Income Tax Outline
1. Efficiency and income taxation

a. Resource Allocation

i. POLICY: if people generally can make reasonable choices for themselves, the key problem is aligning their incentives so they’ll face all the costs and benefits of what they do

b. GOAL: minimizing Inefficiency from distorting incentives, as opposed to addressing externalities

c. Uniform Head Tax

i. Problem: ability to pay; declining marginal utility of money

ii. Ability Measures

1. Consumption

2. Wealth

3. Income

a. Haig-Simons Definition of Income (Y=C+ΔW)
i. Income = consumption + change in net worth

b. Statutory definition

d. Effect of Taxing Income (CONCERNS)

i. Discourages work and saving

ii. Discourages market consumption and later rather than sooner consumption

iii. Distorts choices BETWEEN work, consumption, investment, etc.

2. Non-Cash Benefits
a. Code §61: “gross income means all income from whatever source derived”

b. Marginal rate: extra tax you would pay if your income went up by a dollar

i. Marginal rate determines the tax system’s effect on your incentives; the average rate how it’s treating you overall

c. Excludability and Deductibility

i. Letting the TP exclude a benefit provided to her for free = letting her deduct if she pays for it

ii. Federal income taxes paid are not deductible [Old Colony p. 41]

d. Meals and Lodging provided to Employees

i. Benaglia v. Commissioner (p. 42)
1. It was the convenience of the employer so the inclusion (value) is zero
a. Court more concerned with over-taxing than under-taxing

i. Problem with over-taxing: discourages something that may be beneficial to TP

ii. Problem with under-taxing: perverse incentive to game the system

ii. CONCERNS:
1. Minimizes how well-off people are

2. Gives preference to hotels who can now compensate people less; creates unfairness

3. People will come up with schemes to get around the tax system

iii. Code §119(a): exclude meals and lodging provided to employee, spouse and dependents for convenience of employer 

iv. Beware: ambiguous terms: Meal, Furnished, Convenience of the Employer, Business Premises, Employee

e. Fringe Benefits: §132 (Laundry List): Statutory exclusion for well-established TP practices in exchange for forestalling further expansion of such practices
i. No-Additional-Cost service

ii. Qualified Employee Discount

1. Note: 2 qualifications for No-additional Cost Service and QED:

a. In order to claim either exclusion, must work in a line of business of the employer in which the item at issue is ordinarily offered for sale to customers
b. Also, neither of these two exclusions applies to “highly compensated employees”

iii. Working Condition Fringe

iv. De Minimis Fringe

v. Qualified transportation Fringe

vi. NOTE: No-additional cost services, qualified employee discounts, qualified tuition reduction may be provided tax free to spouse, surviving spouse, or dependent children but NOT to same-sex domestic partners
f. Cafeteria Plans: employee may choose among variety of noncash nontaxable benefits or may choose to take cash (cash is taxable) [§125]
i. Note: no non-discrimination against other levels
g. All or nothing approach to including in-kind benefits in the employment setting
h. Valuation
i. Problems of under or over-valuing [Turner v. Commissioner p. 60; Mark McGuire Ball]

1. TP claims low $ amount, IRS claims retail price of tickets. Court splits and takes middle of the road valuation
2. Liquidity Issue: individual may have $20M ball but doesn’t have $ to pay tax if they keep it

3. Market Value Issue: the fact that the Hall of Fame would pay $20M for ball establishes a value, but it’s unfair to use this value for tax purposes if individual keeps ball
4. But, Regs §1.61-14: Treasure trove, to the extent of its value in US currency, constitutes gross income for the taxable year in which it is reduced to undisputed possession
i. Imputed Income: value derived by the TP without an observable market transaction
i. Imputed Rent:

1. Property other than cash: §262
2. Measurement problems. Political reasons for not taxing
ii. Imputed Wages: ex of working vs. non-working mom
1. Issues: Unfairness (stay-at-home moms are better off than working moms) and Inefficiency (disincentivizes work)
iii. Compensation for Services:

1. Reg §1.61-2(d)(1):  if services are paid for other than in money, the FMV of the property or services taken in payment must be included in income.

2. Regs §1.6045-1(a)(4): barter exchange does not include arrangements that provide solely for the informal exchange of similar services on a noncommercial basis

iv. Tax Capitalization: A lower tax rate directly increases the value of an economic asset. Phenomenon of a tax rate declining, and therefore value of an asset increasing (improvement of the cash flow is capitalized into the price)
j. Psychic Income and Leisure
i. Distortion of economic choice: taxes earnings but does not tax the benefit of the leisure that one “buys” by not working, and to that extent makes the trade-off between leisure and work different for the individual than it is for society.

3. Windfalls and Gifts
a. Punitive Damages
i. §22: “gross income” includes gains, profits and income derived from salaries, wages or compensation for personal service…from any source whatever

ii. Glenshaw Glass p. 70: no limitations as to the source of taxable receipts so, taxed if an “undeniable accession to wealth, clearly realized, and over which the recipient has complete dominion
b. Gifts: excluded from income under §102

i. Legal standard: it’s a gift if it’s given out of detached and disinterested generosity, rather than primarily from (a) the constraining force of a moral or economic duty, or (b) the incentive of anticipated benefit, or (c) in return for services rendered
1. If the payment proceeds from a detached and disinterested generosity or is made out of affection, respect or like impulses, then it is an excludable gift (even if the relationship between payor and payee has previously been in the business context)

2. Duberstein (gave Cadillac after business deal) in return for services rendered and incentive of anticipated benefit so prob not a gift

a. Shaviro didn’t like the decision b/c seems farfetched that gifts given out of detached generosity would also be deductible under §162

3. Stanton (church official gets $22K cash when he leaves) – not gift

ii. Significance of Legal Standard: very little; depends on the trier of fact.
1. Look to transferor’s intention to decide if it’s a gift

iii. § 274(b): limits business deductions to $25 per done
iv. §102(c): transfers from employers to employees can’t be gifts under §102(a)…interpretation ( so long as it wasn’t given AS and employer and is UNRELATED to the employee setting, then 102(c) does NOT apply
v. Harris (p. 83): perhaps the issue is quid pro quo rather than “Detached generosity” … borderline employment / intimate relationship case
1. Court draws the line at or near prostitution
vi. Special cases:
1. Scholarships: excluded under §117, but only for tuition and related expenses used for books, equipment, etc.

2. Ordinary tips: includable in income b/c payments for services rendered. Regs. §1.61-2(a)(1)
3. Bequests: under §102, excluded from income
4. TANF: not includible if three conditions are satisfied:

a. (1) only payments received w.r.t. working come directly from state or local welfare agency

b. (2) eligibility of payment receipt based on need and payments are fully funded by TANF

c. (3) size of payment determined by welfare law

vii. Taft v. Bowers - §1015(a): for the purpose of determining gain on the sale of property acquired by gift, the donee’s basis is the same as the basis of the property in the hands of the donor. For the purpose of determining loss, the donee’s basis is the donor’s basis or the market value of the property at the date of the gift, whichever is lower
1. Significance: done is responsible for any appreciation in value that took place while the property was held by the donor, as well as any further change in value between the date of gift and date of final sale
2. Unless asset is ultimately sold for more than donor’s basis, rule means some or all of built in loss will be permanently lost.
a. Rationale: avoid shifting losses into higher tax brackets

i. Shifting gains into lower tax brackets isn’t a problem b/c §1211 says you can’t deduct losses in excess of gains

viii. Code §1015(d): basis is increased to reflect gift tax paid by the donor, except that it can’t be increased above the FMV of the property
1. Rationale: general aversion to subversion of losses

c. Transfers at Death

i. §1014: basis = FMV of the property at death
1. Normally causes basis to go up (and not down) b/c of inflation

2. Effect: encourages people to hold on to appreciated property until death

3. Rationale: administrative simplicity; may be difficult to figure out donor’s basis

4. Concerns: efficiency – effects on people’s decisions about what property to sell (sell losers, hold winners); if not for rule, it would be a timing issue – deferring a sale to report the gain at a later date

ii. §1014(e):  if decedent got a gift of appreciated property less than a year before death, and this property goes back to the donor via bequest, it keeps its old basis rather than getting stepped-up basis under §1014(a)
d. Gifts of Divided Interests

i. WHAT IS THE RULE??
ii. Irvin v. Gavitt

iii. Homer/Bart example = economically correct treatment

iv. Discount rate: proxy for risk, accounting for time value of money

e. Cost Recovery
i. Depreciation (physical assets) or amortization (intangible).

ii. Cost recovery before disposition is typically allowed where there is a predictable decline in value due to finite useful life

iii. How to allocate basis between / within assets
1. Uncertainties should be resolved in TP’s favor – over-taxation in a given case is much worse than under-taxation [Inaja Land p. 107]
2. Shaviro’s “correct” approach: allocate the basis between the % of value that was “sold” and that which the TP retained
iv. Life Insurance

1. §101(a): life insurance proceeds are not taxable

2. Two elements of life insurance policies: (1) mortality bet and (2) savings

3. Rationale: why bet you’ll die sooner rather than later? To hedge your bets
4. §264(a): life insurance premiums are non-deductible (even if business-related, e.g., insurance against the death of a key employee)
5. ISSUE: it makes little difference whether we tax gains or losses!?!?
v. Annuities and Pensions
1. Annuity: a contract with an insurance company under which the annuitant makes a current payment in return for the promise of a single larger payment by the insurance company in the future
2. Annuities are taxable
3. Timing issue: re cost recovery of the premium as one gets the periodic payments

4. Basis is recovered pro rata (equal amount of basis each year) based on the “exclusion ratio” (§72(b)(1))
a. Exclusion ratio = purchase price of K / expected return

5. Arbitrage = offsetting transactions with inconsistent treatment (borrow and lend, with the interest you pay being deductible while the interest you get is excludable)
6. Deferred Annuities (limitations)

a. §72(q): imposes a penalty on certain distributions

b. §72(e)(4)(A): treats loan proceeds as annuity distributions if they arise under the annuity contract or are secured thereby

c. Treatment of Early/Late Death

i. §72(b)(2): exclusion stops once basis is recovered
ii. §72(b)(3): deduct any unrecovered premium in annuitant’s last taxable year
vi. Taxation of Gambling
1. When gambling, if you win, you have taxable income (§61), if you lose, you have no deduction (§165(d))
a. “losses from watering transactions shall be allowed only to the extent of the gains from such transactions”

b. Rationale: (1) paternalism; (2) Puritanism; (3) gambling as consumption
c. Consumption: disallowing gambling losses effectively assumes that C = ΔW
2. Basketing: loss or deduction is allowed only of income that is of the same type; code frequently allows losses of a given type only against gains of the same type
a. Effects: induces TPs to structure ex ante so that gains and losses can offset each other and to argue ex pose that they have done so

vii. Loss Recovery
1. Why Federal Income Taxes are non-deductible: (1) circularity problem and (2) rates would then have to be nominally higher to raise the same revenue and Congress probably likes a lower nominal rate for political reasons

2. So long as TP neither COULD nor DID take a deduction in a prior year of loss in such a way as to offset income for the prior year, the amount received by him in the taxable year, by way of recompense, is not then includable in his gross income. [Clark]
a. Rationale: TPs frame thinking in terms of “Transactions” that are assessed for overall gain v. loss
3. Two issues:

a. Horizontal equity

b. Transactional thinking

f. Annual Accounting

i. §441: taxable income is to be computed using one’s annual accounting period
1. Individuals: tax year = calendar year

2. Businesses: fiscal year

ii. Rationale for annual accounting: longer is administratively difficult
1. Effect: TPs have incentive to defer income and accelerate deductions between taxable years

iii. No constitutional bar on annual accounting [Sanford & Brooks]

iv. Refundable / Negative taxes: Losses do not result in negative taxes

1. Although, refundability is a more accurate assessment of economic reality, there is a problem of manipulation

v. Carry Over: §172: apply as much Net Operating Loss (NOL) as you can to the past, then move forward from there

1. NOLs: can be carried back 2 years or forward 20 years
2. No TP discretion (e.g., can’t use in years with higher taxable rates); NOL must be used in the earliest year possible

vi. Long Term Contracts: §460 says TPs who perform work under long-term contracts must account for profit under the percentage-of-completion method
1. Portion of the gross K price is included in income as work progresses, with the portion determined on the basis of cost of work performed

g. Claim of Right Doctrine
i. North American Oil Consolidated (p. 131) and Lewis (p. 135)
1. Approaches to taxable year issue:
a. Determine correct year in retrospect with amended returns

i. Problem: delayed closure (and SOLs)

b. No income until any dispute is resolved

i. Problem: leads to deferral; uncertainty re: when there is a dispute

c. Use full current year info including probabilities to determine estimated value

i. Problem: w/o intrade, how judge probabilities?

