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Background
- ideas for tax legisl. usu. come from either Pres's administration or Congress 

- legisl. history is often very important in determining meaning of tax stats.

- there are IRC Sections (statute) and Regulations which explain the Section further (Regs. promulgated by IRS)

- can ask IRS to make a "Revenue Ruling" which is a decision about the tax consequences of a particular prospective transaction (taxpayers can rely on these rulings in relation to the IRS (i.e. IRS will stand by the ruling) but they have no precedential effect in the courts (as the Regs. do))

- 2 ways to fight IRS:


- 1. litigation based on tax return filed (audit, disagreement, "unagreed case", 30 day 

letter, appeal, if not settled, then 90 day letter requiring payment or filing in tax ct.)


- 2. pay tax and then sue for refund in either fed. dist. ct. (can get jury) or fed. claims ct. 

(this route allows forum shopping)


- if gov't loses, it can appeal or not appeal and file a letter of "nonacquiescence" which 

says that the IRS still thinks it's right and it'll litigate the same facts again the next time it 

comes up


- taxpayer always has the burden of proof
- Terms:


- gross income: = ex. wages, dividends, gains on sales/exchanges, rents, interest, gross 

profit from business, 1/2 of partnership, etc.


- deductions: = ex. business expenses, contributions to IRAs, losses, etc.


- Adjusted Gross Income (AGI): = gross income - deductions


- then there are further set deductions (i.e. they have limits), for ex., uncompensated 

property damage, state and local real estate and income taxes, charitable contributions, 

etc. - all of these are combined in a flat rate "standard" deduction which simplifies things 

(or you can itemize them if they add up to more than the standard amount)


- further, there are personal exemptions which represent a certain amount of untaxable 

income (currently approx. $2000 per person) (thus, standard deductions and personal 

exemptions create a certain amount of income which is tax free, the "0 Bracket")


- Taxable Income = Adjusted Gross Income - Standard Deduction - Personal Exemptions

- these deductions and exemptions are tied to the Consumer Price Index so that they raise 
each year with inflation


- after taxable income, there are also "credits" which are offsets to the tax, not the income 
(ex. are withheld taxes and earned income credits for the poor) - these credits are thus 

deducted from the amount of tax you pay after that amount is determined from the 

taxable income figure

- Purpose of the tax


- every tax is distorted (falling more heavily on some than others), so the goal is to distort 
as little as possible (neutrality)


- also want easy administrability


- some want wealth redistribution


- our income tax is a hybrid of an income and a consumption tax (sales tax)


- goal of tax system is to finance gov't by charging citizens in proportion to their ability to 
pay


- provides incentives/disincentives market does not

- How to define "ability to pay"?


- horizontal equity = people situated similarly pay the same



- how to defines "situated similarly"?




- goes to type of taxes: wealth (not administrable annually), income, 



consumption




- how do we answer these Qs if income is our taxation theory?


- vertical equity = people with more $, pay more

- Haight-Simon Taxation Model: Income = Consumption +/- Accumulation

- key is that source/form/intent of income is irrelevant - very simple and easy

- capital gains rules:


- unrealized appreciation in the value of property is not taxed - however, once realized 

(by sale, etc.) the gain may be taxed if it's recognized (i.e. there are certain provision by 

which some realizations are not taxed b/c they are simply not recognized) - the amount 

taxed, if so, is the gain (amount realized - adjusted basis (cost))

- Q of what kind of tax to have is a political Q of many dimensions

- Soc. Sec. Tax is regressive b/c it applies more heavily to lower income b/c it's a flat rate and it only goes up to $60K - raises almost as much as the income tax

- many other countries rely primarily on sales or value-added taxes

- income tax is more progressive (but still not very much so at times) - gives the chance to exempt those who can't pay as well

- distinctions:


- exemption/exclusion: item of income not incl. in the computation - just don't incl. in inc


- deduction: an amount whcih can be deducted from income to arrive at taxable income


- credit: direct reduction of amount of tax paid (ex. withholding) - this is more valuable 

than others b/c it doesn't reduce taxable income, it is a direct reduction of the amount of 

tax you have to pay after the tax has been figured

Ch. 2 Income In Kind
Q of what is taxable income?

- Old Colony Trust


- as part of compensation plan, co. paid Pres. his salary AND his federal income 


tax on that salary (goal was to pay him his gross salary amount)



- Ct. said that the $ paid by the co. (paying the income tax) also counted as 


taxable income of the Pres. (b/c it was additional income and a part of his 



compensation plan even though he never saw it)



- Pres. argued was getting taxed on the tax!



- the problem was that, then and now, pay is figured knowing that taxes will be 


taken out, i.e. tax is collected on a base which is tax inclusive (i.e. co. should've 


just figured out how much to pay Pres. gross so that after taxes he would net the 


amount they wanted him to)



- key Q: what do you include in the tax base when computing tax and income? 


especially where the person doesn't see the $? - we incl. income realized in any 


form - we are taxed on gross income, not what we receive



- equal benefits must be taxed equally even if in a different form and even if we 


don't see the $ - cash not a necessary prerequisite


- Arthur Benaglia (1937)



- manager of hotels - required to live there and eat there and be there 24 hours



- Q of whether meals, room, etc. at hotel was taxable income?



- Ct said NO b/c, although there were expenses being satisfied here, they were too 

hard to value since they were for the convenience of the employer (i.e. hard to 


determine what they were worth to Benaglia b/c if he had to go out and get his 


own room he wouldn't choose one as expensive as the one given him at the hotel)



- problem: what does convenience of the employer have to do with computing the 

tax of the employee? (this is a theoretical argument which is answered here by the 

practical difficulty of making such a calculation, so the solution is to elevate our 


concern for administrability here over the theoretical problem)



- analytically wrong but driven by valuation and administrability probs.


- Reginald Turner (1954)



- he won steamship tix over the radio - so how much counts as taxable income?



- again, it's a problem of valuation - since the tix were nonrefundable, etc. the 


taxpayer is left with a choice of using them or refusing them to avoid the tax 


consequences - here, Turner said they were really worth $520 to him, but the gov't 

wanted to tax them at their $2200 retail value



- Ct. actually attempts valuation here and splits the difference b/t the 2 parties, 


saying that taxable income is approx. $1400 here



- there are few cases like this b/c the ct. decided arbitrarily and it's too 



unadministrable - + we can't start a system where we regularly account for 


personal preferences - must go with market value (only way to easily value)



- only case where ct values item < fair mkt. value (very unusual case)


- Valuation problems



- trying to accomodate notions of, on one hand, what definitely seems taxable to 


SOME extent v., on the other hand, when limitations are present which affect the 


value to the holder (i.e. have to live at hotel, can't sell tix, etc.)



- these limitations often make valuation too difficult and thus the ct. won't tax, 


BUT we shouldn't ocmpletely exempt from tax just b/c it's hard to value (maybe 


giving in too easily to the want of administrability)



- thus the test of Benaglia is bad b/c the "no tax if for the convenience of the 


employer" test inexplicably completely ignores the value the employee is 



receiving despite valuation problems (and Benaglia is NOT the law except for 


situations mirroring its facts)



- compare IRC Sec. 119 - this is the law - pertains mainly to hotels and camps in 


faraway places - 119 says no tax if meals and lodging provided on business 


premises and employee has no choice (for convenience of employer) - goes for 


bright line rule of "on business premises" to avoid loopholes, but this might not 


always be fair either (means it's taxable if not on business premises even though 


the co. gives the emplyee no choice)



- we also do not tax "consumer surplus" which is the excess of satisfaction 


derived from a product over its market price


- Haverly


- principal got free books from publishers which he donated to library and wrote 


off as a charitable contribution



- Q of whether the books are income




- should the motive of the giver matter? (probably NOT)




- might depend on the market for resale and what can be gotten for them



- good rule to use here is that they are taxable to SOME extent which is usually de 

minimis (and thus no tax) except if you do realize the benefit from them (give 


away and write off) or use them (read or give to someone needing them)



- Q of how one uses them - if unsolicited and unused, then no tax, BUT if 



exercise dominion over them and use them to realize a benefit, then tax



- only applies to unsolicited items - depends on if you have use for them - once 


you have use for them and they become valuable, then they're income 



(administrability probs.again BUT not when you take a deduction!)


