses allocable to that time were deductible.

4. Away From Home Requirement

a) Home is defined as a person’s primary place of business.

b) To qualify as being “away from home” for the purposes of the tax code, the trip must be such that the taxpayer requires “sleep or rest” no matter how far she travels – i.e., must spend the night – and it must be a temporary placement.

c) Temporary = planning to return and away less than one year.

d) Hantzis (1981) – HLS student worked in NY for a summer; husband lived in Boston.  She had a small apt in NY and had meal expenses – tried to deduct them.  Court said no b/c the expense of maintaining dual residences was for personal reasons – b/c she was married.  No professional reason for her trips back to Boston – NY could be considered her home.  May be temporary, but still req’s biz purpose.  
5. Transportation Expenses

a) A taxpayer may deduct daily transportation expenses incurred in going between the taxpayer’s residence and a temporary work location outside the metropolitan area where the taxpayer lives and normally works.

b) If a taxpayer has one or more regular work locations away from the taxpayer’s residence, the taxpayer may deduct daily transportation expenses incurred in going between the taxpayer’s residence and a temporary work location in the same trade/business, regardless of the distance.

c) If a taxpayer’s residence is the taxpayer’s principal place of business within the meaning of §280A(c)(1)(A), the TP may deduct daily transportation expenses incurred in going between the residence and another work location in the same trade or business, regardless of whether the other work location is regular or temporary and regardless of the distance.

d) A temporary place of business is a location at which taxpayer performs services on an irregular or short-term basis.

G. Entertainment and Business Meals (including while on business trips)

1. §274(n)(1) limits the deduction for food/beverages and for entertainment to 50% of the amount that would have been deductible but for this section.

2. §274(n)(2) says that (n)(1) does not apply if the expense counts as a de minimis fringe under §132(e) (as well as various other exceptions in §274(e)).

3. Deductibility of Meals with Clients:

a) If the lawyer pays for both her meal and the client’s meal, the cost of the client’s meal is deductible under §274(a) if it is “directly related” or “associated with the active conduct of a trade or business.”

b) A business meal is directly related to the active conduct of the TP’s trade/business if (1) the taxpayer has more than a general expectation of deriving income or a specific business benefit; (2) the taxpayer engaged in business discussions during or directly before or after the meal or entertainment; and (3) the principal reason for the expense was the active conduct of the TP’s T/B.

c) At the client lunch, the taxpayer cannot obtain a deduction for the portion of his meal that does not exceed the amount he would normally spend on himself.

4. Who pays?  

a) The 50% limitation also applies to meals while away from home overnight on business.

b) If a taxpayer is reimbursed for the cost of business meals or entertainment (and makes an adequate accounting), the 50% limitation applies to the one who makes the reimbursement, not the taxpayer.

c) If the employee is not reimbursed by the employer, the expenses for meals and entertainment are subject to not only the 50% limitation, but also the 2% floor of §67.

5. Moss (1983) – partners at firm went to restaurant everyday for business lunches; TP wanted to deduct what he had paid.  Court said no b/c it was the firm’s decision to conduct business at lunchtime and at this restaurant.  Daily meals are an inherently personal expense.

6. Sanitary Farms Dairy (1955) – dairy owners went on a safari in Africa by way of London, Paris, and Rome.  Purpose of the trip was to get free advertising through local news coverage of their trip and it was effective.  Tried to deduct.  Tax Court said that they could deduct b/c advertising expenses are deductible and the trip’s sole purpose was advertisement, regardless of whether they enjoyed themselves.
7. Sutter (1988) – Allowed state troopers to deduct as ordinary and necessary biz expense under 162 cost of meals eaten by highway – basically achieved contradictory result to Kowalski (cash reimbursements are income).  
8. Congress has flatly prohibited the deduction of certain kinds of entertainment expenses – hunting lodges, yachts, and other entertainment facilities (§274(a)(1)(B).

H. Job-Seeking Expenses

1. Revenue Ruling 75-120:

a) Expenses incurred in seeking new employment in the same trade or business are deductible under §162 if directly connected with such trade or business as determined by all objective facts and circumstances.

b) If an individual is presently unemployed, his trade or business would consist of the services previously performed for his past employer if no substantial lack of continuity occurred between the time of the past employment and the seeking of new employment.

c) Such expenses are not deductible by an individual where there is a substantial lack of continuity between the time of his past employment and the seeking of new employment, or by an individual seeking employment for the first time.

2. If substantial differences exist in the tasks and activities of various occupations or employments, then each such occupation/employment constitutes a separate T/B.

I. Education Expenses

1. TEST – Education must maintain or improve skills required in employment or be required by your lawyer AND cannot meet the minimum educational requirements for a trade or business nor qualify you for a new trade or business.  Look at period of time spent in trade prior to education – whether employment was mere hiatus between periods of education.  
2. §1.162-5(b)(2)(i) – The minimum education necessary to qualify for a position or other trade or business must be determined from a consideration of such factors as the requirements of the employer, the applicable law and regulations, and the standards of the profession, trade or business involved.

3. §1.162-5(b)(3)(i) – In the case of an employee, a change of duties does not constitute a new trade or business if the new duties involve the same general type of work as is involved in the individual’s present employment.

4. §1.162-5(e)(1) – If an individual travels away from home primarily to obtain education, the expenses of which are deductible under §162, his expenditures for travel, meals, and lodging while away from home are deductible.  Must consider the amount of time devoted to personal activity as compared with the time devoted to educational pursuits when determining whether it’s primarily to obtain education.

5. There is no deduction for travel AS education, however.

6. An employee whose education costs are subsidized through an educational assistance program has no gross income even if he would not have been able to deduct the costs had he paid them himself.
7. Minimum standards and new trade or biz ed corresponds to req that startup costs be capitalized.  But why not capitalize eduction expenses?  
8. Ruehmann (1971) – LLM expenses deductible, but not 3L year even though TP was working at a law firm throughout his third year because his work was incidental to his schooling.
a) Last 2 semesters were to meet minimum standards of trade

b) Work was secondary to attendance at law school

c) Can deduct LLm b/c he was already lawyer before getting LLM
9. Professional schools (JD and MBA)

a) Getting an MBA while working would be deductible because an MBA doesn’t qualify you for a new T/B if you’re already working in related biz. (Beatty)
b) A non-lawyer going to law school at night (but isn’t seeking a JD) could deduct the cost of his classes because it wouldn’t qualify him for a new T/B without the degree and would be helpful in his line of business. But see O’Donnell, where CPA couldn’t deduct night JD.  
c) Johnson: getting an LLM in tax not deductible – qualifies for new career as tax lawyer.  
d) Sharon: Moving to CA and taking bar wouldn’t be deductible b/c new biz.  

e) Holder of foreign law degree can’t deduct LLM in US b/c becoming US lawyer

10. General Education Deduction under 222

a) Can deduct up to $3K

b) But must be coordinated with other benefits, like Hope Learning Credit.  
J. Expenses Contrary to Public Policy
1. Tellier (1966) – T was engaged in the business of underwriting the public sale of stock offerings and purchasing securities for resale to customers; he was found guilty of violating the fraud section of the Securities Act.  S.C. said he could deduct his legal fees because they were ordinary and necessary in the course of his trade/business.  
a) The expenses are not contrary to public policy because it is T’s constitutional right to defend himself against criminal charges.  Look at origin of gov’t charges – whether they stem from profit-seeking activities.  

b) There is no such public policy exception in any regulations or statute or decisions for provisions to 162(a).  