2. Ct: “Follow the money” – tax income when received under a claim of right, even if arguably entitled to it earlier or subject to losing it later
ii. Trigger for doctrine: having a colorable legal claim

iii. §1341: if an item is included in Yr 1 “b/c it appeared that TP had an unrestricted right to it” and then is deductible in Yr 2 when the lack of this right is established (and deduction exceeds $3K), TP gets the better of:
1. Keeping things just as they are, or

2. In lieu of claiming the deduction in Yr 2, reducing Yr 2 tax liability by the amount of tax attributable to the inclusion

3. This is a “heads I win, tails you lose” situation for TPs when rates change
4. Note: errors (arithmetic) nor subsequent events do not trigger restorations under §1341

5. §1341 only applies where amounts are held under a semblance of a right

iv. Policy: according finality to tax returns to promote administrative efficiency

h. Tax Benefit Rule
i. Applies to mirror image of claim of right situations: TP claims a deduction but then recovers the outlay, rather than including income that is subsequently lost
ii. Exclusionary:

1. If TP properly deducts $X in Yr 1, but then gets the $ back in year 2 and must include it.
2. §111 permits recovery in Yr 2 to be excluded if NO tax benefit from the deduction in Yr 1:

iii. Inclusionary:

1. Arises when TP has received a tax benefit from a deduction AND the includibility or amount of the subsequent offsetting gain is not otherwise clear-cut

2. Hillsboro / Bliss Dairy: corp. in some sense got the deducted value back but not literally or directly

iv. Recovery is not necessary to invoke the Tax Benefit Rule

4. Personal Injuries
a. §104(a)(2): exempts damages (other than punitive) received on account of personal physical injuries or physical sickness
b. Policy Concern: treating damage to the individual from the accident in the same manner as damage to business property (taxable to the extent that the award exceeds basis)…but this would require us to attribute basis to the human body or treat the entire award as taxable
c. Rationale: once you make some of the things excludable, it might make sense to make the whole thing excludable…otherwise there would be labeling problems

d. This restriction is just for physical injuries; punitive damages ARE taxable, non-personal injuries are taxable, too. This narrowed the scope

e. §213: medical expenses, including premiums paid for medical insurance, are deductible only to the extent that in the aggregate they exceed, for the taxable year, 7.5% of adjusted gross income

f. §§106 & 162: Where an employer pays the premiums on the employee’s medical insurance, the amount is deductible by the employee but is not included in the employee’s income
g. Reg. §1.106-1: exclusion for employer-provided medical care extends to an employee’s spouse or dependents
5. Loans
a. Summary of Rules:
i. Receipt of loan proceeds isn’t includable

ii. Repayment of loan principal isn’t deductible

iii. The debt-financed portion of an acquisition is included in basis

iv. When debt is transferred along with the property, it is included in the amount realized

b. Rationale for exclusion of loan proceeds: they do not improve one’s economic condition because they are offset by a corresponding liability; loan does not increase net worth

c. Interest payments: receipt is generally income and payment deductible under §163(a) if no specific rule to the contrary

d. CODI: taxed (§61(a)(12)) unless a statutory exception applies
i. Rationale: inclusion is needed to create consistent treatment over time.

1. Either you were made richer today by the discharge, or you made $ before and the only reason we didn’t tax was b/c we thought we had a good reason not to (b/c you would have to repay it), but that reason just vanished (you don’t have to pay it back)

ii. Kirby Lumber (p. 147)
1. Income was taxable on “freeing of assets” rationale: as a result of dealings, it made available assets previously offset by the obligation of bonds now extinct
2. Transactional consistency (another rationale): The fact that we let you have $1M tax-free because we thought you’d have to repay it is now falsified because you didn’t pay back all $1M, so we’ll tax you for the rest

3. Current rule: exclude the borrowed funds from gross income when received and requiring the TP to account for any gain if he succeeds in settling the debt for less than the amount due
iii. §108: debt discharge is not included in income if the TP is under title 11 (bankruptcy code) or is insolvent (liabilities exceed assets)

1. Limit on insolvency exception
a. §108(a)(3): exclusion can’t exceed the amount by which TP is insolvent

i. Ex: if TP has $1K in assets and $1,200 in debt, if $300 debt is forgiven, $200 is excluded and $100 of taxable income)

2. §108(e)(5): debt discharge relating to seller financing for property is treated as a purchase price adjustment rather than as CODI (pro-TP) – basis is also reduced
iv. Zarin: court said unenforceable obligation is not indebtedness w/in meaning of code. Uses contested liability doctrine that says the amount of a disputed debt is the amount for which it is settled
1. Shaviro: wrong b/c it applies §108 definition to other sections

2. Tax court said chips were not property but a median of exchange to gamble with. TP could not do what he wanted with chips
3. Court could have resolved under §108(e)(5) – purchase price adjustment
e. Diedrich (p. 159): gift in guise of bargain sales
i. Gain = gift tax liability less the donor’s adjusted basis in the property
ii. §267 does not allow losses on related party sales

iii. Bargain sales to charities: §1011(b): split and treated as % sale and % gift so result is that only a % of basis offsets amount realized

1. Rationale: tougher rule for transfers to charities than other gifts because property may permanently escape the income tax system upon transfer to charity. And/or worried about over-valuation in reporting the deduction

f. Depreciation and Basis
i. Depreciation: A deduction allowed for predictable decline in value of a business asset; reduces basis
ii. Acquisition debt is included in basis, and debt relinquished with the property is included in the amount realized
iii. Nonrecourse Debt: Debtor is not personally liable to repay debt in excess of the value of the secured asset. Treated like regular debt
1. Crane: TP mistakenly took deductions and tries to benefit
a. When you buy property subject to NRD, your basis is what you paid for it
b. Footnote 37: if the value of the property is less than the amount of the mortgage, a mortgagor who is personally liable cannot realize a benefit equal to the mortgage

2. Tax Sheltering: Crane arguably supports including NRD in basis
a. One could inflate the initial bases a la the paper clip shelter

b. Also, hope of avoiding offsetting gain upon disposition of the “burned out shelter” under n. 37

c. Use NRD to limit downside economic risk

3. Tufts: Transactional consistency ( since it was assumed debt was worth $1.85M on front end, must assume same value on back end. Ct includes buyer’s assumption of the NRD as part of the sales proceeds
a. Tax shelters: TPs must include gain on the amount on the back end

b. O’Connor (concurrence): would have arrived at same result (that taxable gain to compensate depreciation taken earlier) by recognizing the capital loss, but also CODI income
4. When NRD > Value of property
a. Estate of Franklin: ignore NRD. Don’t include in basis

b. Pleasant Summit: include NRD at the value of the property

i. Basis = value of debt (FMV) + cash paid (option price)
6. Illegal Income
a. James: embezzlers are taxable. Note the exception: if you repay the embezzled funds during the same taxable year
b. Gilbert: embezzled funds can constitute taxable income to the embezzler
i. If a TP intends to repay and believes withdrawals will be approved by corporation, he does not realize income…he’s a borrower

c. Municipal Bonds
i. The are tax free and at certain rates various marginal tax rates, people will want to buy them

ii. Tax exempt rate is always lower than the taxable rate

iii. Concern: vertical equity ( people with a greater ability to pay taxes should pay more

iv. Rationale: not easy for federal government to just GIVE money to cities and states. Instead, through IRS, permit tax-exempt bonds and through tax preference, state/city gets more money

v. §265(2) bars “tax arbitrage” in the form of borrowing deductibly to hold the bonds

1. Bars interest deductions on debt “incurred or continued to purchase or carry” municipal bonds
7. Gain/Loss from Sale on a Home
a. §121 allows TP to exclude up to $250K from income certain gain on the sale or exchange of a home

i. To apply, TP must have owned the home and used it as a principal residence for periods aggregating at least two years over the five-year period ending on the date the TP sold it

1. Can only be used once every 2 years

ii. Behavioral responses:
1. Make appreciated vacation home principal residence for a whole

2. Sell home once you hit exclusion cap and start over if you think it is still appreciating

3. Big tax benefit for people who buy fixer uppers

8. Dividends
a. Dividends are distributions by corporations to their shareholders and are included in gross income

b. §1(h)(11)(A): taxing dividends at the capital gain rate rather than the full rate – typically 15%

c. Rationale: reduce double taxation of corporate income that otherwise caused unfairness and economic distortion
Chapter 3 TIMING

1. Generally

a. Gain or loss in a change in the value of an asset held by TP is not taken into account under the income tax until a “Realization” event occurs, and only in the absence of an applicable “nonrecognition” statute
b. Reason: responds to conflict of goals of fairness and economic rationality on the one hand and practicality on the other

c. TPs want to accelerate deductions and defer inclusions; IRS wants the opposite
2. Eisner v. Macomber: stock split ( is it taxed?
a. Court:

i. Pitney: no realization of gain due to stock dividend; can’t constitutionally be taxed

ii. Brandeis (dissent): issuing stock dividends that SHs sell for cash is no different than issuing cash dividends that the SHs could invest in new stock; so, taxable

iii. Holmes (dissent): 16th Amendment covers stock dividends as income

b. Case turns on constitutionality of taxation and whether or not this could be said to be realization event (16th Amendment)
c. Reasons for 1-1 stock dividends

i. Ease trading of whole shares by lowering the per-share price

ii. Signal intention to retain funds

iii. Showing SHs how well the company is doing

d. Macomber likely isn’t good law today, but no case has rejected an income tax statute  on the grounds that it is not taxing income

i. §306: stock dividends aren’t taxed
3. Tenant Improvements
a. Helvering v. Brunn (p. 206)
i. Ct said it was not necessary that improvements be severable from land to be recognized as gain and improvements represented rent (payment in lieu of rent), and was taxable to landlord
ii. Good law, constitutionally, but has been reversed by statute
iii. §109: gross income does not include lease improvements accruing to the lessor upon lease termination – other than rent

1. So, nothing is required to be taken into income when the lease terminates, but no depreciation is allowed thereafter

2. §1.61-8(c): intention of the parties (inferred objectively)