- Kowalski (1977)



- cash payments to state troopers as meal allowances - not required to use for food 

though and the amount was varied by rank



- state troopers argued that the highways were the business premises of the state 


and that the payments were substitute for disallowance of historical tax-free lunch 

at base



- S. Ct. says TAXABLE b/c IRC Sec. 119 doesn't except CASH payments + since 


the anount varies by rank, it looks like compensation + didn't buy business 


premises arg.



- troopers also argued they were treated worse than military in same situation and 


S. Ct. says SO? - usually not a good tax arg. to say you're treated worse than 


someone else b/c tax laws often make arbitrary distinctions out of necessity



- key is that Sec. 119 formulated to deal with valuation problems and if you get 


cash, then there are no valuation probs.


- Sibla (1980)



- firemen - had to be at work - had to eat there - had to chip in regardless of 


whether they ate



- Ct. allowed deduction here where it's as if they never got the $ (b/c they gave it 


whether they ate or not + was on business premises)

Fringe Benefits
- not necessary for income to be received in cash - fringes and in-kind payments also count

- see IRC Sec. 132


- arbitrary list of fringe benefits excludable from income (random pattern b/c of early 

mistakes and unclarity) - no logic - only logical one is working condition fringe


- this Sec. sets out the ONLY fringe benefits exempt - tries to stop the expansion of 

tax-free fringes


- general rules:



- 132(j) - uniform discounts required (i.e. can't give higher execs. bigger 



discounts) and discounts can't be below cost



- 132(a) - no additional cost rule - can't forego revenue in giving fringe (i.e. for 


airlines this means that workers can fly only if seats open when plane ready to 


take off)



- 132(d) - working conditions - doesn't count as income if it's a normally 



excludable cost of business (i.e. if it's something employee would have to spend 


for to provide for himself if weren't provided by employer)



- 132(f)(5)(c) - parking allowed up to a certain amount per month


- what about meals/rides provided by law firms?



- not taxable if de minimis, but see Reg. 1.132-6(d) - must be occasional



- as far as rides go, if more than occasional but safety is a concern then $1.50 


taxable and the rest over 1.50 is tax free (but this is only available for those who 


make < 100K)


- company cafeterias - OK to provide meals at cost


- on-site gyms excluded


- autos - any personal use is taxable - if you're "testing" it, then must be able to prove it 

was really tested


- * difficult administrative area - hard to draw lines *

Imputed Income

- should be taxable but too hard to administrate


- results from investment of capital or performance of services for yourself


- ex. owner occupied housing - you own a home and live there - it should be taxable but it 
isn't (you enjoy the rental value of the property b/c your owning it satisfies a consumption 
need) - no tax b/c would be too difficult to administer (to treat as a rental property rented 

to yourself)


- problem here as we saw before is with valuation - if we go by the Haight-Simon 


formula, then we should be paying tax for our annual consumption even if we own the 

item we are consuming (this applies for any consumer durable, the barter system, and 

even services you perform for yourself) - however, the reality is that we don't pay tax on 

these things b/c of their historically tax free nature and the difficulty in valuation


- this idea spawned "barter clubs" - however, these clubs represented commercialization 

and they were subsequently taxed (i.e. OK to barter with just your neighbor occasionally 

and get away with no tax, but not OK to set up a system to escape tax)


- also applies to leisure

CH. 3: Compensation for Losses and Return of Capital
Damage Payments

- Edward Clark (1939)



- P had att'y do taxes - att'y screwed up and P paid fine then sued att'y who had to 


pay P a damage award



- Ct said was not taxable income b/c merely put P where he was supposed to be - 


merely a recompense for loss



- important factor here was that the damage payment was technically an 



adjustment of tax liability and thus since payment of a tax was involved, the loss 


which was recompensed concerned a transaction which itself had no tax 



consequences + there was no change of wealth here


- IRC Sec. 1001 - determination of amount of gain/loss



- basis = cost (fair market value) subject to adjustment (depreciation, etc.)


- Raytheon v. Commissioner (1944)



- Q: whether amount received by Raytheon in settlement was taxable



- P said shouldn't be b/c settlement was for RCA's antitrust violations which 


destroyed part of P's business (mainly goodwill) - i.e. just restored P to where 


would've been had violations not occurred



- Ct says settlement $ TAXABLE - b/c the tax system works on a realization basis 

(i.e. you get taxed when you realize value (sell, for ex.) and not all along the time 


as the asset appreciates in value)



- here, goodwill appreciated all along and Raytheon was never taxed on it - it was 


destroyed and settlement $ represents realization of that appreciation of goodwill 


as a gain (just as if you saw the gain through selling)



- Raytheon was taxed on whole settlement and not allowed any offset for the cost 


of creating the goodwill b/c they couldn't provide any evidence of the cost basis



- Clark distinguishable from this case b/c it involved a recompense of an amount 


which was not initially subject to taxation (it was payment of a tax)


- IRC Sec. 1033 - Involuntary Conversions



- if have house that burns down (involuntary conversion) and get insurance $ 


representing a gain (i.e. house appreciated in value for you), then you owe a tax 


on the gain - since this tax may preclude you from replacing the item, the law 


allows you to defer the tax (but not to avoid it)



- ** unclear ** defer means something like your basis is the new house and 


things are treated as if the intervening transaction never occurred


- Glenshaw Glass (1955)



- Q of whether punitive damages taxable? YES - clearly so - they're just like a 


windfall



- compensation for loss of profits is taxable so would be silly if punitives weren't



- Ct. notes that punitive damages aren't specifically excluded in the broad 



definition of "income from any source" which the Ct makes clear extends to full 


extent permitted by the Constitution

- what about damages for personal injuries?



- if went by precedent, it'd be a mixed bag of some taxable and some nontaxable 


income



- however, we have a statute (IRC Sec. 104) which says that all damages for 


injury or sickness are excludable - this has been interpreted broadly to include 


anything personal and based in tort (thus incl. libel, slander, etc.)



- this stat. represents a policy decision to create an easily administrable system + 


the fact that these damages are largely compensatory in nature (+ there's an 


involuntariness factor)


- what about selling the rights to a movie based on your life (could refuse to do so b/c of 

privacy right and then sue if someone made anyway)?



- if sell then tax BUT if don't sell and they make anyway and you sue and get a 


recovery then don't tax



- why the difference?  b/c you can enjoy the right tax free and if you decide to sell 

it then it's as if you are saying you no longer wish to enjoy the right tax free (so 


tax b/c it's realization) BUT if sue then you never gave up that right and don't tax 


(b/c it's compensatory)

Previously Deducted Losses
Annual Accouting

- Burnet v. Sanford & Brooks


- K for dredging river - lost $ overall - lost $176K - sued gov't and recovered 


$192K - taxpayer arguing recovery not taxable b/c was compensatory for previous 

losses



- Commissioner said recovery did constitute income for the last year and therefore 

is taxable b/c the system is done on an annual basis



- problem for taxpayer is that his losses were on previous years returns and in 


those years he received no tax benefit from those deductions b/c he had net losses 


in those years so that there was no income against which to offset the losses (so 


that recovery now isn't income, it's merely breaking even)



- Ct. says tough luck, it's taxable - we have an annual system which may not be 


the fairest but we do it that way b/c we want an administrable system


- today, we have many different accounting periods - annual, fiscal, accrual, etc.


- the problem in the above case was solved by IRC Sec. 172 which allows one to carry 

net operating losses (business) back 3 yrs. or forward 15 yrs. (& then recalculate tax for 

whatever yr. you decide to apply the loss to) - would've allowed co. in case above to carry 
losses forward and apply them to the yr. they got the recovery - this enables cos. to 

average their income over a 19 yr. period


- Methods of Accounting:



- usu. must file returns in same way keep books



- for individuals, this is the cash method (count when receive cash (or equivalent) 


and take deductions when you pay out) (incl. constructive receipt concept which 


prevents someone from avoiding tax by waiting to receive $ which is payable 


during the tax period)



- for businesses, this is usu. the accrual method (except for service industries or 


others who don't sell physical products) (incl. items in income when liability to 


you arises and deductions taken when liability incurred - must also keep 



inventories and deduct products as you sell them (matching income and 



expenses))

Tax-Benefit Limitations

- Dobson


- stands for the proposition that appellate review of the Tax Ct. should be limited 


unless clearly erroneous - this was reversed by statute (IRC Sec. 7482(a)) which 


said there will be full review of the Tax Ct.