c) Income tax is tax on net income, not a sanction against wrongdoing.  Lawful and unlawful biz are taxed at the same rate.  Congress would have to enact this.  Deductions are disallowed only where deduction would sharply contradict defined nat’l policies proscribing particular conduct.  Public policy may be evidenced by explicit gov’t declaration.  
2. Sullivan – Court allowed salaries paid to bookmaker even though applicable state law made payments separate criminal offense – salaries and rents are part of “normal cost” of doing biz.  
3. Tank Truck Rentals – trucking company wanted to deduct fines levied on it by PA for violations of its truck weight limits as business expenses under §162.  
a) S.C. said no because it would undermine PA’s weight limit policy—don’t want to encourage truck companies to violate the law.  
b) Even though it was industry practice to violate the weight limits (b/c other states had higher ones), the fines did not qualify as O&N expenses.
4. Amendments to 162 to disallow deductions

a) 162(f): Fines or similar penalties paid to gov’t for violation of law

b) Portion of treble damage payments under antitrust laws following related criminal conviction

c) Bribes or kickbacks paid to public officials

d) Any other illegal bribe, kickback or payment under law if law generally enforced

5. Circuit splits on what are penalties (nondeductible) and what are compensatory damages (deductible)

a) 10th – if payments have deterrent and retributive function, then nondeductible even if it has compensatory and remedial aspects.  

b) Repayments made to private party are generally deductible except where akin to fine

c) Court ordered payments to charity are not deductible

6. Public policy limitation still in 165 (deductibility of losses)

a) Limitation on losses that would frustrate sharply defined nat’l or state policies proscribing particular kinds of conduct – denies loss to someone who paid up for counterfeiting machine – loss bore direct relationship to what taxpayer believed was an illegal act.  

b) Can’t deduct under 212 (investment expenses) or 471 (inventory control) what would be nondeductible under 162.  

c) 280E disallows deductions to drug traffickers

VI. Capitalization and Cost Recovery

A. General – Section 263

1. To the extent an expenditure goes to benefits in future years, it, and the direct and indirect costs associated with it, must be capitalized (see §263(a) and §263A).  It cannot be deducted as an O&N biz expense.  If it were immediately deductible, then tax would be imposed on consumption.  §263 “trumps” §162.  
2. §263A(b) – this section applies to real or tangible personal property produced by the taxpayer.

3. §263A(g)(1) – the term produce includes construct, build, install, manufacture, develop, or improve.

4. §263A(c)(1) – capitalization requirement does not apply to property for personal use.

B. Acquisition Costs

1. When purchasing stock that requires payment of a commission, the taxpayer cannot immediately deduct the cost of the commission, but rather must include the cost in the basis because it’s an acquisition cost.

2. Woodward (1970) – Shareholders of a corporation needed to get the corporation’s stock valued and paid legal, accountant, and appraiser fees associated with the valuation – wanted to deduct them.  
a) Court said that they’re not deductible b/c they’re capital expenditures which must be included in the basis.  
b) Costs incurred in the acquisition or disposition of a capital asset are to be treated as capital expenditures (including legal, brokerage, accounting, and similar costs).
c) Look to original character of claim, rather than purpose – origin of claim (Gilmore)
3. Idaho Power (1974), Codified in 263A:  The costs of constructing a capital asset must be capitalized.  
a) Thus, costs that would otherwise be deductible, such as wages paid to construction workers, must be capitalized and included in the asset’s basis when they are paid in connection with construction of a capital asset.

4. §263(a)(1) disallows a deduction for “any amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate.”  This includes costs of tearing down an existing building to construct a new one (§208(B)).  
5. If you can deduct the expenses for acquiring asset, yet apply long-term capital gains to income from asset, it results in extraordinary tax savings.

a) Schultz:  Ruled that four-year prepayment of storage costs, insurance premiums and state ad value taxes in conjunction with nonbiz purchase of bourbon was nondeduct – whiskey was capital asset which they sought to acquire.  But see Heaven Hill Dist. And Van Pickerill.  
b) Regan (1984):  Access roads are capital expenditure
6. Expenses incurred in the defense of title or property cannot be deducted as current expenses, but must be capitalized and added to the property’s basis.

7. Expenses incurred in disposition of property are not deductible under 162 or 212 as O&N, but rather are capitalized and added to asset’s basis to reduce amount of gain.  
8. Expenses with respect to a new biz

a) Startup costs associated with changing or expanding biz must be capitalized.  

b) Pre-opening expense doctrine applies to 212 as well as 162

c) §195 allows taxpayers to amortize certain start-up expenses over a five-year period.  This includes expenditures in connection with the investigation or creating of an active trade or business that would be deductible if incurred in connection with the operation of an existing T/B, as well as expenditures incurred in connection with §212 activity in “anticipation of such activity becoming an active trade or business.”

9. INDOPCO (1992) – INDOPCO was the target of a friendly takeover, during the course of which it incurred significant investment banking and legal fees that it wanted to deduct.  S.C. said not deductible because the taxpayers were realizing benefits beyond the year in which the expenditure was incurred.  
a) These expenses, incurred for the purpose of changing the corporate structure for the benefit of future operations, are not O&N business expenses.  
b) Court also noted that deductions are enumerated whereas capital expenditures are not so the latter is broader.  Deductions are exceptions – capitalization is the rule.  
10. Staley Manufacturing (7th Cir. 1997) – allowed a deduction for the fees in unsuccessfully fighting a hostile takeover.  
a) The court said that costs incurred to defend a business were deductible and that INDOPCO didn’t mean that just because there was some future benefit, the expense needed to be capitalized.
b) Fess were to defend existing asset rather than facilitate change in ownership and create future asset.  
11. Wells Fargo (8th Cir. 1999) – “Payments made by an employer are deductible when they are made to employees, are compensatory in nature, and are directly related to the employment relationship (and only indirectly related to the capital transaction, which provides the long-term benefit)….  The important consideration in determining the nature of an expenditure for tax purposes is the origin and character of the claim for which the expenditure is incurred.”
a) Salaries can be related to reorg – look to relation between expense and ong term benefit.  
12. PNC Bankcorp (2000) – bank incurred cost for marketing, researching, and originating loans and wanted to deduct under §162.  
a) Court said that bank could deduct because, while each loan is a new venture for the bank, they are not separate and distinct assets.  Expenses do not become part of balance of loan.   The TC rule would create a much more sweeping test that would mandate capitalization of costs incurred “in connection with” or “with respect to” acquisition of asset.  
b) And, these costs were part of the O&N functions of the bank (routine and daily)  and the expenses were associated solely with the origination, not the creation of the loans.
c) Historically they were deductible.  

d) FSAB standards have little bearing on deductibility – standards said that they should be capitalized over period of time.  

13. Post INDOPCO IRS still very aggressive at requiring capitalization

a) FMR – capitalize expenditures in setting up new mutual funds (research, legal, reg fees)

b) Lychuk – auto installment loans (salaries – checks of creditworthiness), but allowed overhead costs (not directly related to acquisition of separate and distinct assets).  Distinguished from wells fargo b/c emps spent significant or all of their time working on capital acquisitions.
c) IRS Revenue Rulings narrowly interpreted INDOPCO and still allowed explicit types of exps. (severance payments, training costs, quality mgmt system, removing assets for replacement)

d) Taxpayer has burden of proving appropriate useful life, so permanent capitalization a risk.

14. Dept. of Treasury Guidance Regarding Deduction and Capitalization

a) One year rule – expenditures relating to intangible assets or benefits whose lives are of short duration don’t have to be capitalized

b) De minims rule – less than specified dollar amt don’t have to be capt’ed.  

c) Amounts paid to acquire financial interests described in 197(e)(1)

d) Acquisition of intangible property from another person (e.g. amortizable section 197 intangible)

e) 12-month rule – only if rights or benefits extend beyond the earlier of 12 months after first date of realization of benefits or taxable year in which expenditure occurred.  

f) Prepaid items (goods, services, insurance, etc.)

g) Market entry payments (memberships for stock trading, admission to practice medicine, etc.)

h) Rights from gov’t agency (liquor license)

i) Modify or obtain contract rights – payments to modify lease, covenants, IP licenses, etc.  

j) Amounts paid to terminate contracts

k) In connection with tangible property owned by another (where results in type of intangible future benefits, even though no contractual right created) e.g. financing of construction of publicly owned breakwater for freight biz.  

l) Defense or perfection of title to intangible property – trademark, etc.
m) Transaction costs in acquisition of asset, but not employee salaries (except bonuses directly related to trans), not overhead (rent + util), not de minimis costs ($5K).  
C. Recovery of Capital Expenditures – Depreciation Deduction (§§167 and 168)

1. §167(a) – There shall be allowed as a depreciation deduction a reasonable allowance for the exhaustion, wear and tear (including a reasonable allowance for obsolescence) (1) of property used in the trade or business, or (2) of property held for the production of income.  The amount of depreciation is calculable under §168.