3. §1019: lessor has zero basis in building where §109 applies
b. Woodsam (p. 211): owns land and has NR loan then simply doesn’t repay
i. Ct says TP recognized basis and the loan was not a realization event

ii. §1001: disposition is a condition precedent to the taxation of gain
1. Disposition = getting rid, or making over, of anything; relinquishment

iii. The tax system treats property as having a single owner, but economically, the “bundle of rights” can be split lots of ways
iv. Reasons for realization doctrine: (1) measurement and (2) liquidity
4. Realization of Losses
a. Cottage Savings (p. 215): mortgage swaps with large pools are not economic events, but made realization of losses elective
i. An exchange of property gives rise to a realization even under §1001(a) only if the properties exchanges are “materially different”
1. Materially different = legal entitlements that are different in kind or extent

ii. §165(a): deduction is permitted for any loss sustained during the taxable year and not compensated for by insurance or otherwise

iii. This is an example of “Form over substance”
iv. Hair trigger realization problem: you do almost thing and still get a realization – bad for TPs in some settings for the government in others
1. Policy: like-kind exchanges ( don’t want to set the threshold too low

b. Tax planning and requiring economic significance or substance

i. Requiring “significance” for debt modification to be a realization event is a classic type of tax law “move”

1. Rationale: allow TPs to get the tax results they want, so long as they do something they don’t want to do

a. Benefit of deterring an undesirable tax result v. cost of merely making people jump through hoops
b. Making people do what they don’t want to do with the same tax losses = more waste
c. Non-recognition Rules

i. Note: gain that is realized is not always recognized
ii. Recognition: non-application of all non-recognition rules
1. Non-recognitions has same effect as non-realization, except:

a. Gain or loss may be partly recognized, and

b. Keeping track for future tax purposes may be more complicated

d. Like-Kind Exchanges: §1031
i. §1031: Gain / Loss not recognized on “the exchange of property held for productive use in a trade or business or for investment if such property is exchanged solely for property of like kind which is to be held either for productive use in a trade or business or for investment”

ii. Ex: gold and silver are not like kind
iii. If §1031 terms are met, its application is mandatory, not elective
1. So, to avoid: insert cash (or other non-like-kind property) in the middle, in a stage that is not disregarded (sham)

iv. Rationale: 

1. Liquidity

2. Measurement

3. Economic impact / significant

4. Allows efficient allocation of capital

v. §1031 applicability is determined separately for each TP; it can apply to one and not the other in a single exchange
1. Ex: swap lake houses; you hold both for rental but I use one as a vacation home. §1031 applies to you, but not to me

e. Involuntary Conversions: §1033
i. Gain not recognized where property is destroyed and thereby converted into “property similar or related in service or use”
ii. Unlike §1031, getting cash in between holding the property and acquiring new property is permissible

iii. “similarity” standard is more lenient than “like-kind” standard
iv. Replacement must take place within 2 years of realizing any gain on the conversion

v. Applies to gain only and is elective

5. Basis and boot in non-recognition transactions
a. Gain is taxed to the extent of boot

i. You recognize the lesser of the amount of boot and the amount of gain

ii. Boot is taxed to the extent of gain

b. Rationale: suppose two extremes
i. ANY boot = non-recognition is unavailable ( lose non-recognition b/c you got $1M in like-kind property plus a penny of cash?!

ii. ANY qualifying property = full non-recognition ( get complete non-recognition because you got a penny’s worth of like-kind property in addition to $1M in cash?!

c. Mechanics

i. Rule 1: increase the total basis of everything you get back by the amount of gain recognized

ii. Rule 2: give the boot FMV basis, leaving the rest of the total basis to go to the newly held like-kind property

d. Basis of new like kind property = old property + amount of recognized gain – value of boot
e. Three-way §1031 exchanges can be used to avoid recognition
i. Foot-faulting: getting intermediate receipt of cash in a §1031 transaction
1. To avoid: do the cash deal first, then the swap with the willing buyer – OR – swap with the willing seller, who then sells for cash to the willing buyer

2. Beware of constructive receipt and time limits

6. Constructive Sales: §1259
a. A TP who borrows stock and then sells the borrowed stock is said to “short” the stock; Go “short against the box”

i. §1259 treats this transaction as a sale. A TP who holds an appreciated financial position and then substantially eliminates all risk of future gain or loss with respect to eh property is treated as if she had sold the property

ii. Other ways of doing this
1. Forward sale of the stock: you commit to sell it in the future for a price based on its value today, possibly adjusted for dividends
2. Collar (offsetting options): buy a put option entitling you to sell it for a given price, and sell a call option under which the counter-party can make you sell it for the same (or almost the same) price

3. Notional principal contract that is equivalent to a short sale

b. You are taxed on the built-in gain (value minus basis of the position)

i. Basis in the asset is increased by the amount of gain recognized

c. Basic rule: if what you do is TOO MUCH like a sale, we’ll tax it like a sale (b/c it’s similar enough)

7. Zero-Coupon Bond: rather than paying interest periodically, it is purchased at a discount from its stated redemption price at maturity

8. Original Issue Discount (OID): taxed on accrual method
a. Taxed as thought it is interest in a bank account

b. OID = unstated interest in a deferred payment

i. OID = difference between the issue price (price bond is sold at) and the redemption price (price the issuer/borrower is required to pay when the loan term ends)

ii. Approach is to apply discount rates to the expected payments (issue price is determined by discounting the expected payments to PV)

c. §1272: To the extent that a “Debt instrument” does not provide for current payment of an adequate amount of interest, interest must be accrued (currently in income) by the oblige regardless of whether he is a cash or accrual method TP

d. Exceptions to OID rules:

i. Sales of principal residences

ii. Sales of farms for no more than $1M

iii. Sales for payments totaling less than $250,000

iv. NOTE: if OID rules don’t apply, §483 applies
1. §483: treats bond accrual as interest (as ordinary income instead of capital gain), but doesn’t change timing. Cash-method TPs deduct/include interest when paid or received
9. Open Transactions

a. Burnet v. Logan (P. 244): you have basis in a property and sell the property for royalty rights
i. IRS wanted to use and expected value and treat it as a sale (and adjust for accuracy later) ( Too speculative
ii. TP: include nothing until actual receipt of cash in excess of basis
iii. Court agrees with TP

b. Open Transaction Doctrine: no tax until outcome “can fairly be determined without resort to mere estimates, assumptions, and speculation”
i. Where the total value of the consideration to be received by a TP is sufficiently uncertain (not “equivalent to cash” b/c no “ascertainable FMV”) gain is not recognized until the payments actually received exceed bases

ii. Pro-TP rule

iii. Good law, but has been limited overtime

10. Installment Method: permit non-recognition of gain in transactions involving the sale of property

a. Policy: to provide relief from harshness of obligation to pay taxes when TP has not received cash within which to pay those taxes

b. Installment Rule: gain or loss is reported as payments are received 

i. Properly distinguish interest income from Cap Gain; tax interest as it accrues; tax Cap Gain ratably with repayment of principal
1. Must determine overall gain upfront

c. Still have deferral and a tax preference for seller, but less than under open transaction method
d. Mechanics
i. Contract price (CP): total amount paid other than interest

ii. Gross profit (GP): CP – adjusted basis of sale property

iii. Gross profit ratio (GPR): GP/CP

iv. Profit from each principal payment = GPR x amount of principal paid

v. As you get paid back on your principal, we’ll treat it as you getting taxed on a percentage of that. But we’ll treat the interest separately.

e. Basically, apply rules relating to unstated interest or OID and then installment method applies to what remains

f. §453(b)(1): defined as a sale where at least one payment is to be received after the close of the taxable year of the disposition

g. §453(d): the TP can elect not to use this
i. If elect against, TP treats gain as recognized at outset in an amount equal to the difference btwn the FMV of the installment payments and the basis

h. Limitations:

i. Not allowed for sales: out of inventory, by dealers, or of publicly traded property

ii. §453: interest charge for deferral of gain. applies to sales for >$150K, but only if the face amount of all such obligations held by the TP that arose during the year and are still outstanding exceeds $5M.

iii. §453(B): Pledges and sales of installment obligations are generally treated as payment

11. Cash v. Accrual Methods of Accounting
a. Accrual: income is includible when all events have occurred which fix the right to receive such income and the amount thereof can be determined with reasonable accuracy

b. Cash method: includible when actually or constructively received

i. Limits: can easily be abused; requires inclusion upon actual or constructive receipt
c. Constructive Receipt

i. Amend (p. 253)
1. Cash method TP demands to be paid in a later period. IRS says that TP could have been paid earlier but CHOSE not to (so constructive receipt), but TP claims arms length transaction
2. Holding: Ct agrees with TP and says arms length transaction so TP didn’t have the right to demand $ until the date of the K

d. Economic Benefit Doctrine

i. Cash method TPs are taxable on the “Economic and financial benefit derived from the absolute right to income which has been irrevocably set aside for them in trust and is beyond the reach of the payor’s creditors”

1. You need not receive payment to be economically benefitted

ii. Pulsifer (p. 258): children’s Sweepstakes winnings set aside until age 21
1. Focus: whether the payor makes an irrevocable transfer, relinquishing control

e. Qualified Employee Plans
i. Employer gets an immediate deduction while the employee has no immediate inclusion

ii. Policy: encourages retirement saving relative to usual income tax treatment

1. Consumption tax approach that results in neutrality between present and future consumption

iii. §401(k): limits excludable employer contributions to $15K per employee per year
1. Antidiscrimination rule: requires reasonably comparable benefits for rank-and-file as compared to highly paid employees

2. Rationale: paternalism towards R&F; backdoor limit on highly paid employees’ benefit

iv. Self-employed individuals:

1. §408: Individual Retirement Accounts (IRAs): If not disqualified based on AGI and employer plan participation, can deduct up to $5K/year for contributions, no tax until distribution

2. §408(A): Roth IRA: no deduction when you contribute, but qualified distributions are tax-free

a. Leads to lower short-term budget deficits even if effects on long-term solvency are the same either way

3. Both methods (deduction and yield exemption) provide identical tax benefits if tax rates are constant over time. But if rates go up (and they will), traditional IRA is worse
f. Stock Options
i. Three ways to tax:

1. Income upon receipt of the option

a. §83(a): the receipt of property for services is taxed when transferable or no substantial risk of forfeiture

i. §83(b): TPs can elect to include in the year of receipt if above restrictions are not present

ii. §83(e): can’t include if no “Readily ascertainable FMV” (note: not the same as saying FMV=0)

b. Problem: valuation difficulty or forfeitability

2. Income upon exercise of the option

a. §83: use this method if not included upon receipt due to restrictions of lack of ascertainable FMV

3. Gain recognized upon sale of the stock
a. §422: Incentive Stock Option (ISO)

b. Problem: Employer doesn’t get to claim a deduction with respect to the transaction
ii. Employer would want #1; Employee would want #3; but, Collective Tax Minimization suggests that the less tax they pay overall, the more after-tax profit they can split up

1. But, TPs often prefer #3, even though it’s worse for them overall because: it’s preferable if employer is tax-indifferent; it’s best for self-dealing managers who would find it inconvenient to gross up the pre-tax value of their options; employees who get stock options are narrow-minded
iii. Cramer (p. 294): TP undervalues stock and tries to take gain early on.
1. Regs §1.83-7(b)(2) & (3): Options not traded on established markets lack “readily ascertainable MV” unless (1) transferable, (2) immediately exercisable, (3) not significantly restricted, and (4) value can be measured with “reasonable accuracy”

2. Court rejects TP’s arg that Reg was invalid and imposes 25% substantial payment under §6662
12. Transfers Incident to Marriage and Divorce

a. Issue: treat as gifts or transfers as payment (for consideration)

b. Davis (p. 302): transfer appreciated property at divorce; no longer good law
i. State laws: some states have “community property” where spouses are deemed co-owners…but some are common-law where spouses only have an inchoate right to what’s fair and reasonable
c. §1041: no gain recognized on transfer to spouse, or former spouse if incident to divorce (within 1 year or part of settlement). Gift recognized for MARRIAGES only
d. Measuring G/L: if know the value of surrendered property (but not what TP got), given an arm’s length exchange, assume you get FMV of what you sell [Davis]
e. Farid (p. 307): pre-nupt where wife waives rights in exchange for stock
i. Not married yet, so couldn’t waive rights as part of consideration; doesn’t count as consideration for estate tax purposes, but CT says it IS for income tax purposes
1. Rationale: anti-avoidance concerns suggest defining “gift” broadly for gift tax, but not income tax

ii. §1041 reversed this decision
f. Alimony: taxable to the payee (§71a) and deductible by the payor (§215)
i. Three categories: inclusions and deductions always balance (But income varies based on MR for each TP).