- taxpayer purchased a lot of stock at the wrong time and sells later at a big loss 


and sues broker for failing to disclose all info and wins $45K



- Ct says not taxable - this is odd in light of Sanford - this was also reversed by 


statute which allows the same type of carrying forward/back as for net operating 


losses (IRC Sec. 111 takes care of losses not covered under Sec. 172)


- Theory of tax benefit items



- if you have a loss then you should receive a tax benefit



- if loss serves no tax benefit then recovery is not taxed



- embodied in statute as net operating loss provision enabling you to carry loss 


until you can get the benefit of it by setting it against later recovery or income



- ex. lose 100K - carry it until recovery of the 100K and use it then to offset the 


tax on the recovery (so effectively no tax)



- ex. recovery of 100K - have net op. loss of 70K which you are carrying - can 


apply it and then only 30K of recovery is taxable income



- so recovery is taxable to the extent it exceeds any net op. loss credits you have 


(which you should have in an amount = to recovery unless have already used 


them)



- Sec. 172 only covers business losses and Sec. 111 picks up the rest (incl 



personal losses) - these losses must be used chronologically (i.e. as soon as you 


have a loss then you go back three years and work your way forward, applying it 


to income along the way - if no income back 3 years, then you can carry it 



forward but you have to use it the first time you have income (i.e. you can't just sit 

on it until you feel like using it)



- Sec. 186 specifically covers situations like Raytheon which involve claims for 


lost income (esp. from antitrust violations)

Personal Injuries or Sickness: IRC Sec. 104(a)(2)
- problem is that almost every award will be a mixed bag of taxable and nontaxable items (by precedent and theory)

- Sec. 104 excludes all recoveries (even settlements) for personal injuries or sickness - doesn't matter if it's in lump sum or payments either (if have choice, take payments b/c will get all $ tax free then - otherwise you'll pay tax on the interest you earn from putting the lump sum in bank) - if the payor is a taxpayer then you can only deduct the payments as you make them and not all at once

- punitive damages in a case involving nonphysical injury are NOT excluded

Nonphysical Injuries

- Threlkeld (1988)



- Q of excludability of settlement $ received for damage to professional 



reputation



- Ct said was excludable b/c they considered it a "personal injury" - i.e. now it's 


excludable if it's a tort, regardless of how you measure damages (i.e. usual 


measurement is lost wages which would historically be taxable)



- key is the nature of the claim (not measure of damages b/c loss of earnings is an 


easy measure of damages which shouldn't guide categorization of an injury if 


personal in nature)



- ct looks to state law to see nature of claim BUT what if it's a tort in one state and 

not another? are we to treat people differently?


- U.S. v. Burke (U.S. 1992)



- TVA employees filed Title 7 suit for backpay for gende-based discrimination 


and won a settlement



- Ct says the damage recovery is taxable as backpay - WHY? isn't this personal?



- key here is that Title 7 claim is not a traditional tort - backpay was the only 


available remedy SO since nature of claim is not like a tort and backpay the only 


remedy then the Ct taxes it as recovered earnings



- Ct seems to define tort as a wrong with a wide range of remedies so key here 


was that there was only one remedy available - so rule is to look to see if it's a tort 

and if so then recovery excludable



- can look at it as exclusion being based on the problems in valuation and 



administration when recovery is a typical mixed-bag tort recovery BUT if that is 


not the case and the recovery can be precisely pinpointed then Ct has no problem 


with taxing it if appropriate (and taxing lost earnings is appropriate)



- however, there is still a problematic aspect in that the cts have allowed 



exclusion for recovery from many nonphysical, seemingly nonpersonal injuries 


and thus this recovery seems to fit within that definition of what's excludable (if 


defintion of the injury is your guiding factor which it apparently is not)



- rule is merely based on the range of possible damages (not how they were 


calculated)

Deducting Extraordinary Medical Expenses
- insurance premiums are NOT excludable whereas proceeds recovered from insurance ARE excludable

- IRC Sec. 213 - medical expenses deductible as an itemized expense if it's an out-of-pocket expense (insurance excluded from this) which is > 7.5% of AGI - very broadly defined to include just about everything except cosmetic surgery - however, not taken often b/c 7.5% is high and most who itemize already have insurance


- Ochs (1952)



- wife who had throat cancer and couldn't speak above a whisper - husband sends 


kids away to boarding school at direction of dr. so wife can recover - tries to 


deduct cost of boarding school as a medical expense (wouldn't normally have 


done this)



- Ct says NOT deductible - school not a medical expense regardless of intent - it's 


a personal/family expense which is not deductible



- if sent wife away, then could've probably deducted



- kind of a direct/indirect benefit analysis - i.e. kids here got the direct benefit of 


the schooling so not a medical expense (too indirect)



- could possibly look at this as compensation for loss of the wife's in-kind 



childcare services - Ct says expenses were made necessary by loss of wife's 


services and only reason to allow deduction would be that wife received benefit to 

health - Cong. didn't intend to transform family expenses into medical ones in this 

way

- biggest medical benefit under the tax system is exclusion from income of employer-provided insurance - this is a big tax-free fringe b/c it makes no distinction b/t extraordinary and regular medical expenses so employer-financed ordinary medical care is a big fringe benefit + there is no antidiscrimination provision attached to this in the IRC (big tilt toward employer-provided plans b/c they're tax-free but if you buy own then only excludable if > 7.5%!)

- there are many things deductible (although not Ochs' situation): air conditioning for asthma sufferers, seeing-eye dogs, pools, elevators, removal of lead paint (up to the height of the child), etc. (as long as have a dr. to testify to the need for it)

- however, for capital expenditures (pool for ex.), only deductible to the extent cost exceeds the increase in value to the property (i.e. no deduction if property increases in value the same amount of the cost of the addition) (however, you can ultimately reap the tax award by adding the cost of it to your cost basis if you eventually sell the property in a taxable transaction)

- medical deduction is example of a tax expenditure (i.e. gov't spending $ by foregoing tax) however, this may not be the best health "plan" b/c it really only benefits wealthier home owners (or others who itemize) (however, might not look at it as a "plan" as such and just look at it as a portion of the tax system which seeks to encourage health (but still odd that it doesn't benefit the ones who most need the encouragement!)

"Tax Expenditures"

- items which should technically be taxed but aren't for policy reasons

- concept is that it's $ spent by the gov't in the form of foregone revenue

- however, key in foregoing revenue in this way is that you accept the way the tax system distributes it (which may not be fair as we saw with medical deduction) so it becomes a Q of would you rather take that money in and then distribute it in a better way

- PROS are that it's less red tape but CONS are that there's cheating on taxes and distribution through tax system

- there is also a circular pressure in the system: the more tax expenditures leads to a need to raise the same amount of $ which leads to raising of marginal rates which leads to calls for more exclusions!

- it's much easier for Cong. to create tax expenditures b/c it doesn't look like they're spending $ + some get the benefit of the deduction while the others don't immediately see it as raising their rates

Annuity Contracts
- invest $ which is paid back to you over time with interest

- amount paid to you is part principal (return of capital) and part interest (taxable)

- should only tax that part which is interest and not the principal which is just your $ returned 


- Egtvedt (1948)



- "cash" annuity - put up $100K in beginning and immediately started receiving 


$4884 per year



- this case upheld the old 3% rule: 3% of consideration paid for annuity Ks to be 


included in gross income



- here, he paid $100K to receive $4884/yr. so by old rule, 3% of $100K or $3000 


would be included in gross income each yr., so only $1884 was excludable as a 


return of capital (IRS saying the $3000 represented interest!) - P claimed he 


would never live long enough to recover the full $100K this way! 