2. §1.167(a)-2 – The depreciation allowance in the case of tangible property applies only to that part of the property which is subject to wear and tear, to decay or decline from natural causes, to exhaustion and to obsolescence. …No deduction for depreciation shall be allowed on cars or other vehicles used solely for pleasure, on a building used by the taxpayer solely as his residence, or on furniture or furnishings therein, personal effects, or clothing; but properties and costumes used exclusively in a business may be depreciated.
3. Basis – Determined under 1011

a) Often cost, but also includes any capital expenditures added under 1016.  

b) Reduced periodically by amount of allowable depreciation.

c) Adjusted basis represents recovery of taxpayer’s capital investment over time. 
4. Depreciation chart from Unit X???

5. Economic Depreciation

a) This would be actual decline in economic value of the asset.  But never used, since administratively difficult and depreciation often used as subsidy to promote investment.

6. Methods – straight line and double-declining balance

a) Straight-line method = divide the purchase price by the useful life and that’s the deduction taken each year of the useful life (faster than economic depreciation, but the slowest method in the tax code).
b) Don’t have to use the half-year convention (§168(d)(4)(A)) on the exam.

c) Under both the 200% and 150% declining balance methods, the taxpayer switches to the straight-line method of deduction in the year that method produces a higher deduction.

d) The taxpayer may elect to use the straight-line method for any class of property under §168(b)(3)(C) and (b)(5).

e) Under the declining balance method, the TP uses a constant percentage and multiplies that to the amount remaining each year after depreciation from previous years has been subtracted.
f) Salvage value is not taken into account in depreciation.  
7. To work through §168 – Modified Accelerated Cost Recovery System (MACRS):

a) Figure out what class of property you’re dealing with under §168(e).

b) Under §168(b), figure out the applicable depreciation method;
i. 3, 5, 7, and 10 yr classes:  168(b)(1)

(a) depreciated using 200% declining balance

(b) Switch to straight line method in yr in which that method produces larger deduction

ii. 15 and 20-yr classes  168(b)(2)

(a) 150% declining balance method

(b) Switch to straight line in yr that recovery produces larger deduction

iii. Real estate

(a) Straight line

iv. Taxpayer may elect straight line method for any class of property
c) Under §168(c), figure out the applicable recovery period

d) Under §168(d), figure out the applicable convention for first year of depreciation
i. Personal property – half-year convention

ii. Large amount of property in last quarter – mid-quarter convention

iii. Real property – mid-month convention (one-half month in first month of purchase)
8. Certain advantageous allowances for expensing - §179 
a) Permits a taxpayer to elect to deduct immediately $24,000 of the cost of certain tangible business property where the taxpayer’s annual total investment in qualified property is $200,000.  
b) This deduction is phased out dollar for dollar for taxpayers who place in service more than $200,000 of such property in any one taxable year.
c) September 11 – can take an addt’l first-year depreciation deduction equal to 30% of basis of certain property. Eligible property is recovery of 20 years or less and software. Expires in ’04.
9. Under §197, most intangibles (such as goodwill, know how, customer lists, gov’t licenses, covenants not to compete, trademarks, franchises) are amortized on a straight line basis over a 15-year period.
10. Under §195, customer can elect to amortize start-up expenses w/ new biz over 5 yrs.
11. Land is not depreciable (1.167(a)-2), but buildings are.  When land and buildings are bought together, the purchase price (or other basis) must be allocated between the land and the buildings in proportion to their FMVs.  
a) Land does not wear out or become obsolete

b) Land has no ascertainable useful life
12. The IRS says that antiques are not depreciable because they do not have a determinable useful life defined by the physical condition of the art work.

a) Simon (1994) – profession musician TP allowed to depreciate two 19th century violin bows he had purchased for $30K and $21K.  Depreciation accounting reflects daily diminution in value of underlying asset thru other than market conditions.  Accounting for changes in value of depreciation b/c of mrkt conditions is reportable as gain or loss upon sale of asset.  168 means that useful life is irrelevant – look to only whether it is recovery property (of character subject to depreciation).  In this case they were being subject to wear and tear thru actual use & used in biz – a museum would not have been able to take depreciation deductions.  
13. Only an owner of property who has a capital investment is entitled to depreciation deductions.

14. Depreciation as an economic stimulus—if Congress wants to provide incentives for investment in particular assets, it could:

a) Accelerate depreciation for them;

b) Raise the amount under §179 to allow TP to expense more right away;

c) Could give an investment tax credit; or

d) Could get rid of the convention system and allow the first year to be a full year for depreciation.

15. [At a constant rate of tax, expensing an investment (allowing an immediate deduction) is equivalent to removing the tax burden from the investment (imposing a zero rate of tax on the investment).]
VII. Interest Deduction

A. §163(a) – There shall be allowed as a deduction all interest paid or accrued within the taxable year on indebtedness on business debts. 
1. Has to be capitalized when used for constructing capital asset under §263(f)

2. interest expenses can be seen as cost of holding assets for use in biz
B. §163 says that interest will be characterized depending on how one uses the proceeds- tracing proceeds to use.  
1. §163(h)(1) – personal interest is not deductible – like a cost of consumption.    
2. §163(h)(2) – personal doesn’t include (and therefore interest is deductible for) (A) interest paid or accrued on indebtedness properly allocable to a trade or business; (B) any investment interest (defined in §163(d); ,,,(D) any qualified residence interest.

3. §163(d) – can deduct interest on investments, but only to the extent of net investment income (e.g. for stock, can deduct to the extent you receive dividends).  This is calculated on the aggregate level; don’t look individually at each investment.  The remainder (if interest on indebtedness exceeds investment income) can be carried over to subsequent tax years indefinitely.

4. §163(h)(3) – interest which is paid or accrued during the taxable year on (i) acquisition indebtedness with respect to any qualified residence (limit = $1M), or (ii) home equity indebtedness with respect to any qualified residence (limit = $100K) is deductible.

a) §163(h)(4)(a) – qualified residence means the (I) principal residence of TP and (II) one other residence of the TP which TP selects for the purposes of this subsection.
b) Doesn’t this put TP in dissimilar position – one who mortgages home and one who mortgages car?  What about 2nd mortgage to finance car?  Qualified residence income is not subject to tracing rules.  
5. Some limitation on interest to earn tax-exempt income under §§264, 265, 1277, 1282, 461(g)
C. THE FIRST TASK IN ANSWERING AN INTEREST QUESTION IS TO FIGURE OUT WHAT THE PROCEEDS ARE USED FOR.

1. When borrowed funds are intermingled with unborrowed funds (i.e., if they’re deposited into the same checking account), the borrowed funds are deemed to be used first.

2. If a person has two checking accounts – one with unborrowed funds and one with borrowed, she should use the unborrowed funds for all personal items and use the borrowed funds for expenses associated with T/B so that the interest is always deductible.

3. Interest on indebtedness where the proceeds are used to invest in tax-free municipal bonds is not deductible under §265(a)(2).  If repealed, TP would enjoy after-tax profits as long as yield on bonds exceeded after-tax cost of funds.  Would allow gov’t to charge lower rates of return and receive more benefits.  
4. If TP uses the proceeds of a loan to buy a machine then makes a §179 election and deducts the cost (assuming it’s under $24,000), she’d still get to deduct her interest.  This is a negative tax – crazy policy.