1. Alimony (deduct and include)

2. Child support (don’t deduct and don’t include)

3. Property Settlements (don’t deduct and don’t include)
ii. §71 requirements for alimony and rationales:

1. Must be in cash – simplifies potential confusion due to §1041 (G/L not recognized on property transfers)
2. Must be received under an “instrument” of divorce or separate maintenance

3. Parties must not have agreed that payments will be nontaxable to payee and nondeductible by the payor – to give parties a way to opt out of §71
4. Parties must not be members of the same household – to remove incentive for friendly divorces by couples wanting tax advantage
5. Payments can’t continue after death of payee – to ensure payments are for support of payee
6. Payment must not be for child support – to promote substance over form and tricky labeling schemes (call it alimony but it’s really child support).
a. Child support doesn’t get deducted b/c if payor had custody of child there would be no deduction for cost of support, so no justification of same $ paid to ex-spouse
i. Policy: people shouldn’t expect tax system to relieve them of burdens of own making

7. Only payments that are substantially equal for the first 3 years will be treated as alimony – to distinguish between property settlements paid in a few installments and actual alimony
iii. Diez-Arguelles (p. 315): Ct says wife cannot deduct bad debt loss from non-payment of child support b/c debt had zero basis
1. Problem: ignores that TP is monetarily worse-off by reason of having lost out on getting tax-free income

2. Clark issue: TP is worse off than if she had gotten paid, but not worse off than if she’d never had right to child support

g. Choice of Tax Base: Income v. Consumption
i. Consumption Tax: can be progressive if rates are more graduated
1. Encourage saving, don’t discourage it, saving is distributionally irrelevant, reduce overall economic distortion, avoid complexity of a realization-based income tax

2. Harder to game b/c no “realization” issue

3. Flat-rate v. progressive consumption tax: progressivity is accomplished by exempting necessities (such as food) b/c Retail Sales Taxes (RSTs) and Value-Added Taxes (VATs) are collected at a business level (so can’t apply different rates to different customers)

a. Issues: Economic distortion, line-drawing problems, misdirected subsidies

b. Prog. C-Tax Model #1: cash-flow taxation of individuals

c. Prog. C-Tax Model #2: two-tier C-Tax

i. Step 1: start with VAT (or RST converted into a VAT by making inter-business cash flows includable and deductible

ii. Step 2: make payments to workers deductible by business and includable by worker

iii. Step 3: apply graduated rates to workers

ii. Income tax imposes a penalty on saving that C-tax doesn’t
h. Flat Tax and X-Tax

i. Flat tax: not flat ( has 2 brackets, one is a zero bracket

ii. X-tax: adds in more brackets

CHAPTER 4

***IF EXPENSE…[personal, business-personal, business]

Personal Deductions (for calculating taxable income) – Not related to cost of earning income (itemized, standard, or personal exemption). Below the line deductions (for computing taxable income, not AGI)

I. Policies: 

a. maybe reflect a sense of justice, maybe incentivize some behavior

i. criticism: serve as subsidy and value of subsidy is greater when make more money (because save more on taxes)

ii. possible reform: eliminating deductions, credits, exemptions, etc

iii. reduce tax burden on middle and low income

1. others say reduces burden on upper class....?

II. § 63 Taxable Income Defined. 

a. Taxable income means gross income minus the deductions allowed by this chapter (other than the standard deduction)

b. For individuals who do not itemize their deductions for the taxable year, taxable income means adjusted gross income minus—(1) the standard deduction, and (2) the deduction for personal exemptions provided in section 151

c. EXAM NOTE: TP will choose the greater of the itemized deduction and standard deduction

A. Itemized Deductions (taxpayer must elect to itemize deductions § 63(e))
a. Rationale:
i. Supposedly, they are personal not business, allowed as incentives or aid rather than to measure income accurately, BUT NOTE THE FOLLOWING
1. Investment expenses, employee business expenses

b. Floors and Limits
i. § 67 – 2% Floor on Miscellaneous Itemized Deductions
1. Miscellaneous itemized deductions allowed only to the extent that the aggregate of the deductions exceeds 2% of AGI
a. Calculate: Aggregate the miscellaneous itemized deductions, compare to 2% of AGI. Subtract out 2% of AGI from the total if the aggregate exceeds 2%. 
2. FLOOR DOES NOT apply to: (§67(b))
a. Interest - § 163
b. Taxes - § 164
c. Casualty or theft losses - § 165(a), (c)
d. Charitable deductions - § 170
e. Medical, dental deductions - § 213
f. Any deduction allowable for impairment-related work expenses
g. Deduction under 691(c) (relating to deduction for estate tax in case of income in respect of the decedent)

h. Deduction allowable in connection with personal property used in a short sale

i. Claim of right related deduction - § 1341

j. Deduction under 72(b)(3) (relating to deduction where annuity payments cease before investment recovered)

k. Deduction under § 171 (relating to deduction for amortizable bond premium)

l. Deduction under § 216 (relating to cooperative housing corporations)

ii. § 68 Overall Limit on Itemized Deductions – the 3% “haircut”
1. Itemized deductions (other than those in § 68(c)) are reduced by the lesser of: 

a. 3% of AGI in excess of the applicable amount (floor) OR

i. Take AGI

ii. Subtract applicable amount of $159,950

iii. Take 3% of the difference

b. 80% of itemized deductions (ceiling)

i. Multiply sum of relevant itemized deductions by 80%

c. Compare (a) and (b) – take the lower figure..CONTINUE TO NEXT PAGE
d. Reduce the figure in (iii) by 1/3 (§68(f)’s phase-out of limitation) – This is the value of the itemized deduction to be subtracted from AGI
e. § 68(c) excludes the following itemized deductions from this limit:

i. Extraordinary medical expenses under § 213

ii. Investment expenses under § 163(d)

iii. Personal casualty loss under § 165

iii. Interaction of 67 and 68
1. Apply the 67 floor. Then calculate itemized deductions, per 68. Or as Shaviro says, you lose 67 off the top and then 68 kicks in for another hit. 

All BELOW THE LINE itemized deductions

c. § 165(c) – Casualty Loss…fairness-lose wealth…don’t want people to take advantage
i. Analysis

1. Determine whether casualty occurred

a. § 165(c)(3) – Deductions for losses from fire, storm, shipwreck, or other casualty, or from theft

i. Dyer: No casualty loss for routine event of cat breaking vase. Ct held cat’s fit was not unexpected or extraordinary

ii. Suddenness requirement (Rev Rul): termite damage not a casualty because not sudden

iii. Chamales: Depreciation of property in OJ Simpson neighborhood not deductible. Non-physical damage, not sudden. 

1. Change in value for non-physical event is potentially symmetric – a market fluctuation

2. Perhaps require physical damage to avoid a one-way ratchet based on collateral events that raise or lower property values

iv. Policy: don’t want to give a casualty loss for a mere market fluctuation

v. Blackman: No casualty deduction when loss caused by gross negligence or willful act of TP – TP set wife’s clothes on fire and left. No deduction for house fire. 

1. Public policy argument: Do not want to reward someone who has acted criminally or negligently

b. Consider whether § 165(h)(4)(3) prohibits a deduction because no timely insurance claim

c. Calculate aggregate loss by taking sum of decrease in value of each asset

i. Decrease in value of asset=FMV before casualty MINUS FMV after casualty

ii. Note §165(b) limit: Loss for each item cannot exceed the basis in the item 

d. Reduce aggregate loss from (c) by $100 ($100 floor)

e. Calculate 10% of AGI

f. Allow deduction for the amount that (d) exceeds (e)

i. Note §165(a) limit: can only deduct amount not covered by insurance

ii. Policy: Casualty loss as a form of automatic, no premium insurance

1. Tax liability reduction due to deduction is equivalent to insurance payment for loss, with a premium depending on MTR

2. Floor is similar to the deductible in a basic insurance plan

3. Arguments for casualty loss deduction: 
a. Avoids market failures such as adverse selection – All TPs are enrolled, not just the TPs that expect to need the insurance payout

i. Adverse selection – those who will need it most will pay for it, assymetrical information problem, person knows more than insurance company and may know if win bet

b. Automatic, universal deduction is simple administration if it is a benefit everyone wants

i. Consumper myopia - often thought people undervalue insurance. Shaviro is unpersuaded here

c. Avoids the net loss that is inevitable in the long-term when purchase private insurance

4. Arguments against casualty loss deduction: 
a. Means that the value of insurance depends on MTR

i. Co-payment based on moral hazard – makes rate a person’s problem

b. Moral hazard- people may act recklessly if they have automatic, no premium insurance – no money out of pocket (but they do have co-pay)

i. But insurance company will raise the premium if riskier

ii. Again, in insurance industry assymetrical information problem, do not know how morally hazardous your behavior is

c. Should rely instead on the well-functioning insurance market

d. All income tax can be thought of as insurance against ability risk (amount of opportunity)

i. SEE CONCEPTUAL ELABORATION ADDENDUM
iii. Consumption and casualty and Haig-Simons Income
1. Makes sense to have a casualty loss deduction when TP gets less than expected consumption value

a. Ex. Accident as pulling new car out of lot – but person in accident five years later also gets the deduction. Under Haig-Simons, which gets deduction?

2. Law incorrectly focuses on suddenness and not period of use as it relates to consumption value. From HS perspective, would want to allow deduction for new car because at least five year owner had consumption value (although typically don’t measure this)

3. Arguably the merits for a deduction depend on getting much less use from an asset due to early, sudden destruction. But the law’s focus on suddenness leads to silly consequences (Dyer – Shaviro likes this case a lot and asks what if it were a crocodile?)

d. §213(a) – Deduction of extraordinary medical expenses (not compensated by insurance)
i. Policy considerations: 

1. Medical expenses are consumption, inviting MTR critique. But arguably a correct measurement of income. 

2. Health clearly relevant to wellbeing, but note Clark problem (healthy vs. treatable vs. untreatable).

a. $80K – good health

b.  $100K – went down to bad health, then paid $20K to get back up to good health

c. $100K – went down to bad health, but couldn't pay to get back up

d. People have all different health levels, and we don't normally give this tax treatment

3. Do we need the government to supply health insurance? Isn’t that what we have an industry for?

4. How well is it working? Maybe we do need “income tax as insurance”

5. See healthcare in conceptual elaboration addendum
ii. Analysis

1. Determine eligible medical expenses

a. §213(d)(1)(A) – amounts paid for the ‘diagnosis, cure, mitigation, treatment or prevention of disease, or for the purpose of affecting any structure or function of the body”

b. Can include insurance premiums and costs of routine care (but often do not exceed 7.5% AGI)

c. Shaviro’s three possible approaches for determining medical expenses: 

i. Common usage – medical or not?