- Ct rejects, saying rule is arbitrary but up to Cong to change

- more common form of annuity is a "deferred" one in which you pay the principal amount gradually over time and then get payments starting later (usu. at retirement) - the 3% rule was more generous in these cases b/c the principal amount, since paid over time, was substantially smaller (even though the payments were the same), so that 3% of a lower amount was what was incl. in gross income so that a greater percentage of the same amount was excluded

- key loophole with annuities: Sec. 72 does not tax annuities until the annuity starting date (i.e. doesn't tax in the interim while it's gaining interest - thus in those years you are earning tax-free interest)

- NEW RULE: Sec. 72 "exclusion ratio": how much you paid / expected return


- expected return = annuity payment X multiple (how many years expected to live based 

on table in Reg. 1.72-9)


- ex. buy $50K annuity to pay $5K/yr. for life starting at 75



- expected return = $5K X 12.5 (from table) = 62.5



- ratio = $50K / $62.5K = .8



- so .8 X $5K or $4000 is excludable (pay tax on only $1000 estimated interest)

- if outlive expectancy, then all is taxable b/c you've recovered the whole principal

- if die before expectancy, then amount of unrecovered principal is deductible

- is this a good system?


- good to have such a big loophole? (don't pay tax while interest is accumulating)

- for the rest of the material on annuities and insurance, etc., see the copied notes from Ken in my notes folder - when done, put these notes into the outline itself - 

Prizes and Awards

Washburn (1945)



- pure, gratuitous gift of $900 through radio program



- Ct says NOT taxable income - outright cash gift



- in response, Cong. passes Sec. 74 which clearly makes prizes and awards such 


as this taxable



- even w/o Sec. 74, Glenshaw Glass holding and interp. of Sec. 22 would make 


this taxable (modern expansive view)


Hornung (1967)



- MVP of Super Bowl awarded Corvette by Sport mag. - Ct says is taxable under 


Sec. 74 - doesn't fall under exceptions for educational, artistic, scientific, &/or 


civic achievement (Sec. 74(b)) - Ct says P's achievement purely athletic



- too narrow? was merely a Q of stat. interp. and Cong. chose not to exclude these 

from tax

- what about olympic medals? - I would want to exclude as civic

- would you rewrite stat. differently? probably! as it is, does it depend on extraordinariness? or that it was unsolicited and given by 3d party?


Maurice Wills (1969)



- won trophy "belt" for athlete of year - Ct says Taxable! - b/c still primarily in 


recognition of athletic skill (just like Hornung)



- however, what about fact that trophy has no utilitarian value and no easily 


attainable fair market value? (i.e. he wouldn't go out and buy one of these on 


own?) - Ct gives short shrift to this arg. - cites expansive notion of ALL income 


from ANY source + fact that it's for athletic skill which isn't under Sec. 74(b) and 


sees no reason (despite admitted sympathy to P) to exclude given stat. lang. (Ct 


toes the stat. line, ignoring P's strong equitable args.)



- Ct could've possibly made an exception for non-utilitarian objects



- problem here: b/c of sentimental value, it's unlikely he would ever sell the 


trophy but IRC works on fair market value so we have to assume a market and 


calculate a fair market value to base tax upon - otherwise we slip into a system 


where all prizes would take on some pseudo-sentimental form

- hypo: Super Bowl ring with intrinsic value of $5K and special value of $10K (i.e. b/c it's a Super Bowl Ring) - what to tax? special or intrinsic value?


- Hornung and Wills cases focused on intrinsic value


- special value often hard to calculate b/c of fickle nature of memorabilia and tendency to 
constantly appreciate


- could argue that 2 players receiving same ring should pay same tax (even though one's 

may be worth more than the other due to playing skill)


- however, issue is different when ring is sold/bought by someone else - then tax is based 

upon value (which means fair mkt value)

- Sec. 74 NOW - generally prizes and awards are taxable with exceptions listed in 74(b)


- 74(b)(3) - even if fits within exception to tax, the only way it it excluded is if it's 

donated to charity! - so any personal benefit (besides purely psychological) is taxable!


- 74(b)(3) put in to help people avoid the whole tax - in the past they could give it to 

charity but they would only get a deduction = 50% of AGI, so that if they received a 

really expensive prize and didn't have high enough AGI, then they couldn't offset the 

whole tax - now, they can just donate it and the whole thing is excluded

- why have an exclusion for gifts/inheritances? (Sec. 102)


- connotation of family concept as the tax paying unit so that don't tax income twice if it's 
passing among the same hands (the same taxpaying unit that is) - why it's harder to get 

the deduction or exclusion outside the family area - ex. no such thing as an employer 

giving a gift to an employee (except very limited exception for gold watches, etc.) - Sec. 

102 has been consistently narrowed recently

- Sec. 117 Qualified Scholarships excluded


- however, not excluded if you have to work as a condition of the scholarship - seems 

very unfair, but it's a policy decision based on the fact that such money looks too much 

like income


- Clinton currently has a proposal which would allow a deduction for tuition expenses - it 
would effectively treat those without scholarships as if they had them - unlikely to get 

through the Republican Cong.

Commercial and Compensatory Gifts
- to what extent can there be gifts in the commercial setting?


Duberstein (U.S. 1960)



- owner of a business gives a Cadillac to his pal who gave him a great business tip 

that really worked out - taxpayer claims was a pure gift b/c he didn't expect it and 


didn't really want it



- S.Ct. affirms the Tax Ct which said it was taxable - S.Ct. says it's a factual issue 


and sets up a very deferential std. (clearly erroneous) which basically says that the 

inquiry is one of the donor's intent (but what the donor says isn't determinative) - 


trier of fact must examine all facts in light of normal human experience and judge 

whether they think it was a gift and if there is any evidence to support their concl. 

then it must stand


Stanton (same as above)



- P given $ as a parting gift (except there were questionable circumstances where 


it looked like it may have actually been a "settlement" type payment)



- under same std., the S.Ct. affirms the Tax Ct's finding that it was a gift

- is this std. too subjective and difficult to judge?  would presumptions be better?  (i.e. a persumption that it's not a gift in a business setting) - concern here is developing an administrable rule

- cases under this std. will inevitably seem contradictory as juries decide based on highly factual inquiries and subjective opinions - thus the result will be low predictability for planning behavior

- hypo: what about tips and tokes?


- Ct has said that no matter how large, they're income and not gifts


- just b/c you say it's a gift doesn't make it one under the tax law - must look to practice to 
determine in light of human experience if it's a gift (factual Q of intent for jury)


Kaiser


- P not a member of the union but he was out of work and the union gives him $ 


to live (P also walked the picket line for union although not required)



- Ct said was a gift b/c P had no food, etc. and resembled true charity

- unemployment? taxable

welfare? no

- IRC has increasingly narrowed the stat. def'n of "gift"


- ex. 102(c) no gift to employees with exception for gold watches (reverses Stanton)


- prizes and awards taxable


- Sec. 274 payor can't take deduction for gift - thus burden is on payor, b/c if he takes 

deduction then payee is locked in and can't claim it's a gift (today, Duberstien wouldn't be 
able to claim a gift b/c giver took deduction for car)

- is there anything left for gifts in the bus. context? - only payments to a nonemployee where payor doesn't need or take the deduction - it's hard to win a gift case in the bus. setting

- corp income always taxed twice: corp pays taxes as a separate entity + if distribute as dividends, then SH also get taxed on income + if don't distribute, then earnings accumulate and stock price increases and thus SH pays tax when he sells stock and realizes gain (since it's always taxed twice, there is little justification for a separate corp tax)

- "S" corps. are small and thus taxed in a similar way as a partnership

- partnerships are not taxed as an entity - partners pay individual income tax on their portion of the earnings (regardless of whether they keep them or reinvest them in the business)

Ch. 5: Capital Appreciation
Unrealized Gains

Eisner v. Macomber (U.S. 1920)



- Q of whether taxpayer is taxable on the in-kind stock dividend received



- S.Ct. says NO b/c it's not income as a matter of the Constitution - was just an 


in-kind stock dividend and thus SH still has the same proportional share of the 


corp - hasn't realized any gain yet (no choice involved with in-kind stock 



dividend) - SH here would've had to sell some stock to pay the tax!