D. Look to economic motive behind transaction

1. Knetsch v. U.S. (1960) – Knetsch bought annuity savings bonds which he secured with annuity loan notes from the same bank.  He prepaid the interest on the loans and claimed interest deductions. The value of the notes was always about the same as the value of the bonds.  S.C. said the payments on the notes did not constitute interest paid on indebtedness under §163(a) b/c there was nothing of substance to be realized by Knetsch from this transaction beyond a tax deduction.
a) Did not create indebtedness w/in meaning of §23(b) of code or §163(a) of later code – “only motive in purchasing was to obtain interest deduction” – look to see if motive for what was done, apart from tax motive, was thing which statute intended.  
2. Goldstein – Goldsteins, who had very little income, won the Irish lottery, which gave them a lump sum payment.  They essentially used borrowing from a bank and investing in T-bills to set up a steady income stream in place of this lump sum.  The benefit was, not only deduction of interest, but also put them in a lower marginal rate bracket and gave them steady income.  Court said that this was a real transaction and that there was real risk, but disallowed the deduction on the grounds that there was “no purposive reason, other than the securing of a deduction.”
3. Lifschultz and Sheldon – court doesn’t need to look at whether transaction fictitious – can just look to whether economic motive exists.   “financing transactions will merit respect and give rise to deductible interest only if there is some tax-independent purpose of the transaction.”

4. Estate of Franklin – loan taken out for more than value of property was not valid debt, which also has consequence of denying interest deductions.  It recharacterized transaction for tax purposes to better reflect economic reality – prepaid interest was payment to purchase an option.  
VIII. Selected Personal Deductions

A. The Standard Deduction - §63
1. The standard deduction is the amount that taxpayer may deduct in lieu of itemized deductions, it effectively provides a floor for itemized deductions.  It is indexed annually for inflation and is greater for single people than for married people.

2. There are two justifications for the standard deduction:

a) It may be viewed as a substitute for itemized deductions for those taxpayers whose itemized deductions would be of relatively small amount.  Justified based on administrative ease.  
b) It may be viewed as an adjustment of the tax rate schedules.  Amount of standard deduction = personal exemption (end EIC) reflects “zero bracket amount” – no tax imposed.  s
3. Head of household – for tax purposes, this TP must be unmarried and must maintain a household in which she lives that is also the principal place of residence for more than one-half the taxable year of a child or a dependent.

B. Personal Exemption - §151
1. Under §151, each taxpayer is entitled to a personal exemption of $2,000.  The amount is indexed annually for inflation, so in 2002 it’s $3000.

2. A taxpayer who can be claimed as a dependent by another taxpayer (usually a parent) cannot claim a personal exemption.  The theory is that the exemption represents an amount spend on support that is unavailable to pay taxes.  The person who actually pays the support should claim the deduction, not the person who receives it.  Cannot claim exemption for kid or elderly if more than ½ of support comes from public assistance
3. §151(d):  Exemptions are phased out for taxpayers with income above certain levels.  The effect of phasing out the exemptions is to create a so-called “rate bubble”—the first $122,500 of taxable income above the threshold is taxed at a marginal rate in excess of the statutory maximum rate.

4. §24 entitles a taxpayer to a $600 credit for each dependent child who is under age 17.  Again, it’s phased out at higher income levels.  The credit is refundable to the extent of 10% of the TP’s earned income in excess of $10K.

5. Two theories supporting personal exemptions:

a) Some view the personal exemption as setting the amount of a taxpayer’s income that should be taxed at a zero rate.

b) Others view the personal exemption as a mechanism to exempt a subsistence level of income from taxation.  There’s an amount of income that we should have and not have to pay taxes on it – the amount needed to subsist.  This is not considered a tax expenditure.

C. Earned Income Tax Credit - §32
1. §32 provides a credit to low income individuals who have earnings.  The credit is refundable, which means that people with no tax liability can receive a credit; they file a tax return to receive a cash payment.

2. Eligible taxpayers are married individuals who maintain a household for their minor children or grandchildren or single taxpayers between the ages of 25 and 65 who are not another taxpayer’s dependent.  Phaseouts create enormous marriage penalties.  
3. Because the EITC is much larger for a TP with a child, the definition of a child becomes very important.  A child is a (1) son, daughter, stepchild (or descendent of one of these), (2) a brother, sister, step-sibling (or descendent) for whom the TP cares as his own child, or (3) a foster child.

4. Original justification was to reduce the burden of Social Security taxes on the working poor, but it’s increasingly seen as a way to help assure a minimum standard of living for the working poor – a negative tax or wage subsidy.

D. Education Credits - §25

1. Hope Credit

2. Lifetime Learning Credit

3. Education Savings Account

E. Personal Itemized Deductions—Basics - §§67 & 68
1. §67 allows a deduction for personal itemized deductions to the extent they exceed 2% of AGI.

2. §68 places a cap on certain itemized deductions for high income taxpayers.  Where AGI exceeds $100,000, the affected itemized deductions are reduced by 3% of the excess of AGI over $100,000.  This threshold is indexed annually for inflation and in 2002 was $137,300.  The reduction cannot exceed 80% of the deductions.  This cap applies to all itemized deductions except medical expenses, investment interest, gambling losses, and casualty losses.  Effectively increase marginal tax rate.  
3. BIG POLICY QUESTION WITH REGARD TO PERSONAL ITEMIZED DEDUCTIONS:  Are deductions in the code in order to accurately measure a person’s ability to pay or are they in there as a subsidy?

F. Taxes - §164
1. §164 permits deductions for amount of tax payments to states and localties, foreign countries, and feds.  
2. Fed or state gas taxes are deductible only if biz activity, but state and local property taxes always deductible – no matter whether personal or profit.  Is exception to general rule of §262 that no deductions from income are allowed for personal exps.

a) Tenants can’t deduct payments of property taxes passed onto them from their landlords as provided by state statute.  Taxing authority would look to owner in case of nonpayment, not renter, and would enforce against owner’s interest in property.  Was viewed as add’l nondeductible rent payment, not tax.  
b) Requirements for deductibility of state and local taxes on personal property

i. Ad value tax (e.g. auto registration fees based on value of car), imposed annually, person prop.  

3. Foreign taxes paid allowed as credit against domestic income tax rather than deduction.  

4. Deduction for state income tax and local property taxes not subject to 2% AGI floor in §67(b)(2).  

5. Certain state & local taxes incurred in cnx w/ acq. of capital asset must be capitalized.  

6. Why are taxes deductible?

a) More accurate measurement of taxable income – payment is compelled, so no dominion.

b) Direct cost of earning income that will be taxed & fed is imposed only on net income.

c) Provides subsidy for public services provided by state and local gov’ts 

i. Grants-in-aid (less flexibility – funds usually earmarked) and subsidy to borrowing through excluding interest from taxation – efficiency?

G. Personal Itemized Deductions—Medical Expenses - §213
1. §213 allows deductions for medical and dental expenses paid during the taxable year for the taxpayer, her spouse, her children, and her other dependents.

a) The deduction includes payments for medical care, defined as the diagnosis, cure, mitigation, treatment or prevention of disease.

b) Amounts paid for medical insurance are deductible, as are the costs of transportation primarily for and essential to medical care.  But, medical expenses can be deducted only if they are not compensated by insurance or reimbursed by employers.

2. Medical expenses are deductible only to the extent they exceed 7.5% of AGI; this floor is intended to disallow deductions for normal medical expenses such as annual physical and dental check-ups and supplies for the home medicine chest and to only allow for “exception” medical expenses.  
3. Should medical expenses be deductible – are they consumption or is deducting them necessary to arrive at the proper tax base?

a) Medical expenses are pretty involuntary so it’d be inaccurate to define them as nondeductible consumption.

b) Might not want to give a deduction for predictable medical expenses such as normal doctor’s visits, etc.; might just want to deduct extraordinary medical expenses.  This is the purpose of the 7.5% floor.