1. Medication = medical expense, moving the land (Taylor) = not a medical expense

2. Arguably too narrow and stingy. What about wheelchair lift?

ii. Chain of causation – medical or not?

1. Used to mow lawn, doctor says can’t, TP wins

2. Really easy to get deductions. Just need a doctor’s note. 

iii. Decrease medical expense by non-medical value – accurate but impossible

1. Conceptually the medical expense is the amount you spend that exceeds the non-medical benefits you get back. That’s essentially what the medical loss is – expenditure that wouldn’t be worth it were it not for the medical reasons

iv. Case Law

1. Taylor – cost of lawn service not deductible even though doctor said TP cannot do it because of allergies
2. Henderson – No deduction for depreciation of van, only for cost of wheelchair lift - § 213, refers to “expenses paid,” which does not cover depreciation – an accrual item
a. Van rental would be deductible. Unsatisfying case. 
3. Ochs – cost of boarding school not deductible even though doctor recommended kids out of home after wife’s throat surgery
a. Mentions “parade of horribles” – governess, cook, etc
b. Shaviro says this is the same issue as Benaglia because there is consumption value mixed with medical value. 
4. Ochs dissent – Legislative history reveals broad definition of medical expenses to include amounts paid for the diagnosis, cure, mitigation, treatment, or prevention of disease – or for the purpose of affecting any structure or function of the body
5. Property improvements – only deductible to extent cost of improvement exceeds the additional value added to the house
2. Calculate sum of medical expenses
3. Calculate 7.5% of AGI
4. Subtract (3) from (2) and deduct that amount – the excess over 7.5% AGI
e. § 170 – Deduction for charitable contributions – incentivize giving – aid charities then positive externalities
i. Eligible donees - § 170(c)
1. State or any political subdivision as long as the gift is exclusively for public purposes
2. Corporation, trust, or community chest, fund, or foundation – 
a. Created or organized in the US or under the law of the US, any state, DC, any possession of US
b. Organized and operated exclusively for religious, charitable, scientific, literary, or educational purposes, or to foster national/international amateur sports competition (except for provision of athletic facilities/equipment), or for the prevention of cruelty to children or animals
c. No private inurement
d. Not disqualified for tax exemption for attempting to influence legislation or engage in political campaigns
Gift must be used within the US or any of its possessions

e. War veterans organization

f. Domestic fraternal society, order, or association

g. Cemetary company

ii. Limitations - § 170(b)

1. Limited to 50% AGI – gifts to churches, educational organizations, medical institutions, and certain publicly supported organizations

2. Limited to 30% AGI – gifts to other organizations, such as private foundations

3. Corporations can only deduct 10%

4. Donations that exceed these limits can be carried over for 5 succeeding years

iii. Policy:

1. Want TPs to “show us the money”
2. Reduction in tax liability due to deduction is equivalent to a government subsidy that is directed by the donor. 

a. Why should the donor direct the subsidy?

3. Alternatives: 

a. Government funding and no deduction

i. Crit: go to pet projects of Congress officials and not rich people. Same problem. Pathology of interest group politics. Also, decentralization – individuals who are out in districts know what’s going on. Let people make the decisions. 
b. Permit each TP to allocate a certain portion of money through tax return (a la campaign check-off)

i. People would take more care and be more informed, make better choices, because taking a financial hit and not just checking off a box
ii. Private gifts discouraged from a rational behavioral model point of view. People who would give $100 and get something, will not give $65 if don’t get something. People think in terms of transactional terms. 
iv. § 170(c)(1) – Contributions of appreciated property
1. Property with long-term capital gain (over one year) – deduction at FMV – very generous
a. Runs against the realization requirement. People argue that we should limit the deduction to basis. People have income permanently mismeasured.
b. HUGE incentive for gifts of appreciated property rather than cash
c. Administrative/compliance problems for IRS – unique property like to overstatement in value
d. Argument in support: makes incentive in favor of charitable gifts even stronger. This is the right way to allocate the overall incentive. It’s going to disappear into the family vaults unless provide extra incentive. Makes tax incentive for appreciated property even bigger. 
e. Tax reform types: this is a controversial rule. For political types, it’s very strong. 
2. Deduction for long-term capital gain is limited to 30% AGI
3. Property with short-term capital gain (less than 1 year) – deduction is TP’s basis in property
v. NO DEDUCTION for gifts with substantial benefit to donor – applies to cash and property
1. Ottawa Silica Co: Developer donated portion of property to school district. Court held no deduction when substantial benefit to donor – remainder of property would rise in value due to roads school district would build and presence of school. Donors knew this. 
a. Rationale: Gift is substantial when benefits to donor are greater than those to the general public. Quid pro quo sufficient to remove transfer from realm of deductibility
2. Singer Co: Discount sale of sewing machines to school not deductible because gift made with the predominant purpose of encouraging students to use and in the future purchase sewing machines, thereby increasing future sales. 
3. Duval: Deduction permitted even though suspicion of benefit. TP donated site for library and got zoning request approved. 
4. Rationale: “show us the money” – want evidence of altruistic externality. 
vi. Other design details
1. No deduction for non-itemizers – a big political issue
a. Incentive effect, split in the charitable community
2. Why have a 50% limit?
a. Counter upwards tilt towards wealthy?
b. No definite rationale
f. Deductibility of interest expense depends on how the expense is classified (based on the underlying loan)
i. §163(h) Personal interest generally – NOT deductible
1. Issues: Results in inconsistent treatment – taxing savings but not taxing negative savings. No deduction is appropriate because personal loans finance consumption activities – no deduction related to consumption. 

2. Shaviro: thinks personal debt is the cost of consuming earlier rather than later – interest deduction should create an incentive for this

a. Logical symmetry argument: if saving is taxable, shouldn’t dissaving be deductible.
b. See conceptual elaboration addendum
3. Distinguishing between business and personal 
a. Reg §1.63-8T(a)(3): interest is allocated according to the use of loan proceeds

b. But money and fungible are often co-mingled

c. Trace disbursement of debt proceeds to specific expenditure. 

d. Commingling rules: treat borrowed dollars as spent first for personal purposes – EXCEPTION – when QRI home equity is involved – treated borrowed dollars as used on QRI even if not used first

ii. § 163 - Qualified Residence Interest (QRI) – Exception to the personal interest nondeductibility rule
1. QRI is any interest paid or accrued during the taxable year on

a. Acquisition indebtedness – debt incurred to buy, build, or improve a residence

i. Must be secured by a qualified residence

ii. Debt cannot exceed $1 million

b. Home equity indebtedness

i. Must be secured by qualified residence

ii. Limitations

1. Home equity debt + acquisition debt cannot exceed FMV of home

2. Home equity indebtedness cannot exceed $100K

c. Qualified Residence means: 

i. Primary residence and one other resident of TP

ii. If residence is rented, TP must reside at residence for 14 days a year of 10% of the amount of days it is rented (for seasonal homes)

2. Rationale: encouraging home ownership is an important goal. Results in home ownership as a tax favored activity 
a. Some argue for reforming this rule, but there are problems:

i. Those who purchased homes assumed they would be able to deduct their mortgage payments. Might find it difficult to keep up with payments without benefit of tax deduction

ii. Reform would reduce value of home to new purchasers who could no longer deduct mortgage interest. This would reduce the price existing homeowners could get. 

iii. Difficulty of making a small change in the tax code
3. Shaviro’s policy talk: 

a. Personal interest deduction makes sense in an income tax; in effect, it’s just negative savings yielding negative interest.

b. See conceptual elaboration addendum
c. Perhaps the rationale is that QRI is easy to identify whereas it might be hard to determine what a TP “did” with loan proceeds for other personal spending

g. §164 – Deduction for state and local taxes 
i. Deduction allowed for state and local income taxes and taxes on real and personal property

1. Where incurred by a business, state and local taxes are deductible as a business expense. Rule does not extend to individuals

ii. Sales tax deduction eliminated in 1986 BUT since 2004, TP can elect sales tax deduction instead of deduction on state and local  taxes § 164(b)(5)

1. Rationale: individuals in states with sales taxes instead of income taxes were treated differently. Governmental coordination

iii. Limitations/exceptions

1. No deductions for taxes paid in connection with acquisition of property

2. No deduction for taxes incurred by seller in connection with sale of property

iv. Issues: been under attack for years, and being phased out in sense by rapidly spreading application of AMT

1. Should state and local taxes be given above the line deduction treatment as a cost of earning income?

a. Argument against: TP benefit from state and local spending. Tax=proxy measure for benefit from government spending
h. §165(d) – Gambling – basketing
i. Deduct losses up to amount of winnings

ii. Issue: joint consumption and savings, substantiation req’d, Shaviro thinks consumption value should be taxed even when basket to break even

B. § 63(c)(2) Standard Deduction: Adjusted annually for inflation

a. For 2009, the standard deduction will be $11,400 for joint returns ($5,700 for single individuals).

b. Rationale:

i. Simplicity – easier than itemized

ii. Makes sure that noone is taxed on first dollar of income – effectively creates a zero tax bracket, which is not in the table

iii. Larger than itemized deductions for most TPers

C. Personal Exemptions
a. § 151: Personal exemption for TP and spouse
i. 2009 rate: $3,600

b. §151(b): Dependent exemption

i. §152 defined dependent as qualifying child or qualifying relative

c. §153(d)(3). Phaseout of personal exemption. 


i. If a TP’s adjusted gross income exceeds a threshold amount, the exemption amount is reduced by the applicable percentage. 

ii. The applicable percentage is 2% for each $2500 by which the TP AGI exceeds the threshold amount. The applicable percentage cannot exceed 100 percent. The 2009 threshold is $250,200. 

1. Ex. If a person earns $2500 above the threshold, he/she is taxed at (.02)x(2500)=$50

d. Issues: can think of the phase out as a temporary increase in MTR – not receiving the deduction is, in effect, equivalent to increasing the tax rate. 

e. See class slide 17

f. See 10-24 notes

D. Phaseout Policy
a. Lead to a temporary increase in applicable MTRs
i. For a family, a $2,500 increase in AGI within the phase-out range increases taxable income by $2,500 + .02($14,600) = $2,500 + 292 = $2,792.  At a tax rate of 35%, this increases tax liability by .35($2,792) or $977.20.  So the true marginal tax rate (MTR) for this family, in the phase-out range, is 977.20/2,500 or 39.088%.  Larger MTR effect if more dependents, smaller effect if fewer of them.

ii. “Cliff” or “notch” effect: a $1 AGI increase into a new $2,500 increment, increases this family’s taxable income by $1 + $292 = $293.  At a 35% rate, this $1 increase in AGI would increase tax liability by $102.55 (!).

b. Phaseouts are being phased out, schedule for a full repeal in 2010 and full restoration in 2011

c. Reason for phaseouts rather than increasing MTRs directly

i. Stealth effect

ii. Temporariness of the MTR increase

d. Is this fair?

E. ZBA = standard deduction + personal deduction
a. between standard deductions and personal exemption deductions – there is a significant zero bracket – people that have income but enough deduction to mean no tax liability

The effective zero bracket amount (ZBA) resulting from the standard deduction plus personal exemptions can be substantial.  E.g., in 2009, for a married couple with 2 children, it will be $26,000. But for a single individual w/o dependents, only $9,350. 