- Brandeis in dissent says there is no difference b/t this and the corp giving the SH 

cash to buy more shares (which is taxable) but there is a difference b/c there is 


choice in that case and SH could choose to not buy shares



- probably not really a Constitutional issue though - Cong could probably regulate 

here if they wanted



- maj. sees a bright line b/t principal and income whereas Brandeis looks 



pragmatically at it and says that the dividend is an appropriate realizing even 


where we should be taxing



- key here is that the corp has been accumulating earnings and the SH's have been 


experiencing untaxed gains that result in the in-kind dividend and thus Brandeis 


wants to tax the dividend but maj. says must wait until each individual SH 


realizes his gain through selling



- not a Q of whether the dividend or the gain will be taxed - merely a Q of when - 


maj. says only when realize gain upon selling (total tax will be same in either case 

b/c if tax at dividend then basis goes up to current mkt value and there'll be no 


gain later when sell) - just a matter of what's easiest and it's definitely easier for 


SH to be taxed when decide to sell b/c otherwise they might be forced to sell to 


pay the tax on the divident - just a matter of tax deferral 



- today, stands for the proposition that an event is not a taxable realization if 


proportional interest in co. is unchanged by the event

- today, Sec. 305: if have option of cash or stock, then taxable regardless of which option you choose - if stock only, then no tax until realization

- what about preferred stock dividend (in kind)? taxable b/c their share of the pie does increase b/c they have a higher priority claim on earnings over common stock

- what about stock redemption? treated as a dividend - get taxed on the cash you receive (the pro rated decrease in proportional stock ownership ignored)

Time Value of Money
- time value of money means that tax deferral can result in paying much less tax than would have had the tax been paid immediately (sometimes as much as 1/2 or 3/4 less!)

- ability to defer tax by not selling often will create a lock-in effect that requires one to look for a substantially better investment (one which will have greater return than holding the current investment and reaping the rewards of tax deferral)

- the effect of deferring tax on an item of accumulation is the same as exempting from tax the yield from investment of that item throughout the period of deferral - i.e. exemption of the interest and deferral of tax on the principal produce exactly the same effect (however, depends on constancy of rates - if tax rates on an accumulated item go down during the period of deferral, then the saving from deferral will be more than yield exemption)

Interest and Bond Discount
- Q of interest-bearing obligations/deposits

- if put $ in a savings account, the interest income is taxable whether you withdraw it or not (principle of constructive receipt)

- Zero coupon bonds - an obligation which bears no stated interest but which sells for less than its eventual payoff (and difference b/t selling price and payoff equals the interest as a %) - how to tax? See Secs. 1272-1273 - although through much of history the code permitted deferral of income, now the tax is paid annually - IRC Secs. provide that interest accrues on a present value basis (since it realistically should go up each year) - pay tax annually whether sell or not - again, principle of constructive receipt of the interest - we are careful in debt obligations to measure the amount due to accrual on both the debtor and the lender side (want same amount taxed to lender as amount is deducted by borrower) - since 1982, rule has required allocation of interest on the basis of a compound interest computation (produces a slower recognition of income than a ratable allocation, since it reflects the fact that income should be less in early years b/c there's less invested then)

- where you have an untraded obligation traded for untraded property, the values are indeterminant - neither property is subject to a subjective valuation - Sec 1274 says if there's inadequate interest then the price will be changed - interest is tied to the comparable federal rates and those rates govern - why is there this difference b/t the taxing of interest in debt and equity? b/c increases in the value of equity do not result in deductions to anyone and it's easy to measure precisely the increases in value in debts, but it's not simple to value portfolios every year (they do not move in a linear way as debts do)

- see pp. 1124-25 for an example of determining issue price

Realization
- Macomber establishes the need for realization of a gain as a precondition to taxation - however, what events constitute realization is still an evolving Q - trend seems to be to find realizing events in more situations than the limited one found in Macomber
Leasehold Improvements

Helvering v. Bruun (US 1940)



- lessor terminates lease of lessee who had built $50K building on the property - 


Q of when will this gain be taxed



- Ct holds that it is to be taxed when the lease it terminated



- Cong. passes IRC Secs. 109 and 1019 to reverse the result in this case - thus by 


stat now there would be no tax upon termination of the lease - gain only taxed 


upon realization which will be when sold

Nonrecognition Exchanges
Like-Kind Exchanges


Alderson v. Commissioner (9th Cir. 1963)



- case of 2 parties who each obtain land in order to trade it to the other



- Ct holds that it is a good exchange which is not therefore taxable


- Sec. 1031 permits DEFERRAL of tax on exchanges (b/c gain/loss not recognized at 

time of exchange but is subject to tax later upon realization in a non-exchange situation) - 
there are conditions: must be in-kind exchanges where property held for productive use, 

etc. and does not apply to stock, bonds, or notes other securities or partnerships - applies 

to real estate and tangible business property (ex. trucks - new trucks take on basis of old 

+ extra cash paid)


- Sec. 1033 applies to involuntary conversions - where property is destroyed by fire, etc. 

you can use the proceeds of insurance to purchase replacement property


- Sec. 1034 allows you to rollover the gain in the sale of a personal residence into a new 

house (the new property takes the basis of the old)


Starker v. U.S. (9th Cir. 1979)



- P had property and X has money - bank is given the money and the property - P 


went out and looked for a piece of property - the bank goes out and buys the 


property - Ct holds that it's a valid exchange



- IRC Sec. 1031(a)(3) - now must identify the property for exchange within 45 


days and the deal must go through within 6 months - tries to put a limit on the 


exchange provision

- Sec. 1031: if lifetime property exchanged for like lifetime property (no boot), then any gain/loss is not recognized upon exchange (it's deferred)

- what happens in case of equalization? (i.e. exchange + cash ("boot") to equalize things) - Sec. 1031(b): gain is taxable to the extent of the boot (i.e. if gain is 2000 but boot is only 1000, then only 1000 is taxable as gain)

- what is the basis of the newly acquired property? - new basis basically equals fair market value of new property - unrecognized gain (f.m.v. - u.g.) (basis of other guy's property (your old property) is apparently his old basis + boot)??


- see Sec. 1031(d): basis = basis of old property (one exchanged or given up) - boot + 

recognized gain

- these same boot provisions apply to most tax-free transactions

- flipside to these deferrment benefits is that losses are not recognized as well


Jordan Marsh Co. v. Commissioner (2d Cir. 1959)



- JM transferred real estate for 2.3M to Bank which then leased the property back 


to JM for 30 yrs. + 3 days w/ renewal option for 30 yrs. (both sale amount and 


rental amount were f.m.v.)



- JM tries to take a deduction for a loss on the sale - Commissioner disallows, 


saying it was an exchange of property-in-kind (b/c regs. said lease of > 30 yrs. = a 

fee interest, and thus here a fee interest was just exchanged for a fee interest)



- apparently, b/c of + 3 days provision, JM wanted this to initially be an exchange 


free of tax, but probably had a good year which it now wanted to offset with a 


loss



- JM argues that it was a sale b/c lease does not = a fee - they're different interests 


altogether - JM merely closing out a losing interest - each part of transaction was 


independent b/c each was for f.m.v.



- Ct holds: loss allowed (JM wins) - not an exchange within 1031



- probably b/c there are many valid business reasons to do this way that have 


nothing to do with tax (i.e. they got cash to work with, won't have property to deal 

with at end of 60 yrs.)



- if Ct had gone other way, the loss would have formed part of the new basis and 


it would have to be deducted incrementally over 30 yrs. (and thus would've been 


worth less than half of what the deduction taken immediately was worth)

Capital Gains
- for most of history, capital gains have been taxed preferentially (i.e. 50-60% of gain excluded from tax, making the effective rate 40-50% of the stated rate)

- capital gains mostly concentrated in hands of the very wealthy, so these tax benefits help wealthy and lead to less progressivity

- in 1986, the highest income tax bracket was lowered from 50% to 28% BUT this was met by an increase in the tax on capital gains from 20% to 28% (see Sec. 1(h)) (with a corresponding elimination of the exclusion of any of the gain from tax) (balanced trade-off which difn't really change much - only simplified things b/c now all was taxed at 28%, so you didn't have lawyers working to classify things as one or the other to avoid tax)

- since then, the highest rate has risen (to 39.6% today) while capital gains rate has stayed at 28% and thus lawyers are busy again working to classify regular gains/losses as capital ones to get the lower rate

- Sec. 1211: Limitation on deduction of capital losses to the amount of any capital gains + $3000


- why limit in this way?  b/c the taxpayer is in control here - he can sell at anytime - thus 

limitation is to keep people from selectively taking losses (selling before they have to or 

normally would) in order to get the loss to offset good years while deferring tax on the 

gain they are getting by holding on to their other investments

- Sec. 1212: covers capital loss carrybacks and carryovers (so can avg. them against earlier or 

later gains)

- Sec. 1221: definition of capital asset - has caused problems b/c really only says what ISN'T a 

capital asset (i.e. stock-in-trade (inventory), depreciable business property (b/c taxed 

elsewhere), etc.)