4. Under §104(a)(3), amounts received through accident or health insurance are not included in gross income. Self-employed individuals can deduct up to 100% of health insurance in 2003.  But if your employer doesn’t provide it, you’re SOL.
5. §105(a) basically says that employer contributions to accident or health insurance for personal injuries or sickness are included in gross income.  But, §105(b) says that gross income doesn’t include those amounts in (a) if they’re paid to TP to reimburse him for medical expenses as defined in §213.  So, having an employer pay for insurance coverage (directly or indirectly) ends up being tax-free.  
6. Rabb – milieu therapy for social and shopping activities to help wife not allowed. Must show the proximate relationship of the expenses to the necessary treatment of the illness – must have medical care as its primary purpose.  
7. Jacobs v. Commissioner – “for an expense to be deductible under §213 of the Code, it both must be an essential element of treatment and must not have otherwise been incurred for non-medical reasons.”  No deduction for attorney’s fees allowed for divorce prescribed by psychiatrist.  
8. What is covered?

a) Cosmetic surgery is explicitly excluded from the deductions allowed under §213.  It doesn’t count as a medical expense.

b) With permanent improvements to property for medical benefit such as elevators and swimming pools, no deduction is available to the extent they increase the FMV of the property.  If the cost is in excess of the increase in FMV, there can be a deduction for medically related improvements.

c) The following don’t count as increasing the FMV of a property so as to not count as deductible medical expenses (Revenue Ruling 87-106):

i. Constructing entrance/exit ramps

ii. Widening doorways at entrances and exits

iii. Widening or otherwise modifying hallways/interior doorways

iv. Installing railing, support and bars to bathrooms or elsewhere

v. Lowering kitchen cabinets / equipment

vi. Changing location of / modifying electrical outlets and/or fixtures

vii. Installing lifts (not including elevators)

viii. Modifying fire alarms, smoke detectors, etc.

ix. Modifying stairs

x. Modifying hardware on doors

xi. Modifying areas in front of exit / entrance doorways

xii. Grading ground to provide access.
d) Costs of smoking cessation programs are deductible even when the smoker has not been diagnosed with any specific disease.  Drug and alcohol therapy programs allowed.  
e) Birth control pills are deductible.
f) Bilder – rental payments on house in FLA weren’t deductible, but transportation was.  Traveling to receive care is deductible, but travel for therapeutic value isn’t.  
g) Kelly – taxpayer who had to stay near hospital b/c of doctor allowed to deduct hotel.

h) Levine – insane son not allowed to deduct rent near clinic.  
H. Personal Itemized Deductions—Charitable Contributions - §170
1. §170 allows a deduction for a transfer by an individual or a corporation of cash or, in some cases, for the FMV of property transferred, but not for a contribution of services (although expenses in generation of services allowed).

2. §170(b) says that individuals are generally allowed a charitable contribution deduction of no more than 50% of AGI.

3. Certain gifts of appreciated property are limited to 30% of a taxpayer’s AGI under §170(b)(1)(C).

4. The charitable contribution is not subject to the 2% floor on misc. itemized deductions under §67, but is subject to the §68 haircut.
5. Corporation’s deduction limited to 10% of taxable income.  

6. Donations cannot result in receiving direct benefit – benefit has to be incidental and not indicate that payment was made for personal accommodation of the donor.  Courts have also supported the notion that a deductible charitable contribution must meet the Duberstein test of detached and disinterested generosity for what constitutes a gift.
a) Indirect biz benefits are ok, but not direct economic benefits

b) §170(l) allows an 80% deduction whenever a contribution makes the donor eligible to obtain athletic tickets.

c) Contributions to private schools are generally deductible as long as those parents who don’t contribute don’t have their kids dismissed from the school and as long as there’s a separate tuition payment requirement.  Substantial or unusual pressure to contribute applied to parents of children attending a school and the absence of significant potential sources of revenue for operating other than contributions are also important factors.
d) For gifts of $250 or more, the taxpayer must provide a written contemporaneous statement from the charity that includes information as to whether goods or services have been provided to the donor in exchange for the gift, and an estimate of their value.  Charities must indicate whether the taxpayer received “intangible religious benefits,” although the charity need not value them.
e) Payments made to fund children on missions weren’t tax deductible b/c made direct to kids.
7. Justifications for allowing the deduction as tax policy:

a) Some charitable contributions are not consumption – just transfers of wealth – so should not be included in taxable income.  Taxpayer did not have dominion over his change of wealth after he transfers.  Therefore, the donee is the proper person to tax because she has control over the money.  Generally, though, the donee doesn’t have to pay taxes (either b/c in the 0% bracket or because tax-exempt charity) so the money never gets taxed.

b) If we think about this like a gift, we would tax the donor, though.

8. Justifications for charitable contributions deduction as tax expenditure:

a) Many beneficiaries of charities are the poor, who wouldn’t be taxed anyway.  

b) If we don’t allow a deduction, people would give less money and the recipients would be deprived of assistance.  Allowing a deduction spreads the costs of charitable contributions out over all citizens.

c) Can’t have a direct spending program for charitable contributions b/c of separation of church and state.

d) Charities would end up with more money because they don’t just get what’s taxed, they get the original, before-tax income.

e) Charitable giving goes up by more than the feds lose in revenue – goes up by 20%.  The existence of §170 encourages people to give more than the value of the deduction that they have.

9. Hernandez (1989) – scientologist TP wanted to deduct his contribution to the Church of Scientology.  
a) The church charges a “fixed donation” for auditing and training sessions (which are required to be a real scientologist).  
b) There’s a central tenet of scientology (doctrine of exchange) whereby every time a person receives something he has to give something back.  
c) S.C. said these fixed donations were not deductible because donors received something in return – they were a quid pro quo.  The TP paid a certain amount and received training sessions in return.  Also said that it would expand §170 beyond Congress intent to apply to tuition at parochial schools, church-sponsored counseling, medical services at religious hosp.  Would raise church-state probs, like distinguishing religious services from secular services.  
d) (IRS later held that the Church of Scientology and its related entities are tax-exempt churches and that contributions to them are deductible.)
e) Dissent:  What about other contributions:  pew rents, building fund assessments, Jewish temple fees, and periodic dues paid to church; could treat it as other cases – subtract out real value received; 
10. Contributions of property-§170(e)  - contribution of tangible property (real property or securities) doesn’t trigger taxable event, so you avoid taxation on the gain, but can deduct FMV of property.  

a) The general rule is that if you contribute property, you can get a deduction for the FMV of that property.  So, if donating property that one would sell for a loss, a TP should first sell the property then donate the money so as to take a loss deduction and a charitable contribution deduction.  If you donate property that has decreased in value, you can’t take loss.  
b) §170(e) applies generally to all contributions of property that would produce ordinary income or short-term capital gain if sold and to contributions of property that would produce long-term capital gain if the property were sold where the donee is a private foundation or if the contributed personal property is tangible personal property is unrelated to the exempt function of the charity.

i. If the value of the property increase rather than decreased, TP can only take a deduction for the FMV of the property if the organization uses the tangible property for some charitable purpose §170(e)(1)(B).  Otherwise, can only deduct the TP’s basis in the property with a gain.  E.g. If A donates artwork to a museum, then A can deduct FMV.  But if A donates car to art museum, he can only deduct FMV – appreciation (untaxed gain).  
ii. If foundation is public foundation, then deduction = FMV – short-term gain.  E.g. if A donates stock w/ basis of $100 and long term gain of $300, then deduction = $300.  But if $300 is short-term gain, then A’s deduction is $100.  

iii. Property other than marketable securities donated to private foundation is reduced by full amount of capital gain.  