CH 5: Mixed Business and Personal Outlays
GENERALLY
1. §262: no deduction shall be allowed for personal, living or family expenses

i. Limited by §67, which provides that certain “itemized” deductions are allowable only to the extent that in the aggregate they exceed 2% of AGI
1. §212: expenses of generating income from sources other than a trade or business

a. Non-deductible under AMT
2. §162: permits deductions for ordinary and necessary expenses paid or incurred in carrying on any business or trade

2. §280A: NO deduction for business use of residence EXCEPT under this provision OR as allowed for personal use

a. §280(A)(d): Residence = reside in home for 14 days per year or 10% of the number of days it is rented per year
i. Two situations: Home office or Vacation Home

3. §280A(c) - Home Office
a. (1) Certain business use. Subsection (a) shall not apply to any item to the extent such item is allocable to a portion of the dwelling unit which is exclusively used on a regular basis—

i. (A) as the principal place of business for any trade or business of the taxpayer
ii. (B) as a place of business which is used by patients, clients, or customers in meeting or dealing with the taxpayer in the normal course of his trade or business, or

iii. (C) place used in connection if a separate structure
iv. NOTE: use by employees is not acceptable unless it is for the convenience of the employer

b. What is the Principal Place of Business? (§280(A)(c)(1)(A))
i. Solimon Test: (a) relative importance of functions performed in different place [where services are delivered has great weight under this factor], (b) time spent at each – Test results in denied deduction for Dr with home office

ii. Popov: Violinist allowed deduction for practicing in room at home – more time spent practicing than in concert halls. Difficult to classify music in goods and services so CT says relative importance prong not determinative.

iii. Drucker – Deductions permitted for musician home studios because employers gave no practice space

c. What does “for any trade or business” mean? (§280A(c)(1)(A))
i. Moller – TP are investors (seeks income from dividends and long-term appreciation), NOT traders (involved in trade or business) – No deduction because must be FOR TRADE OR BUSINESS not for INVESTMENT – Distinction not convincing but claim sounds like fraud

ii. Kozma – TP is a professional gambler and claimed deductions for travel expenses  - this is permissible, but is limited by §165 (which limits wagering losses to wagering winnings)
1. Whitten – TP wins money on game show and tries to deduct for travel, meals and lodging under §165 as gambling loss. No deduction for expenses for participation in game show.

a. Prof thinks §67 floor on §212 would kill this claim.

iii. TP finds a LOOPHOLE

1. Feldman – Accountant works from home so “rents” office space to firm and take deduction – Ct enforced plain language and allowed deduction.

iv. LOOPHOLE CLOSED

1. Congress Responded -  §280A(c)(6) – Treatment of rental to employer. No deduction for portion of dwelling unit rented to employer.
4. §274 – Allows deduction of cost of any activity which is of a type generally considered to constitute entertainment, amusement, or recreation if directly related to business.
a. What is considered entertainment?

i. Regs §1.274-2(b)(1)(ii) – objective test for whether activity is type to constitute entertainment

1. Consider TP’s trade or business: dress maker having fashion show is not entertainment. Entertainment instrumental to conduct of business is not entertainment (e.g., events not open to public, nothing sold, tix are free, trade or business is horse racing).
b. §274(A)(1)(A): if directly preceding or following a substantial and bona fide business discussion, threshold is lowered to require activity to be “associated with” active conduct.

i. Regs §1.274-2(d)(3): must be for a specific benefit (not just general goodwill); need only be the same day (or, e.g., the night before) to satisfy “directly preceding/following”
c. If applicable, §274(n) limits deduction to 50% of cost [other 50% is nondeductible personal expense]
i. Rationale: proxy for accounting for fact that there is consumption value

ii. Policy: fairness considerations: TPs who benefit from deductibility tend to have relatively high incomes, and in some cases the consumption may bear only a loose relationship to business necessity [executives dining at expensive restaurant use the deduction, but inherent unfairness because these tend to be more lavish affairs than what one may otherwise consume. ( critique of the tax system]
5. Business lunches

a. Moss – IRS concedes §162(a) permits deduction of meals when they are ordinary and necessary business expenses. Ct disallows deduction for daily lunch of co-workers at convenient, affordable restaurant.  Ct acknowledges business and personal elements – the facts of this case, personal wins. It is a matter of degree and circumstance – Group of co-worker, restaurant convenient and affordable.
i. §119 (excluding from income the value of meals provided by an employer to his employees for his convenience, but only if they are provided on the employer’s premises) does not apply – Moss is not employee but partner
ii. §162(a)(2) (allowing the deduction of all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business while away from home) does not apply – Not travel expenses while away from home
6. §162, §274 and §132(b) – Travel and Commuting Expenses
a. Superimposes on §162 additional requirements for travel 

b. §162(a)(2) permits ordinary and necessary deductions for “traveling expenses (including amounts expended for meals and lodging other than amounts which are lavish or extravagant under the circumstances) while away from home in the pursuit of a trade or business”

c. §132(b) – employees are not taxed on whatever personal benefit they receive out of employer-provided business travel

d. Requirements for travel
i. Evaluated factors from Flowers – ordinary and necessary, away from home, pursuit of business
1. Home: Home is principal place of business [Flowers (works in another city) and Hantiz (HLS summer job)]
a. Temporary Employment Doctrine: §162(a)(2) allows a deduction for expense of maintaining a second home as long as the employment is temporary, NOT indefinite or permanent

i. Requires having a business connection to both place – In Hantzis, personal connection to Boston and business connection to NYC.
ii. Temporary = less than one year

2. Away from home: overnight [Correll]

ii. Determine whether expense of spouse is deductible - §274(m)

1. NOT deductible UNLESS

a. Spouse is employee of person taking deduction

b. Spouse has bona fide business purpose for being in trip AND

c. Spouse’s addition expenses would otherwise be deductible

iii. Determine whether TP satisfies substantiation requirement - §274(d)

1. Records of amount, time, and place

e. If foreign travel....
i. for more than a week, divide days spent abroad between business and personal – Reg §1.264-4(d)

ii. if more than 25% of days are non-business, business versus personal costs must be allocated on a per-day basis

iii. if less than 25% of days are non-business, use percentage of business days to allocate cost

iv. Special rules for cruises and foreign conventions - §274(h)

f. Issues: Business motive but some consumption value (Benaglia); Accurate measure would be the cost that exceeds the consumption value; Cases instead look at primary purpose of trip (which in reality becomes, was there a sufficient business justification for the trip?)

i. Duplicativeness and higher short-term costs are presumably the rationales but not directly legally relevant
ii. Also, “in the trade or business” requirement rationale is b/c entering a new trade or business is a personal choice (hence law school tuition nondeductible, unlike CLE)

7. §274 as reaction to uncertainty of Rudolph
a. Ct does NOT allow deduction of trip to NYC which is given as reward to insurance co employees – Dist ct had held trip was personal and non-deductible requiring clear error for reversal 

b. Majority of cases permit deduction as long as sufficient business purpose
8. Child-care expenses – NOT deductible as ordinary and necessary business, inherently personal

a. Smith – Both parents work but Ct does not allow deduction for child care due to reducio ad abdurdum – Does this mean food is deductible; Coase argument is nullified and can’t solve based on but-for cause
b. Initial question: Did TP get full consumption value for the outlay? No deduction given that she’s working, no doubt it’s worth every penny to make sure the child is being cared for rather than being left home alone.

c. Issues:

i. Not allowing deduction discourage secondary earners from entering the market

1. Suppose H has a job paying $40K. W stays at home and provides childcare services worth $20K. Economic income = $60K, but taxable income = $40K. If W takes a job paying $25K: economic income rises by $5K, free cash pre-tax (after childcare) rises by $5K, taxable income rises by $25K. Effective marginal tax rate on the increase in economic income and free cash may well exceed 100%

a. Housework – providing services for yourself in the home – is not taxed. So if someone is choosing between that and a market job, we will have huge problems. You will be putting a huge tax thumb on the scale against women in this situation going to work.

2. Denying the childcare deduction therefore has a huge discouraging effect on her accepting the job; she may stay home (deadweight loss)
ii. Allowing the deduction encouraging child care over other forms of consumption

1. If they both plan to work and are choosing between a child and vacations, ALLOWING the deduction “distorts” the choice if we apply here the idea of tax neutrality

2. Suppose we assume: having a kid is a form of consumption…going on a vacation is another form. We are subsidizing one and not the other. Now, we’re telling people to consume via children, rather than via vacations. So is this a distortion that cuts the other way? It’s a different margin of choice

iii. How to decide? Consider which choice is price-elastic

1. Having children isn’t enormously price-responsive. Having a child v. going on vacation is not necessarily a distortion that will have a huge effect
iv. Tax System Goal: efficiency and distribution. Under Smith, you will get huge distorting effects on women given the marginal rates
1. Economic efficiency: this effects people’s decisions. Huge effect on keeping women with children out of the work force. Deadweight loss b/c the government doesn’t get to tax these people that don’t work.

2. Suppose you think it’s socially desirable to have women do what they want…this will effect the allocation of power amongst couples

d. §21 – Child care credit – direct reduction in tax liability

i. Requirements

1. Household includes one or more qualifying individuals – children under 13 or other dependent

2. Calculate applicable percentage for credit --  35% of applicable employment-related expenses if AGI is $15K or less –Reduce credit by 1% for each $2K or increment of AGI above $15K- Down to 20% for AGI of greater than $45K

3. Determine employment-related expenses are incurred in care for qualifying individual that permit TP to work -- Capped at $3K for one qualifying individual, $6K for 2 or more

4. Apply percentage to employment-related expenses and reduce tax liability by this amount

5. Credit cannot exceed earned income
9. Clothing expenses deducted under §162 if...
a. Requirements (from Pevsner)

i. Clothing if of the type specifically req’d as condition of employment

ii. Clothing is not adaptable to general usage [Pevsner: Objective approach]

iii. Clothing is not worn as general usage
b. Pevsner- Manager at YSL disallowed deduction for clothes based on (b) – Ct held objectively adaptable to general use even if not her style.  Does not want court in the business of evaluating personal taste.
c. Administratively simplicity of objective approach: adaptive to general usage
i. Nelson: TV actors could deduct b/c too hot, long hours, wear and tear. Personal use was de minimis.
ii. Mella: Tennis pro was not allowed to deduct b/c common to wear athletic apparel

iii. Williams: permitted to deduct cost of leather uniform with AMWAY label, but not allowed to deduct cost of boots and helmet b/c could be used for nonbusiness use
d. Inaccurate measure of consumption value – 2 managers with different socio-economic levels will value the clothing differently.