- Sec. 1222: short v. long term definition


- > 1 yr. = long term = capital gain/loss taxed at 28%


- < 1 yr. = short term = treated as ordinary gain/loss

- Is there any good reason for preferential treatment of capital gains/losses?


- to avoid lock-in effect - preferential treatment supposedly increases mobility - fear of 

investors holding on too long to avoid tax and then dying with the asset and thus it would 
escape all tax (by Sec. 1014) - (maybe better answer is to repeal Sec. 1014)


- politics - people who have capital assets are wealthy and have political power


- they may not represent real gains - inflation is the key problem b/c it leads to 


overtaxation (b/c we are taxed on the inflationary gain which is not real gain) (maybe 

better answer is to adjust basis for inflation instead)


- avoid "bunching" - gain may push you into a bracket you shouldn't be in based on 

ordinay income - (averaging that income over length of holding period may be the better 

answer)


- SO maybe preferential treatment is not the best answer b/c these gains are so heavily 

concentrated in hands of wealthy - only real justification may be the fear of loss of tax 

revenues from the lock-in effect

- What is a capital gain?


Arkansas Best Corp. v. Commissioner (U.S. 1988)



- P invested additional $ into a bank which he knew was in trouble for the sole 


purpose of trying to keep the bank from failing - P claims $ was for business 


purposes (saving reputation) and not for investment purposes - they read Corn 


Products case to say they are allowed to take their loss as an ordinary loss b/c 


their investment is exempted from the definition of capital assets b/c it was made 


for a business purpose (business motive)



- S.Ct. says NO - they hold Corn Products to a narrow reading which keys on 


inventory (which is the key language in the first exception from capital assets in 


the statute) - that narrow holding is that hedging transactions that are an integral 


part of a business' inventory purchase system fall within the first exception to IRC 

Sec. 1221 (i.e. are not capital assets and therefore are treated as ordinary 



losses/gains)



- Ps wanted these to be ordinary losses b/c capital losses are limited to amount of 


capital gains + 3K



- S.Ct says there is no "business motive" test in 1221 - the exclusion allowed by 


statute and upheld in Corn Products only goes to inventory-related expenses - thus 

taxpayer's motivation to save business here is irrelevant - their investments were 


in no way related to the inventory of the bank, thus they were considered capital 


investments regardless of the fact that P knew he was investing in a bad bank 


merely in hopes of saving it



- now there's a regulation (1.1222-2T) defining and dealing with permissible 


hedging transactions

CH. 6: Receipts Subject to Offsetting Liabilities
- in general, a person borrowing $ has no income from that $ in the year in which he receives it b/c the amount is offset by his obligation to repay it (so no net gain) - thus there is no income when received and no deduction when paid back

A. Cancellation of Indebtedness


U.S. v. Kirby Lumber Co. (U.S. 1931)



- co. issues bonds (borrows $12M) and then repurchases some of them later as a 


reduced rate (i.e. bought back their debt (repaid it) for less than they were 



originally supposed to)



- Ct says is taxable income b/c they freed assets from an obligation (i.e. were 


supposed to pay back $12M  but end up having to pay back < $12M, so difference 

is income)



- i.e. the $12M is not income b/c it's offset by the obligation to repay $12M, but 


when end up paying less than $12M, then an equal portion of the original amount 


is then income b/c not matched by an offsetting liability

- cancellation of debt usu. always has tax consequences BUT not always considered income


- ex. purchase of real property for more than its worth - can threaten to sue for fraud and 

get settlement of cancellation of part of debt to end up paying what it's really worth - 

cancellation of debt in this situation is seen as an adjustment of the purchase price


- ex. insolvency - want $ to go to the creditors and not the gov't

- Bankruptcy Tax Act of 1980 set up many of the rules dealing with insolvency here

- IRC Sec. 108 - cancellation of indebtedness generally = income except as indicated:


(a) insolvency (largely a tax deferral provision b/c other tax benefits of insolvency are 

cancelled (to extent of indebtedness excluded) OR person can elect to keep these benefits 
and instead to adjust his basis on depreciable property (which will mean increased tax 

later) (this is if co. stays in bus. - if goes out of bus., then all excluded)

- see problems on p. 309 - generally not seen as income if a "voluntary" obligation is cancelled such that the cancellation causes no real wealth enhancement


David Zarin v. Commissioner (TC & 3d Cir. 1990)



- case is a total puzzle b/c only satisfactory answer is to say it's taxable but that 


runs against the grain of what we feel is right and acceptable (b/c of facts of case 


and situation)



- gambler owed $3.4M in gambling debts and settles with casino for $500K - Q is 


is $2.9M taxable as debt cancellation?



- D claims gambling debt was unenforceable in NJ (true) and therefore the 


amount and very existence of the debt was in Q



- However, tax ct says it's taxable BUT Ct of App reverses the tax ct for no good 


reason and says NOT TAXABLE (maybe for nothing more than pity!)



- tax ct thinks intent of the parties should govern b/c here D intended to pay the 


debt and thus it was a debt that was cancelled and taxable - other position is that 


of D who says since it's unenforceable by law then there was no obligation to pay 


and can't tax



- since in our gut we don't want to tax (b/c his tax would be greater than his 


losses!) we look for rationalizations - best one seems to be to look at the nature of 

the casino itself - can be seen as an adjustment of the purchase price since the 


casino has the $ b/c that's where he lost it so it's really a Q of how much he should 

have to pay for the opportunity to gamble or the pleasure of losing the $ - since 


casino knew what they were doing and did it on purpose b/c it attracted other 


gamblers, we can look at it as an adjustment of his purchase price to 14% of his 


losses



- some argue that he shouldn't be taxed b/c he got no enjoyment out of losing the 


$ BUT that doesn't matter b/c it was his choice and he has to live with it - some 


say he wasn't enriched but he did have the opportunity to win - he just didn't - 


BUT at the same time, he could only lose the $ at the casino - i.e. he could only 


pay it to them

B. Claims of Right

North American Oil Consolidated v. Burnet (U.S. 1932)



- P disputed with gov't over well ownership



- 1916 - made $ on the property but $ went into receivership b/c of dispute



- 1917 - Ct orders $ paid out of receivership to P



- 1920 - Ct of App affirms (finality)



- P says should be taxed to 1916 or 1920 (b/c rates were higher in 1917 b/c of the 


war) b/c earned in 1916 or finally held to be their $ in 1920



- gov't and Ct says taxed to 1917 b/c possession of the $ was had from that year on 

and Ct had said it was theirs (and appeal was only a contingency and not a 


liability)



- possession of cash w/ affirmed claim of right was key + fact that appeal does not 

equal liability to defer tax


U.S. v. Lewis (U.S. 1951)



- salesman paid commissions in one year  but then he had to return half of it the 


next yeat b/c he had been overpaid - P wants to amend his earlier return to just 


indicate less income BUT Ct says NO - the return for that year is final and must 


just take the deduction for the returned amount the following year



- key is the annual acctg. basis and the fact that return for the first yr. is 



considered complete b/c P had a full, unrestricted claim of right to the $ at the 


time

- IRC Sec. 1341: pay lesser tax based on 2 computations:


1) figure tax if pay full amount 1st yr. and take deduction for 2d yr.