IX. Property Transactions – Gains, Losses, and Basis 
A. Basis & Mortgages - §1001, 1015, 
1. Basis is calculated under §1001 and is generally the purchase price of the property.
a) §1001(a) – gain or loss is difference between amount realized upon disposition and the property’s adjusted basis.

b) §1001(b) – amount realized is sum of any money received plus fair mrkt value of property (other than money) received.  

c) §1012 – loans are included in basis as part of cost of property
d) The value of any improvements to the property is added to the property’s basis, and loans taken out to finance improvements is included to basis.
e) Speculative payments are not included in basis – e.g. agreement for certain % of profits.  
2. If TP receives shares of stock from his company, he is taxed on the FMV of the stock as income and his basis in the stock is therefore the FMV.  This basis is the same even if he pays a small amount for the stock (i.e. with stock options), but he treats the difference between the FMV and the price he paid as compensation.

3. Bargain purchases – regardless of the value of a piece of property, the basis of property received in a simple sale is the amount paid for the property.

4. If A were to give B property as a gift, §1015 says that B’s basis in the property would be the same as A’s basis (carryover basis) unless B later sells the property for a loss.  This is the case because we want to preserve the gain to be taxed later.

5. If the FMV at the time of the gift is the same or higher than A’s basis in the property.  If the FMV at the time of transfer is lower than A’s basis in the property and B were to sell the property for a loss, B’s basis in the property would be the FMV on the date of transfer (§1015).  This is true because we don’t want family members to be able to transfer losses to family members who can use them.

6. If B sells it for an amount between B’s basis and FMV, there’s no gain or loss (§1015).

7. Divorce is not a taxable event (see §1041) so apply the gift tax rules.

8. For property transferred upon transferor’s death, the transferee’s basis is the FMV of the property on the date of transfer.

9. Mortgages

a) When a TP assumes a mortgage when purchasing real property, the mortgage gets added to any cash given to the seller to form TP’s basis.
i. Enables TP to recover costs that she has not yet paid – gets time value of $
ii. If nonrecourse mortgage, can recover thru depreciation acquisition costs for which she never has to pay.  
b) There are two general types of borrowing:

i. Recourse debt, where the borrower is personally liable for repayment of the debt, and

ii. Nonrecourse debt, where the borrower is not personally liable and the lender can look only to the assets that secure the debt for repayment.

c) Crane v. Commissioner (1947) – case in which the S.C. said that recourse and nonrecourse debt will be treated alike.  A loan, whether recourse or nonrecourse, is included in the basis of the asset it finances.  And, any time the FMV of the property is more than the mortgage, it can be included in the amount realized upon disposition of the property.

d) Tufts (1983) – Issue:  Does Crane apply where FMV of property < nonrecourse debt?

i. The rule from this case is that the TP must include the unpaid balance of her nonrecourse mortgage when calculating amount realized upon sale even when the amount of his mortgage exceeds the FMV of the property sold.  In this case, a group of owners held an apartment complex with a $1.8M mortgage – the FMV did not exceed $1.4M – and sold it to Bayles for $250 per partner in sale expenses and assumption of the mortgage.  
ii. The court said that the partners’ amount realized included the value of the mortgage of which they were relieved.  Unless the outstanding amount of mortgage is deemed to be realized, the mortgagor effectively will have received untaxed income at the time of the loan and will have received an unwarranted increase in the basis of his property.  
iii. Because we treat the nonrecourse mortgage as a true loan in the beginning (allowing depreciation deductions, etc.), we have to treat it as a true loan in the end.  The only difference is that lender assumes risk of devaluation rather than borrower. If depreciation were treated as device for recovery of taxpayer’s investment rather than wear and tear on property, you might only allow depreciation to TP who suffers an actual economic loss (in this case the lender).  
iv. Can’t construe one section of code to defeat intentions of another or frustrate whole purpose
v. O’Connor’s concurrence – believes that we should deal with the sale in two stages:  (1) take a loss of $50K on the property (b/c basis in property is $1.45M); and (2) subtract the FMV of the property from the amount of the mortgage to determine income from indebtedness of $450K.  This is worse for TP, though, because takes a $50K loss and has $450K income from indebtedness.  O’Connor’s method is how we deal with recourse mortgages.

e) Estate of Franklin (1976) – Doctor partnership case where doctors “bought” a hotel from R, subject to a nonrecourse mortgage.  The value of the mortgage far exceeded the FMV of the property.  The doctors leased it back to R.  R could and did place additional mortgages on the property.  Court said that this wasn’t real debt so the doctors couldn’t deduct depreciation and interest deductions.  Wherever nonrecourse debt significantly exceeds the FMV of the property, depreciation and interest deductions should be disallowed.

i. If you have nonrecourse indebtedness that exceeds the value of the property, you have an incentive to leave—this isn’t real indebtedness.  There’s a burden on you to prove that the value of the underlying property at least approximates the nonrecourse indebtedness because if it doesn’t there’s no incentive to treat the loan as though you’re personally liable.
ii. It was recharacterized as an option agreement, rather than a sale.  

(a) Deed was never recorded

(b) Benefits and burdens of ownership remained with the sellers

(c) It was a sale combined with a leaseback

(d) Nonrecourse debt is equal to balance between rent and interest

(e) Checks not even mailed back to each other – looks like a real sham transaction

iii. Payments on principal yield no equity – no meshing occurs.  Depreciation is predicated not upon ownership, but upon investment in property – no investment exists when payments yield no equity

f) So, given Estate of Franklin, what’s Bayles’s (from Tufts) basis in the land/apt. complex?  Can he take deductions for interest/depreciation?  FMV is $1.4M and nonrecourse mortgage is $1.85.  Three possibilities:

i. $1.85M – could argue that this should be his basis because the mortgage was real when the Tufts partnership created it so it should still be real in Bayles’s hands.

ii. $1.4M – this is just wrong.

iii. $250 – this is what we’d get applying Estate of Franklin because the nonrecourse mortgage doesn’t approximate FMV so Bayles has no incentive to stay in transaction.

iv. What would probably happen is that Bayles would renegotiate the mortgage with the bank if he wanted to stay in the transaction and thought the value of the property would go back up.
g) Splits

i. IRS takes position that inadequately secured nonrecourse loan is too contingent to be indebtedness and will not allow any portion of the loan to be included in basis.  

ii. 3rd circuit:  Pleasant Summit Land – allows deductions up to FMV of property, since creditor has no incentive to foreclose if debtor offers to settle debt for FMV, so that part of debt is “real.”

iii. Tufts and Franklin reconciled – look at time of sale to determine if FMV exceeded nonrecourse debt.  
10. Borrowing in excess of basis

a) Woodsam - Borrowing is not a realization event, so if you borrow in excess of original basis (but not FMV), you owe no taxes.  
B. Limitations on Losses – §165, 267, 1091
1. §165 permits deductions for certain losses not compensated for by insurance.  Generally, it allows deductions for losses incurred in connection with a trade or business or a transaction entered into for profit.  It also allows a deduction for certain personal casualty and theft losses.  TP has burden of showing bona fide loss.
2. §165(a) – general rule – there shall be a deduction for any loss sustained during the taxable year and not compensated by insurance.

3. §165(c) – in the case of an individual, the deduction shall be limited to three circumstances:

a) (1) losses incurred in a trade or business

b) (2) losses incurred in a transaction entered into for profit

c) (3) losses of property not under (1) or (2) if the losses arise from casualty or theft.

4. §165(c)(1) and (c)(2) Losses:

a) The loss permitted to be deducted under (c)(1) or (c)(2) is the same as the loss from an ordinary sale (calculated under §1011)—the adjusted basis of the property.

b) §165(c)(1) losses receive more favorable treatment b/c they have net carryforwards or new carrybacks allowed.   

c) §62(a)(2) – Trade or business losses under §165(c)(1) are deductible from gross income rather than from adjusted gross income and therefore can be taken even if the taxpayer does not itemize deductions.  
d) Reese – has to be engaged in the actual trade or biz – just financing the biz is not enough to deduct under §165(c)(1), but can still deduct under §165(c)(2) b/c there was a profit-seeking motive.  

5. §165(c)(2) Losses:

a) §165(c)(2) losses can be deducted in computing adjusted gross income only if they result from a sale or exchange of property or are attributable to property that produces rent or royalties (§62(a)(3)-(4)).

b) Look to dominant motive to determine whether profit-seeking or personal.  

c) If the property had different uses, you have to allocate loss between the different uses.  