10. Legal fees and Origin of Claim – Personal or Business?

a. §212(2) – Allows deductions for ordinary and necessary expenses incurred during the taxable year for the conversation of property held for production of income

i. §67 – 2% floor on §212 deductions

b. Gilmore – TP attempted to deduct legal fees incurred for protecting property during divorce action.  Loss of stock to wife might have resulted in TP losing corporate position.  Ct holds origin of claim was personal (divorce) so not deduction, even thought protection of property had business implications.
11. Education expenses deducted under §162...

a. Reg §1.162.5 – objective standard that cost of education can be deducted as a business expense as “maintaining or improving skills required by employment”

b. Carroll – Police officer tries to deduct cost of philosophy degree. Based on reg above, TP does not show sufficient relationship between education and the job skills required by the policeman.

c. Issues: Carroll should have argued for deduction as investment in capital asset

i. Looking at it from a Haig-Simons position, you are creating a capital asset, so if this were the correct economic approach, you would not get to deduct it, but you would be allowed to add it to a basis for something and then deduct it over its useful life
Chapter 6: Deductions for Costs of Earning Income
1. Generally

a. Once we know a given item is business or investment, not personal, it should be allowable at some point.

b. But still need to determine if currently deductible or capitalized

c. §162 – deduct “ordinary and necessary” business expenses

d. §263 – can’t deduct “any amount paid out for new buildings or for permanent improvements or betterments made to increase the value of any property or estate

i. But this doesn’t mean you can deduct them over time

e. §263A – requires broad capitalization for direct and allocable indirect costs of property – for TPs with gross receipts > $10M (§263A(b)(2)(B))

f. These are deduction dis-allowance rules, but the question is just timing.

i. If a given outlay related to current income, then deduct

ii. If a given outlay related to future value, then capitalize

g. General purpose is to match economic reality

h. Compare to Haig-Simons, where accounting rules aren’t necessary, and just observe the change in value for the year

2. Administrative convenience may be the rationale to permit expense (employe salaries, authors, etc.)
a. Encyclopedia Britannica – No deduction (must capitalize) outlay to contractor when book will produce income for many years.  Ct rejects rules of administrative convenience that allow expense even when future value (applies to authors, employer salaries).  Object of §162 and §263 is to match up expenditures with the income they generate.

b. Rev Rul 85-82 – Reg §1.162-12(a) allows for current deductions of cost of seed and young plants purchase for future development.  Purchaser of seeds entitled to expense, not buyer of property with young plants.  In this case, the value of the plants is included in the purchase price and capitalized with the total cost.  When plants are sold, value of young plants can serve as basis.  

3. Factor: Whether expenditure creates a significant future benefit, even if intangible
a. INDOPCO – Significant future benefit test -- Banking fees incident to a merger must be capitalized.  Purpose of the merger is to increase future value. Govt. wins, subject to the point that “incidental” benefits need not lead to capitalization

i. 2002 response by gov’t – Concedes case it already won but promulgating pro-TP regulations that permits capital-type outlays to be deducted – Capitalization of expenses that create a future intangible asset, even thought not a separate and distinct asset being created. 

4. Repairs and Maintenance
a. Reg §1.162-4 – Allows deduction for “incidental repairs which neither materially add to the value of the property nor appreciably prolong its life, but keep it in an ordinary and efficient operating condition.

i. Suppose you own a rental building. Adding a new and better roof is capitalized, but fixing hole is expensed. Why? You’re bringing things back where they were before – the roof was fine, then broken, so you fix it, and you’re back in the same place again. 

ii. Merits of deduction strong where (a) outlay restores state of affairs disrupted by accident, or (b) regular annual upkeep. Less strong for (a) predictably recurring (but not annual) expenses. E.x., if $X must be spent every 3 years, deduct 1/3 of $X each year?

b. Rationale: repair restores state of affairs disrupted by accident and that they tend to last less than a year

i. Counterargument: it is part of the initial risk and incorporated into the purchase price

c. Midland Empire – Concrete lining to oil-proof basement permitted as a deduction. Ct relied on Reg to say lining returns to ordinary efficient operating condition. [Counter argument - capital improvement to the building.  Maybe ct is sympathetic to the fact that the oil leak problem did not emerge in first 25 years of ownership]. Ct holds payments were ordinary because “know payments for such purpose are the common and accepted means of defense against attack” [Welch v. Helvering]

i. 2 options: Deduct repair under §162 and no change in basis OR report loss under §165 and then increase basis with cost of repair

d. §263(a) - for permanent improvements or betterments – capital improvement, not repair

i. Look to see if life of building is prolonged, or building is in like-new condition
5. Qualified Environmental Remediation Expenditures are exensed
a. Allow TP to deduct expenditures that would otherwise be capitalized if occur in connection with abatement or control of hazardous substances

b. Rev Rul 94-38 – Currently deduct soil remediation expenditures; Capitalize groundwater treatment facilities

c. Rev Rul 2004-18 – Reverses 94-38 when TP is producing goods for sale to customer.  Soil remediation considered part of inventory costs which are capitalized, then recovered when sold.

i. §263A – direct and indirect costs

ii. Reg §1.263A-1(a)(3)(ii) – TP that produces tangible personal property must capitalize all direct costs and property’s allocable share of indirect costs

iii. Reg §1.263A(e)(3)(i) – indirect costs are property allocable to property produced with costs directly benefit or are incurred by reason of the performance of production activities

6. Inventory Accounting
a. FIFO (normally better) and LIFO - §472(c): pick one method and stick with it

7. Goodwill and other assets are capitalized
a. Welch v. Helvering – TP makes payments on bankrupt assets in order to strengthen his own standing and credit.  Comm argues not deductible because not ordinary and necessary business expenses but capital expenditure for development of reputation and goodwill.  Reputation and learning are akin to capital assets. 

b. Necessary: defined as appropriate and helpful.

c. Ordinary: payments for such purpose are the common and accepted means or defense against attack. 

d. Can interpret TP actions as repair of goodwill or creation of a new asset – Cardozo chooses new asset.  Contrasts to EXTRA-ordinary (not expensed).
8. Reasonable Compensation
a. §162(a)(1) allows deduction for reasonable compensation; provision has been used to limit deductible compensation to the “reasonable.”
i. Not for arm’s length situations (i.e., contract for basketball player, who is then injured but still paid millions of dollars) – rather, to catch disguised dividends by corporations to employee-owners.

ii. Only applies to public companies

b. §162(c)(1) – no deduction for illegal bribes or kickbacks, etc. to government employees, including foreign officials (burden of proof on IRS)

c. §162(c)(2) – no deduction for illegal bribes, kickbacks, or other illegal payments under US federal or state law, but for state laws only if generally enforced.
i. So, can deduct under state law if law isn’t enforced

d. §162(f) – fines and penalties paid to any government not deductible

e. §162(g) – the 2/3 piece of treble damages not deductible

f. §162(e) – no deduction for lobbying and campaign expenditures
9. Depreciation and Inflation
a. When a business asset is disposed of, any gain is treated as capital gain

b. Depreciation recapture (§1245): reversal of depreciation deductions is treated as ordinary income, except for real estate (§1250)

i. Thus, say a $100,000 truck is depreciated to $20,000, then sold for $115,000

ii. Of the $95,000 gain, the first $80,000 is treated as ordinary income (the rest is likely to be Capital Gain)

c. §197: intangible assets such as goodwill – 15-year straight-line amortization if under §197 [generally applies only to acquired (not self-created) intangibles]

i. Goodwill: the value of expected patronage from non-contractually obligated customers, from practice or reputation
1. Assets assumed not to depreciate (land or corporate stock) are capitalized, without any cost recovery before disposition of the asset

2. Pre-existing goodwill depreciates over time, but the total value of one’s goodwill may on average remain constant given ongoing business operations

10. Tax Shelters
a. Definitions
i. Any tax planning arrangement that one decides is bad

ii. Any tax planning arrangement that satisfies #1 by reason of being deemed contrary to Congressional intent, or “too good to be true,” or lacking in economic substance and business purpose, etc.

iii. Any tax planning arrangement that creates net tax losses or credits that are used to “Shelter” other income from tax

b. Tax Shelter Techniques
i. Deferral of income (through sooner deductions or later inclusions), although exclusion is better still

ii. Conversion of ordinary income into capital gain
iii. Tax arbitrage (offsetting inflows and outlays that are treated inconsistently to the TP’s benefit)

c. Knetsch today

i. §72: annuity appreciation is includable if you borrow against it

ii. §264: interest deductions disallowed for borrowing against annuity contracts to the extent of tax-deferred appreciation

iii. §163(d): investment interest deductions disallowed to the extent in excess of net investment income
d. Knetsch

i. Considered a sham b/c TP’s “only motive in purchasing these bonds was to attempt to secure an interest deduction

1. Lack of economic reality to everything beyond the payments from Knetsch to the seller

2. To NOT be a sham, would have needed to have greater pre-tax economic effects

3. Economic Substance Requirement

a. No bright line or criteria, but at some point, there is enough for transaction to not be a sham

4. Goldstein: TP actually holds genuine financial assets; not just paper-shuffling, so transaction is not a sham; BUT, TP loses due to “purposive activity” – tax motivation is okay, but must be mixed with economic motivation such as the non-trivial prospect of earning a pre-tax profit
e. Estate of Franklin
i. Commissioner says that the acquisition was either a sham (like paperclip shelter) or that it was really the purchase of an option to buy. Court says TP merely purchased an option and that the property was not sold. 9th Circuit affirms on grounds that there was no showing the purchase price was at least APPROX. to FMV, so sale lacked economic substance.
ii. Compare to Crane where NRD was included in acquisition basis at FMV

f. Basketing (§163(d))
i. Borrowing against assets that have unrealized appreciation. If you defer the gain and deduct the interest. Dividends and Capital Gain don’t’ increase net investment income unless TP elects to include them at ordinary rates (which you obviously do until you have used up your loss)

ii. Passive activity losses generally allowed only v. passive activity income
1. Passive loss rules (§469)
a. Passive activities (suspected tax shelters): (1) trade/business activities in which the TP does not materially participate, (20 rental activities

b. To reverse-engineer this definition, ask how one might identify tax shelters being used by doctors, lawyers, dentists, etc.

iii. Investment interest limitation limiting investment interest deductions to net investment income (§163(d))
iv. Net deductions limited to at-risk investments (§465)

11. Expenses and interest related to tax-exempt income (§265)

a. §265(a)(1): expenses allocable to tax-exempt income are disallowed
i. E.g., suppose you have an office where you manage an investment portfolio – no deduction for expenses allocable to tax-exempt bonds

b. §265(a)(2): interest on debt incurred or continued to purchase or carry tax-exempt bonds is non-deductible

c. Compare Regs. §1.163-8T(c)(1) (“use of the debt proceeds”)

d. In the case of overlap, §265 “Trumps” (Regs. §1.163-8T(m))

12. Winn-Dixie (just like Knetch)
a. COLI purchased for all employees. Winn Dixie then borrows against that & and deducts the interest. §264(a)(3) did not stop it b/c did not apply if TP had not borrowed against the policy to finance its annual premium for first 4 of 7 years.
Chapter 7: INCOME SPLITTING – Shifting income to low bracket family members. 
Although in our part of the section, we look at the history of how the tax law treats married couple income.

· Shaviro’s conceptualization of a household: Two or more people who to some extent share & decide how to allocate their collective resources.

· It should be about pooling income, not marital status. 

· Tax code’s conceptualization: Income tax law looks at family rather than household status; substantial overlap with Shaviro’s conception apart from unmarried couples.

· Income tax relevance of families

· Filings – joint returns important for giving an accurate picture of how well-off a household is

· Personal exemptions for dependents, other rules affected by children

· Rules disregarding transactions between family members (267)

· Attribution of ownership

· Why households (or families) matter for tax purposes
· Can’t assess material wellbeing w/o considering other HH members’ (a) resources and (b) call on one’s resources.

· Ex. Bill and Melinda Gates

· Ex. Couple with ten children

· Even w/ separate returns, hard to control who w/in HH bears the incidence of taxes on particular members.

· Plus, intra-HH transactions may lack economic significance

· Other: economy of scale, child welfare & development, social values.