2) figure tax if amend 1st yr's return to reflect reduced amount of income


- pay the lesser of these two taxes


U.S. v. ConEd (U.S. 1961)



- have same corresponding rule with deductions



- Ct upheld taxpayer's position that it could deduct an amount the first yr. and then 

deduct a smaller amount the second yr. (rather than deducting the full amount the 


1st yr. and then counting any refund as income the 2d yr.)



- HOWEVER, this case reversed by stat: Sec. 461(f) - says deductions to be 


treated the same as income was in No. American - must take full deduction the 


first yr. even if you're contesting it and if you lose then you have income later to 


pay tax on

C. Embezzled Funds

James v. U.S. (U.S. 1961)



- P was a union official who embezzled funds and failed to include them on his 


tax returns as income - P argues that he can't be taxed on that $ b/c he has no 


claim of title to it



- P relies on Wilcox in which the S.Ct. said that embezzled funds were not 


income b/c thief had no title to the $ and had an obligation to repay it



- However, here, S.Ct. expressly overrules Wilcox b/c it's just wrong and had been 

effectively overruled earlier in Rutkin


- S.Ct. says embezzled $ is income b/c:




- unlawful as well as lawful gains are comprehended within "gross 




income"




- Ct doesn't want to treat lawbreakers better than honest persons




- when person unlawfully receives $ without acknowledging an obligation 



to repay it and has complete dominion over the distribution of that $, then 



he has income (thief can then take a deduction if he has to ever return the 



$ to its rightful owner)



- Q here is: what is a sufficient obligation to offset a tax?




- that the thief owes the $ to the rightful owner here is NOT sufficient to 



offset a tax (i.e. he is taxed on the $ as income) b/c the obligation here is 



not acknowledged by the thief who has control over the $ until someone 



makes his obligation public and enforceable



- some justices concerned about effect of the gov't stepping in with a tax lien and 


taking part of the $ which is owed to rightful owner (& thus would not tax as 


income to avoid this effect) (Ct rejects this claim though even though it was the 


same one which prevailed in the bankruptcy context of debt forgiveness)



- one problem with old rule of Wilcox was that it encouraged taxpayers caught 


with unreported $ to claim that they had stolen it

D. Prepaid Income
- taxpayer receives $ and is then liable to perform services over a subsequent period of time

- most situtaions involve accrual accounting which matches income to expenses - i.e. receive income but only report it ratably over the period of time during which services are provided, so that expenses of providing promised (and paid for) services offsets the income representing payment for those services (which was paid up front)

- in effect, part of the income (that part representing that part of the services performed in the year after the year in which the payment was received) is taxed in the following year - that tax is thus deferred and is a benefit to the taxpayer


AAA v. U.S. (U.S. 1961)



- AAA had an accrual accounting system based on statistics of when they will 


provide the services for which members paid dues upfront & thus they didn't 


report all of the dues they received in any particular year but reported it ratably 


over membership period according to statistics



- this system made perfect accounting sense, but the Commissioner disallows it 


and the S.Ct. upholds the discretion of the Commissioner - they wanted Cong. to 


change which Cong. DID change in Sec. 456



- problems here:




- IRS skepticism of AAA's statistics - IRS didn't feel stats. were good 



enough to justify the dererral of the tax (concern over time value of $)




- IRS also wants to get the $ NOW while taxpayer still has it and not later 



after they complete their obligations (and might not have the $) (concern 



over collection)



- Cong. ultimately changes this result


Schlude v. Commissioner (U.S. 1963)



- giver of dance lessons uses same accrual method - S.Ct disallows this method 


again - says there are problems with accounting for lessons ultimately never given 

and royalties - this result was also changed later by stat.

- these cases mainly reflect the struggle b/t tax acctg. and financial acctg. - the 2 just have different goals:


- financial acctg. - don't report all income in first yr. b/c would be overstating it b/c of the 

corresponding obligation and many people depend on these reports for accurate 


info. concerning the value of the co. - thus the goal is to defer income in search of 

an accurate portrayal of health of co.


- tax acctg. - get the $ a.s.a.p. (time value of $) and while it's still there (collection) - thus 


goal is to max. income amount and collection


Commissioner v. Indianapolis Power and Light Co. (U.S. 1990)



- IPL held deposits to secure future payments - Q: is the receipt of this $ income?



- S.Ct. says NO, receipt is not taxable - since IPL has to pay the $ back unless 


customer defaults or wants it applied to future bills, IPL has no power over the $ - 

the ultimate fate of the $ is in the hands of the customer



- if the $ is ultimately paid to them, then it's income and taxable



- Ct says must look at relationship as of the time of receipt & at that time the 


customer is in control of what ultimately will happen to the $



- Commissioner wants to tax receipt as an advanced payment but Ct says NO b/c 


customer here not required to use electricity & thus may never owe IPL anything

Revenue Procedure 71-21
- mitigates harsh effects of AAA, Schlude, etc.

- allows the accrual acctg. deferral which was not allowed in those cases

- except must include all $ in the year of receipt if services won't be performed withing the year of receipt or the following year (basically allows deferral if performance of services spills over 1 year)

- see Reg. 1.451-5: deferral in relation to property

NOTE: Depreciation:

- see Sec. 1016 - allowance for wear & tear, etc.


- theoretically, should be based on decline in value over the course of the taxable period


- this, however, would be administratably impossible to determine with accuracy, 


therefore the IRS assigns values (useful lives) for most categories of depreciable property


- ex. $1000 piece of equipment with statutory useful life of 5 yrs.



- straight line depreciation would be $200/yr. for the 5 yrs. (20% rate)



- Double Declining Balance dep. is used by the IRS - doubles the annual rate 


under straight line dep., so here it would look like:




yr. 1: 40% of 1000 = $400 (i.e. the deduction is $400 and this is deducted 



from the earlier basis to form the new basis - 1000-400=600)




yr. 2: 40% of new basis (600) = $240




yr. 3: 40% of new basis of 360 = $145




- at this point where the deduction falls below the corresponding straight 



line amount, you switch over and write off the rest (b/c otherwise would 



never finish b/c would just keep taking a % of a smaller and smaller 



amount)



- IRS uses this method b/c things depreciate faster in the earlier years, so the 


deductions should be bigger in the early years + as a matter of industrial policy, 


it's a means of encouraging purchasing of newer machines (the tax deferral 


inherent in this system is seen as an intentional subsidy)



- depreciation thus depends much on basis and all of the basis calculation rules 


apply - depreciation only applies to business/income-producing property - 



depreciation is not optional - by Sec. 1016, basis is reduced by the depreciation 


allowed (deduction taken) or allowable (the max. amount deductible), whichever 


is greater

E. Nonrecourse Borrowing:

- generally, a mortgagee has a claim against certain secured property AND against the 

mortgagor personally for any deficit not recovered by sale of the secured property


- nonrecourse loans are ones which are secured by property but which have no further 

recourse against anyone personally


- most commercial property transactions are nonrecourse b/c these deals are heavily 

leveraged and the income-producing property is what lender is interested in and 


concerned about - to make up some, higher interest rates are usually charged


- the Q of nonrecourse is: for tax purposes, does it make any difference that the person 

has no personal obligation to repay the loan?


Crane v. Commissioner (U.S. 1947)



- widow was left property and an income-producing building from deceased 


husband - she inherited it subject to an outstanding mortgage which also had 


defaulted interest on it - she agreed to operate the property and did so for 7 yrs., 


giving the net rental proceeds to mortgagee - when mortgagee decides to 



foreclose, she sells the property subject to the mortgage + $3000 - after paying 


expenses of $500, she only claims $1250 as taxable gain (50% of the $2500 net 


proceeds b/c she considers it a capital asset)



- she claims that she inherited only an equity interest with 0 value b/c of the 


mortgage - she also claims it was a mistake for her to have taken depreciation 


deductions



- Q is was $1250 all she got out of the property?