6. §165(c)(3) Losses:

a) “Fire, storm, shipwreck, or other casualty, or theft.” – other casualty is much litigated.

b) When something is covered by insurance, the TP can deduct the difference between adjusted basis and the amount covered by insurance, if the adjusted basis exceeds the insurance coverage.

c) The loss permitted to be deducted under (c)(3) is limited by §165(h)—only casualty losses exceeding $100 are taken into account.

d) Deductions for casualty and theft losses equal to casualty and theft gains are deductible from gross income.

e) Excess casualty losses are limited to the amount that exceeds 10% of AGI and are deductible only as itemized deductions (§165(h)(2)).  This is to ensure that only large and uninsured losses are deductible – severe, unexpected, and nonvolitional loss.  Extraordinary and nonreccuring.  This is like the medical expense rule.  
f) No deduction is permitted if TP doesn’t file a timely insurance claim to the extent the policy would provide reimbursement.

g) Theft loss has to be deducted in year of discovery

h) Requirements

i. Actual physical damage – similar to depreciation deduction: actual wear and tear = actual damage realized
(a) OJ Simpson’s neighbors denied due to decline in prop value

ii. Unforeseen and sudden – has to be realized – no ordinary wear and tear for personal, has to be extraordinary.   
iii. Not due to gross negligence or deliberate action

(a) Blackman – TP set fire to wife’s clothes b/c of infidelity and burned down whole house denied deduct
i) Events giving rise to the loss were “sudden, unexpected, violent, and not due to deliberate or wilfull action”  -  can’t be at all foreseeable.   Suddenness can be determined with reference to the event itself or measured by the time interval between cause of loss and manifestation of event.  

i. Termite infestation, for example, does not cause deductible casualty losses, but sudden pine beetle infestation may.  
ii. Kielts – diamond ring sustained strong blow, but no negligence found.

iii. White – loss of ring in gravel driveway after slamming door on it. 

iv. But see duck hunter who lost ring or wife whose husband threw away ring in tissues.

v. Squirrels and cat damage has been denied deduction.  

j) §1.165-7(b) – the amount of deduction on personal property is limited to the lesser of the FMV before the casualty minus the FMV after the casualty or the property’s adjusted basis, whichever is lower.

k) §1.165-1(d)(2) – the amount of a casualty loss must be reduced by insurance or any other recovery.  If at the end of the taxable year in which the casualty occurs, there is a reasonable prospect of recovery, the taxpayer is not permitted to take a deduction.

7. §165(d) Losses (Gambling), Hobbies §183, vacation homes §280A :

a) Can only offset against gains of related income
8. Limitations on Losses to protect against abuse of realization requirement:  Transfer to a related party (§267) or wash sale (§1091); bona fide sale requirement
a) Fender v. United States (1978) – Fender sold bonds to bank where he was the 40.7% shareholder.  While bank held the bonds, he became the 50.1% shareholder.  He repurchased the bonds from the bank 42 days later.  5th Cir. said that TP should not be able to deduct loss b/c TP was not exposed to a real risk of not being able to repurchase them in a short period of time because there was no real market for this type of bond and sufficient dominion existed to assure repurchase as a result of Fender’s holdings in the bank.

i. Motivation of tax avoidance insufficient to disallow deduction. 

ii. Had sufficient influence over bank to remove risk of being unable to repurchase 

iii. Bank would not have agreed to trans absent a special relationship to Fender – no other buyers except for Fender

b) §267 – no deduction shall be allowed with respect to any loss from the sale or exchange of property between two related parties as defined in subparagraph (b).

c) §267(d) – the seller’s loss generally is lost permanently under §267 because the purchaser’s basis for computing loss when he sells the property is his cost.  If, however, he ultimately sells the property for a gain, the purchaser’s cost basis is increased by the seller’s disallowed loss.

d) §1091(a) – if TP repurchases “substantially identical” stock within 30 days of disposing of stock, he cannot get the benefit of the loss. 

e) §1091(d) allows TP to keep her old basis plus or minus (depending on whether it’s less or more than the price at which she sold) the difference between the amount for which A sold her stock and the price at which she bought it so that she can recognize the loss later.

C. Nonrecognition - §1031
1. §1031(a)(1) – no gain or loss shall be recognized when certain property held for productive use in a trade or business or for investment is exchanged for property “of a like kind” which is to be held either for productive use in a T/B or for investment.

2. §1031 is mandatory (NOT elective) for like-kind exchanges.

a) But easily avoided – can structure transaction accordingly.  

3. What is like-kind property?

a) Generally, real estate held for one for either a productive use in T/B or for investment is like-kind with any other real estate held for the same purpose.  E.g. Farms traded for residential real estate may not be eligible.  
b) Like in-kind refers to nature of property, not quality or grade.  

c) With respect to tangible depreciable property, the regs cut these properties into ten different categories.

d) Stock, certificates of trust or beneficial interest, other securities or evidence of indebtedness, and partnership interests are not eligible for nonrecognition treatment under §1031(a)(2).

e) 1.1031(a)-1 – a leasehold for 30 years or more is considered to be of like kind to a fee interest in real property.

f) Personal property is required to have higher degree of likeness, e.g. no cattle swaps of different sexes, no currency for antique currency...

4. §1031(d) – when like-kind properties of equal value are exchanged in a nonrecognition transaction, the basis of the property given up becomes the basis of the property received.

a) If boot is received or given, the basis is decreased in the amount of any received by the taxpayer [***and decreased by any amount given?].  (Boot = money or other nonqualifying property received to boot (in addition) or mortgage)

b) Basis is increase in the amount of gain recognized on the exchange;

c) Decreased in the amount of loss to the taxpayer that was recognized on such exchange (this loss, if there is one, will not be from like-kind property ( i.e., if stock is exchanged, there can be a loss);

d) Assumption of liability (such as mortgage) shall be considered as money received by TP on the exchange to the extent it exceeds any mortgage TP must assume or to which the property he receives is subject.

5. §1031(b) and (c) – taxpayer will recognize gain, but not loss, on the transaction to the extent of boot received.

6. §1031(f) – if TP exchanges property with a related person, there is nonrecognition of the gain or loss to TP with respect to the transfer, and within 2 years from the date of the last transfer that was part of the exchange, the related person disposes of such property or the TP disposes of the property, there shall be no recognition of gain or loss with respect to this transaction; except that ay gain or loss recognized by TP shall be taken into account as of the date on which the disposition within 2 years occurred.

7. The like-kind exchange must be completed within 180 days after the taxpayer relinquishes property.  In addition, the property to be received in exchange must be designated within 45 days after the transfer.

8. When nonrecognition provisions apply, recognition generally is postponed until TP’s investment is significantly altered.  Usually, the basis of the property disposed of becomes the basis of the property acquired, thus preserving the gain or loss.

9. Underlying policy behind non-recognition?

a) Might not have cash to pay taxes because you’ve just exchanged property for property.  But, this doesn’t make sense because §1031 only applies to investment property or to property used in a T/B.

b) Investment interest is basically the same in both properties so it’s sort of like continuing an investment—strongest policy justification.

c) Hard to value these properties so it’d be hard to determine the amount of gain or loss that we recognize—bad argument.

10. Carlton v. United States (1967) – GDC wanted Carlton’s land, but Carlton didn’t want to recognize gain or loss so found a property it wanted so was going to have GDC acquire that property then exchange with C.  But, GDC ended up transferring cash to C then C paid the amount it would have had to pay for the property.  5th Cir. said this wasn’t a like-kind exchange.  GDC was never in a position to exchange properties with C because GDC never acquired legal title to the property.  C’s use of the money was unfettered/unrestrained.  Receipt of cash defeated like in-kind.  
a) The intent of TP is important, but not necessarily dispositive in determined whether the transaction is a sale or a taxable exchange.