Code, Part I – Tax on Individuals

§ 1 – Tax imposed

§ 1(g) – Taxes unearned income of children under age 14 at their parents’ tax rate – to prevent income shifting

§ 267 – Deduction for losses disallowed from the sale or exchange of property, directly or indirectly, between family

(a) Married individuals filing joint returns and surviving spouses. Rate schedule: 

	If taxable income is…
	The tax is…

	Not over $36,900
	15% of taxable income

	Over $36,900 but not over $89,150
	$5,535, plus 28% of the excess over $36,900

	Over $89,150 but not over $140,000
	$20,165, plus 31% of the excess over $89,150

	Over $140,000 but not over $250,000
	$35,928.50 plus 36% of the excess over $140,000

	Over $250,000
	$75,528.50 plus 39.6% of the excess over $250,000


(b) Heads of Households

(c) Unmarried individuals (other than surviving spouses and heads of household)
	If taxable income is…
	The tax is…

	Not over $22,100
	15% of taxable income

	Over $29,100 but not over $53,500
	$3,315 plus 28% of the excess over $22,100

	Over $53,500 but not over $115,000
	$12,107 plus 31% of the excess over $53,500

	Over $115,000 but not over $250,000
	$31,172 plus 36% of the excess over $115,000

	Over $250,000
	$79,772 plus 39.6% of the excess over $250,000


Marriage Penalty
1) See above: Brackets for married couple filing a joint return is less than double that of a single person ($36,900 vs. $22,100)
a. Effect: Two domestic partners earning $125,000 each ($250K total) would pay $69,544 in taxes
i. If they get married, they will pay $75,528.00 in taxes. Marriage penalty of about $5900. 
ii. If the domestic partners have only one wage earner, there will be a marriage bonus.
b. Significance: AT MARGINS, joint returns lower the incentive of the second earner to work. Low earning spouses, especially with children or near retirement, are the most responsive. Therefore, significant efficiency costs. 
i. Also, a gender difference – less now than it used to be…since women are more likely to not work; furthers social stereotypes
ii. Possible responses: 
1. Separate returns – then lower tax rates at margins…with secondary spouses who go to work.
2. Secondary earner deduction, full deduction for work-related childcare.

Policies to consider

· War between 2 principles – with graduated rates it is impossible to satisfy both
· If two married couples have the same combined income, they should pay the same amount of tax. 

· Joint returns satisfy this. 

· Problem of imputed income exists. If only one works, the other might have a lot of free time. Or might be able to care for the kids. If consider the differences between the two couples, this persuasive principle might be “rocked.”

· Marriage should neither be tax-favored nor tax-discouraged; rather, the tax law should treat it neutrally.

· Separate returns without income splitting satisfies this. 

· Social value procreation argument

· Popular sentiment. 

· Tax types like things neutral – shouldn’t people get married for the right reasons?

· Counter: if your circumstances actually change in a relevant way, that should be taken into account. 

· Two earners lose, one earner gains
· Marital status vs. couple status

· Over time, marriage has lost accuracy as a marker of whether or not 2 individuals are a couple (i.e., are in the same household).

· E.g., consider same-sex couples, presumably more common now (or at least more overt) given changing social norms.

· “Defense of Marriage Act” – bars treatment of same-sex couples as married for any federal legal purposes, including the income tax.

· An irony: this is tax-beneficial for same-sex couples allowed to marry under state law & who’d otherwise face marriage penalties (as is statistically relatively common).

· California Domestic Partners Act
· 2003: California permits registered domestic partners, including same-sex couples, to be treated for most state law purposes as if married.

· Among the effects are giving partners community property-style rights to each others’ earnings. For import of this, see history below
· One possible effect: application of Poe v. Seaborn w/o regard either to DOMA or to joint returns (producing bonuses but no penalties).

· But marital-style income-splitting is not allowed for state income tax purposes.

· Another possible effect: widows & widowers can register rather than marrying to prevent loss of Social Security marital benefits.

· Treasury’s (politically foreordained) response says that registered domestic partners cannot rely on the California Act to income-split.

· Rationale: Poe v. Seaborn is purely about the taxation of marriage.

· Strained reading of Poe, which emphasized property rights as defined by state law

· But then again, CA’s not permitting income splitting

Taxation of Marriage – Development of the Law
1) 1913 (passage of 16th amendment): Marital status was ignored and individuals filed separate returns. HUGE TAX INCENTIVE to shift income to the non-working spouse. For income from assets, it worked well when legal title was transferred.

2) For labor income, the IRS strongly resisted TP efforts to shift taxable income from the earner to the non-working spouse.

a. Lucas v. Earl (1930): Justice Holmes for unanimous court. Signed agreement in 1901 creating joint tenancy with right of survivorship. Husband gets income and wife claims half of it as hers on her tax return. RULE: Labor income is taxable to the actual wage earner. It matter which tree the fruit grows on. 
i. Holmes quotes: 

1. “Attenuated subtleties” concerning a second of legal ownership are immaterial. 

2. No distinction is to be made for the (lack of a tax planning) motives leading to the “arrangement by which the fruits are attributed to a different tree from that on which they grew.” 

ii. Interesting notes: TP claimed the earnings become joint property the moment they were earned. Had he owned earnings for a second, he concededly would have been taxed on the whole. 

b. Poe v. Seaborn (1930): TPs in community property state (Washington) report earnings 50-50.  Supreme Court takes appeal in the same year as Earl. Court finds for taxpayer
i. Only difference is in state law: contract v. property. Isn’t this an attenuated subtlety?

1. Shaviro argues that the distinction turns on a single moment of ownership, where state property law does not kick in. He calls this an attenuated subtlety.

ii. Under Washington law, wife has a “vested property right” that controls for federal income tax purposes.  He no more owns the whole than she does. 

1. Earl is “quite … different … because here, by law, the earnings are never the property of the husband but that of the community.”

iii. Community Property v. common law
1. Community property: all marital property is owned 50-50.

2. Common law: spouses’ individual property owned outright, although note marital rights on divorce & perhaps death.

a. Spouse’s rights are deemed a “mere expectancy.”

iv. Potential explanation: voluntariness.
c. Post-Poe: People received tax treatment depending on the state they lived in. Claims of unfair taxation. States responded by shifting to community property. Critics raised hoots over federal influence on state laws. 

d. 1948: Congress universalizes the result in Poe v. Seaborn. Unhappy singles complained that they were treated unfairly because received same tax treatment as married couples who could share expenses and live more cheaply. 

i. Economies of scale (2 can live as cheaply as 1) arguably suggest re: a couple with income of $X as better off than 2 singles whose income adds up to $X.

e. 1969: Congress changed the brackets so that those on joint returns were less than double those for singles.

CHAPTER 8
Gains and Losses from Sales, Exchanges, and Dispositions

Characterization
Did the taxpayer recognize a gain or loss? Is it to be treated as capital or ordinary?

*Closely connected to recognition and realization. How we treat gains or losses is determined by: realization then recognition then characterization (capital or ordinary)

§ 1245. Disposition of depreciable property: 

a. Applies to property being disposed of that has received a §167 depreciation deduction

b. TP must “recapture” as ordinary income the lesser of: 

i. The gain recognized on the sale

ii. The amount of depreciation allowed with respect to the property

If gain remains after “recapturing” depreciation or if property has not been depreciated, then characterize it according to §1221.
§1221. Capital asset. 










CAPITAL

· Capital asset means property held by the taxpayer (whether or not connected with his trade or business) 

· Fundamental: capital assets start as everything but then not inventory and not business use property for loss purposes

Exceptions

1) § 1221(a)(1): Inventory, held primarily for sale to customers




ORDINARY

· Stock or property in trade/inventory, held by TP primarily for sale to customers in ordinary course of business

· Case law: 

· Bielfeldt (Posner 2000): Dealer gets ordinary treatment of security sales, not capital gain treatment. Trader gets capital gain treatment. 

· TP, a trader, had massive losses and was trying to get them offset from ordinary income. But treated as capital gain instead and limited. 
· Rationale: Dealer’s income based on the service he provides in the chain of distribution of the goods he buys and resells, rather than on fluctuations in the market. Trader’s income is based not only any service he provides but rather on fluctuations in the market value of the securities or other assets that he transascts.  Ie. dealer has inventory of securities. 
· As for this case, the TP did not maintain an inventory of securities He could not have provided liquidity by selling from inventory. 
· Corn Products: Futures contracts do not receive capital treatment because it was part of TPs business; they were “hedging.” Bizarre reading of statute because futures are not inventory

· Ct: Doesn’t want TP to “whipsaw the IRS” by structuring their business to elect into capital or ordinary gain/loss

· How would a TP whipsaw here? If it gets capital treatment by selling a futures contract, then it can secure all corn through futures contracts…getting capital gain treatment on the contract, selling it, then using the profits to buy inventory, which gets ordinary treatment. 

· More: TP does not want to engage in speculative market. But because of its business structure and inability to hold corn, it must agree to a corn price six months in advance of its purchase. If the corn price goes down, it’s screwed. So it hedges its “short” position by going “long” on corn futures. The price is locked in, but the future transaction can take two different forms:

· Take delivery on contract and pay agreed price. No tax consequences.

· Cash settle the futures contract and buy corn at new price. Leads to strategy: cash settle the winners (ie. where price goes up), physically settle the losers (ie. where the price drops – to avoid cap. loss) 

· Hedge presents an opportunity for a taxpayer to claim a capital gain and avoid a capital loss

· Arkansas Best: Example of how TPs can play games after Corn Products. TP buys 65% of bank stock to secure a source of capital. TP sells stock at a loss and claims ordinary loss, given business reason.

· Supreme court: Recognizes the mistake in Corn Products and narrows the rule

· Rule: Corn Products limited to interpreting the term “inventory” in the 1221 exception. Hedging transactions that are an integral part of a business’ inventory-purchase system fall within the inventory exclusion. In this case, co, a securities dealer, did not suggest bank stock fell within inventory exclusion.

· TPs can still try to whipsaw, but the scope is narrower – in the definition of inventory. 

2) §1221(a)(2): depreciable or real property used in a trade or business



ORDINARY

· Land is included in this exception even though it is not depreciable

3) §1231: Certain business-use property, including 1222(a)(2) property held for > 1 year

ORDINARY

4) Mark to market trader. 









ORDINARY

· Rationale: trying to beat short term swings

Policies

· Prevent IRS from getting “whipsawed” by TPs saying that something is a LTCG when it is a gain and an ordinary loss when it losses value

If capital gain treatment, then for purposes of calculating capital gain (and possibly ordinary income)…

1) §1(h): “net capital gain” generally taxed at 15%

2) §1211. Capital Loss Limitation

a. Capital losses are allowed only in the amount of capital gains (+ an additional $3000 for individuals)
3) §1222(3). Long term capital gain
a. Long-term capital gain means gain from the sale or exchange of a capital asset held for more than one year, to the extent such gain is taken into account for computing gross income. 

4) §1222(11): Net capital gain
a. Excess of the net long-term capital gain for the taxable year over the net short-term capital loss. 

5) Interaction of short and long capital gain/loss
a. Mechanics

i. Compute short term gain/loss and long term gain/loss separately

ii. Combine

1. Except net short term capital gain gets ordinary income treatment. 

2. Overall loss gets limited by 1211. 

Policies: 

· Taxpayers prefer to classify gain as capital and losses as ordinary; IRS the opposite.

· Rationale for the capital gain treatment: 

· LOCK-IN: Won’t sell an asset to avoid a higher tax. Strongest argument. Under a Laffer curve analysis, revenue maximization seems to occur when the capital rate is no higher than a 30%/40% threshold.

· Temporary transition phenomenon. But this is hard to verify given temporary responses to the enactment. If the rate goes up, people will rush to market to sell, resulting in a revenue spike. If rates go down, people will hold on to the assets that they were planning on selling earlier, and then pent-up demand will cause a revenue spike. 

· Other rationales Shaviro does not like: 

· Bunching (problem with graduated rates when appreciates over time), Inflation (not a good solution), Incentive (investment), Double Tax (reduce double taxation of corporate profits, but that ignores assets other than stock)
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