11. Biggs – transferor had contractual obligation to purchase replacement property.  He bore risk of being required to make payment on promissory note – all steps were part of an integrated plan intended to be a like-kind exchange.  

	Calculating TP’s gain or loss

	FMV received
	

	Mortgage on old property
	

	Cash (<given> or received)
	

	<Mortgage on new property>
	

	<A/B of old property>
	

	Gain/Loss Realized
	

	Gain/Loss Recognized (if boot>0) -> up to boot
	


	Calculating TP’s new basis

	Adjusted basis transferred
	

	Mortgage assumed
	

	Cash (given or <received>)
	

	<Mortgage on old property>
	

	<Loss Recognized  - only from boot>
	

	Gain Recognized
	

	New Basis
	


X. Capital Gains
A. Capital Gains - §1211, 1221, 1222, 1231, 1245
1. What is a capital gain? - §1221, 1222
a) §1222 – capital gains or losses are derived only from the (1) “sale or exchange” of property (2) constituting a “capital asset” (3) meeting the minimum holding period.  
b) §1235 – includes investor even when he is professional who makes sale in course of T/B

c) §1221(a) – capital asset means property held by the TP (whether or not connected with a T/B), but does not include:

i. (1) Inventory or other property held by TP for sale to customers in the ordinary course of his T/B.  (or other property allows us to treat real estate dealers the way we treat store owners with real estate as their inventory.

ii. (2) Property used in T/B of a character subject to an allowance for depreciation under §167, or real property (whether or not depreciable) used in his T/B.

(a) This same property is described in §1231(b)(1).

iii. (3) A copyright, a literary, musical or artistic combination, a letter or similar property held by:
(a) (A) A taxpayer whose personal efforts created such property

(b) (B) In the case of a letter, memo, or similar property, a TP for whom such property was prepared or produced, or

(c) (C) A taxpayer in whose hands the basis of such property is determined, for purposes of determining gain from a sale or exchange, in whole or part by reference to the basis of such property in the hands of a TP described in A or B.

(d) Cap gains applies to buyers or legatees unless held for sale to customers in course of T/B

iv. (4) accounts or notes receivable acquired in the ordinary course of a T/B for services rendered or from the sale of property described in paragraph (1).

v. US gov’t pubs

vi. Commodities derivative financial instruments

vii. Hedging transactions

viii. Supplies regularly consumed by TP in course of T/B

ix. 1221(a)(1) – exempts property held primarily for sale to customers in the ordinary course of T/B

2. Why give preference for capital gains?

a) Capital gains are not income (a) are not recurring (b)just reflect changes in interest rate

i. Recurring – Glenshaw Glass rejected only including recurring items in income – + windfall gains

ii. Interest rate changes – investor who has enjoyed price increase is in better economic position than people whose capital value remained unchanged – can purchase goods or services sooner

b) Bunching – forces TP to report all gains in year of asset’s sale that have accrued over yrs

i. Bunching only problem with graduated tax rates and only if TP in higher bracket than when gains occurred

ii. Doesn’t take into account benefit TP enjoyed from deferring tax on gain until sale

iii. Lower capital gains rain is crude mechanism for what is essentially income averaging – better solution would be to allow allocation of gain or loss to number of years held and compute at appropriate marginal rate

c) Inflation – portion of gain is “inflation” rather than real gain – doesn’t add to economic purchasing power.  Doesn’t then represent economic income and shouldn’t be in tax base.

i. Amount of overtaxation of inflationary gains depends on rate of inflation and period asset was held.  

ii. Preference to capital gains poor solution b/c doesn’t bear relation to either factor

iii. Inflation may be offset by benefit of deferring tax on gain until realization

iv. Congress doesn’t index other taxes against inflation, why should it here?  Only indexed items – tax brackets, standard deduction, EIC.  

d) Taxation of gains on corporate stock is double taxation – gains that have been taxed once as income are taxed when SH realizes gain on sale of stock

i. Only double tax when retained earnings already have been subject to corporate income tax

ii. True of dividens as well and is more problem of corporate taxation than cap gains

iii. Better solution would be to integrate personal and corporate income taxes – tax corporate source income in same manner as all other income

iv. Would only support this solution for portion of corporate stock gain attributable to retained earnings

e) Disincentive to risk taking – reduces expected return, so investors would stick to lower risks

i. If there were complete tax offset for losses, then this wouldn’t happen

ii. But there are limitations on deductions for cap losses

f) Disincentive to savings – once-in-a-lifetime cap gain is likely to be spent over entire lifetime – gain that is taxed immediately will be spent by gov’t whereas it could have been saved by TP – continual drain on savings.  Cap gains more likely to be saved.

i. This would seem to support tax on consumption – would exclude all savings from tax base

ii. Not clear that raising rate of return on savings would increase private savings.  Some savers are target savers – for education or retirement – and save only until they reach their goal.  

g) Lock-in – to avoid taxation, TPs will refrain from selling assets even when mrkt conditions would favor sales – reduces liquidity, impairs mobility of capital, and lead to broader mrkt fluctuations

i. Lock-in is real, but large % of cap gains never subject to tax b/c of 1014 – permitting heirs to step-up basis.

ii. Could be eliminated by not taxing gains on sales of assets or taxing unrealized gains as they accrue.  Some say this would be better – more accurate and reduction in tax planning complexities.  
3. Arguments opposing preferential treatment

a) Dollar of cap gain same marginal utility to consumer as dollar of income

b) Complexity (would still be complex b/c you’d have to measure gain and loss)

c) Too much inequity – not doing enough work.  But if cap gains rate raised, then people defer realization and there would be less revenue and less economic growth.  

4. §1211 – limits deduction for capital losses to amount of realized gains during taxable year + $3K.   So losses can only be netted against gains.  
5. §1231

a) Property in §1231 must have been held for at least a year.  Doesn’t apply to biz assets denied cap gains treatment by §1221.  
b) Three types of dispositions may give rise to §1231 treatment:

i. Gain or loss from sales and exchanges of property used in a trade or business,

ii. Gain or loss from condemnations and involuntary conversions (such as casualty or theft losses) of property used in a trade or business, and 

iii. Gain or loss from condemnations and involuntary conversions of capital assets held in connection with a trade or business or in a profit-seeking activity.

c) Two-step netting process:

i. First, TP nets her gains from casualty and theft losses (from insurance proceeds, for example) against her losses from such involuntary conversions.  If losses exceed gains, §1231 doesn’t apply to either the losses or the gains; there is deemed to be no sale/exchange so the gains are taxable as ordinary income and losses are deductible as ordinary income.  If gains exceed losses, both gains and losses are carried over to the second stage of the netting process (see §1231(a)(4)).

ii. Second, TP compares her total gains with her total losses from (1) involuntary conversions carried over from the first stage, and (2) condemnations, and sales and exchanges of business property.  If losses exceed gains, the gains are includible in ordinary income, and the losses are deductible from ordinary income.  If gains exceed losses, the gains are treated as long-term capital gains and the losses are treated as long-term capital losses.

6. §1245 – recovery of depreciation
a) Recaptures as ordinary income amounts that otherwise would be treated as capital gain under §1231.

b) If depreciable property is sold for more than its adjusted basis, any gain exceeding the total depreciation, but between depreciation and original basis, is taxed as ordinary income.

c) Under §1245, you take the lower of the Recomputed Basis (basis with depreciation added back in) and the Amount Realized, and subtract the adjusted basis to get the amount treated as ordinary income.  Any remainder is treated under §1231 as capital gain.

d) (Original Basis –Depreciated Basis) * ordinary rate + (Sales price – OB)*cap gains rate

7. Corn Products Refining (1955) – CP uses corn futures to maintain adequate stock of corn for its manufacturing business.  S.C. said the purchases/sales of corn futures were not separable from manufacturing operations so gains/losses from them count as ordinary income rather than as capital gains/losses.

8. Arkansas Best (1988) – the list of exclusions in §1221 is exhaustive.
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