- S.Ct. says NO - she got the value of the depreciation deductions



- Ct also says that nonrecourse debt is to be treated the same as other debt & thus 


she inherited the whole property with a fair market value = to the debt (mortgage) 

(i.e. equity was 0 but she had the property with a f.m.v. and an equal amount of 


debt)



- Ct says her basis was 262K (= to the mortgage + defaulted interest)




- it divides this into 55K for the land and 207K for the building




- it says only the building is depreciable and that she could've taken up to 



28K in depreciation deductions, so that her adjusted basis in the building 



is 178K and that, adding the 55K for the land, her adjusted basis is 233K




- Ct treats taking over a mortgage as the same thing as a payment, so that 



in total she received 257K from the sale - subtract her adjusted basis of 



233K and she ends up with 24K gain to be taxed




- this is fair and right b/c the 24K represents the depreciation she took but 



was not wanting to call income (depreciation is the key)



- Was it in the IRS's best interests to say that she had to or could take the 



depreciation deductions?  NO b/c if they would've said she couldn't take them, 


then they would've prevented the deferral of tax - otherwise, as here, she takes the 

deductions for years and only pays the tax later at realization on a sale - this = 


deferral (like an interest free loan)



- this case represent the problem with nonrecourse loans: the equity owner, as 


here, gets to take the deductions for depreciation at the expense of the lender who 

only has a claim against that property which is declining in value with no claim 


personally against anyone



- Ct takes easy way out and treats all loans alike - avoids the line-drawing 



problem of distinguishing b/t recourse and nonrecourse loans (i.e. how would you 

classify a recourse loan to a corp. whose only asset is the secured property?)


Parker v. Delaney (1st Cir. 1950)



- alternative computation formula for gain in nonrecourse situations



- same results achieved except it doesn't answer how to deal with depreciation (?)



- ex. 



Crane


Parker


cash investment of 10K
  10K


  10K basis



nonrec. mortg. of 100K
  100K


  ignore loan







--------


----------------







  110K basis

  10K basis



make 15K mort. pmts.

  ignore pmts.

  add 15K pmts to basis



sell property for 30K cash



  ------------------------------



and assumed mort. of 85K
115K - 110K basis

25K adj. basis







----------------------

30K sale price








5K gain

------------------












5K gain

Crane Footnote 37: assumes that if you get boot in the sale that the property was necessarily worth the amount of the mortgage - true?


- NO b/c person might just be buying b/c there's little risk - i.e. just pay boot and hope 

property does well & if it doesn't then bank takes property and you're only out boot


- so case based on Qable premise

1. Inadequately Secured Nonrecourse Debt

Commissioner v. Tufts (U.S. 1983)



- deals with Crane FN 37 problem



- partnership in construction to build apts



- they invest 44K and get a mortgage of 1.85M (highly leveraged) so they have a 


total basis of 1.89M - they take 440K in depreciation deductions (on an 



investment of 44K! - that's a tax shelter!) giving them an adj. basis of 1.455M



- apts did not do well and they sell subject to the mortgage + $250.00 a piece



- this is the perfect ex. of a piece of property not being worth the amount of the 


mortgage despite the presence of boot - the buyer just pays $250.00 with no risk 


b/c he can try to run the apts. and all he has to do is make some mort. pmts. and if 

they don't turn around then the bank can foreclose on the building and all he is out 

is $250!



- here, taxpayers claim a loss b/c they say their adj. basis is 1.455M but that the 


property is only worth 1.4M (claim a 55K loss)



- BUT once again they try to ignore the depreciation deductions they took!



- IRS view: 1.85M mort. - 1.455M adj. basis = 396K gain 




- correct b/c the 396K gain represent the depreciation deductions they took 


minus their original investment



- IRS wins b/c Crane applies regardless of whether property value is < or > 


amount of mortgage - all of the mort. amount is included as income in the 



payment (sale)



- this is fair b/c they relied on the debt to get the deductions in the first place so 


they now have to treat it as real debt on the way out



- What about the buyer of the property in Tufts?  What is his basis, given that the 


mortgage greatly overstate the value of the property?



- Cts don't treat the excess amount of the mortgage over f.m.v. as bona fide debt, 


so his basis would be the adj. basis of the sellers (i.e. the mortgage minus the 


depreciation deductions already taken)



- Cts don't want to give basis when the full amount of the mortgage is wholly 


artificial - i.e. the bank has already had the loss on the property and they'll write it 

off, so don't give the buyer that basis and allow him to take depreciation on that 


excess amount (would be to allow double deductions b/c previous owners have 


already deducted that amount - would be to allow a tax shelter)

Tax Shelters
- b/c of these cases, taxpayers had the incentive to invest in highly leveraged nonrec. obligations to get the early depreciation deductions (which were essentially tax deferred until realization)

- hypo: borrow $4000 at 8% interest and pay $1000 per year for 5 yrs.


yr. 1: pay 8% of $4000 or $320 in interest and $680 (the rest of the $1000 paid) comes 


off principal


yr. 2: 260/740 (i.e. 8% of 3320 = 260 & 740 comes off principal)


yr. 3: 210/790
yr. 4: 140/860
yr. 5: 70/930

NOW, what if you bought property for that $4000 and rented the property for $1000/yr. and use that $1000 to pay the loan so that the loan is paid at the end of 5 yrs. (and depreciation deductions are also exhausted at the end of the 5 yrs.) - silly? NO - tax shelter

yr.


1

2

3

4

5

Interest Ded.

320

260

210

140

70

Deprec. Ded.

800

800

800

800

800




-----

-----

------

-----

-----





1120

1060

1010

940

870


-1000 rent/yr.




120L

60L

10L

60G

130G

- The depreciation allowed here was straight line, so if used actual declining balance then the losses in the beginning and the gains later would be greatly enhanced

- key here is that it's nonrecourse and there's no risk involved

- essentially the deduction of the losses early are offset by the later gains but the tax is deferred so you essentially get an interest free loan for 5 years! - this is the basis of the tax shelter

- Congress has tried to limit these tax shelters:


- Secs. 465, 469: tries to limit your losses to the extent of your equity - in the above case, 

if there were no equity involved, then the early losses would've been deferred until the 

presence of the offsetting gains in the later years


- in 1986, Cong. largely eliminated these tax shelters as applied to individuals by passing 

the passive investor law - losses as part of a totally passive investment (one which you're 

not really involved deeply with) are disallowed

2. Mortgaging Out
- hypo: pay 100 cash for land (basis = 100)


- property value increases to 200


- owner then gets a nonrec. mort. of 175 against the land (there is no income at this point 

b/c he has to pay back the $ - i.e. the nonrec. loan which he really doesn't have to pay 

back is, for tax purposes, treated like a recourse loan which he would have to pay back - 

in reality the person really does have $75 in income here which is just not recognized 

until the sale)


- sells subject to mort + 10 cash (total 185) - how to tax?


- basis is still 100, so gain is 85 (current cash of 10 and earlier gain of 75)


Woodsam Assoc. v. Commissioner (2d Cir. 1952)



- repeated financings of property as property increased in value - all loans during 


this time were regular recourse loans



- final refinancing with a nonrecourse loan



- taxpayer claimed that when loan turned to nonrec., that's when they had income 


and not now (b/c those earlier yrs. are already closed by stat. of limitations)



- Ct says NO - loans are all treated the same - no income until the end (like 


Crane) (a nonrecourse loan is not to be treated as a disposition with tax conseq.)



- IRS wins - taxable now but loses $ in the long run b/c allows deferral of tax until 

the end (rather than taxing earlier)

- NOTE: nonrecourse debt


- when the property is disposed of is when the increase is realized, but at that point the 

"gain" will be more than the cash rcvd. at the time



- ex. 
basis = 50
mortgage = 120 (rcv 120 cash - not taxable yet but will be)




sell for 125
taxpayer nets 5 cash after paying off mortgage BUT the 





gain will be 75 (and this is what is taxable) - seems like a 





phantom gain b/c the TP forgets he rcvd. the $ earlier


- treating all gains the same avoids drawing distinctions b/t recourse and nonrecourse 

loans b/c it's often hard to prove which it is

3. Gifts of Encumbered Property
- ex. own property with basis of 20 and fmv of 100 - borrow 80 (amount of realization) in nonrecourse loan (only property pledged) - then give away property subject to the debt - cts have found that the transaction is clearly a sale as well as a gift, generating an amount realized just as if the transferee had paid cash instead of taking on the debt


Diedrich v. Comm. (U.S. 1982)



- TP makes gift to children with the condition that they pay the gift tax (which 


donor is supposed to pay) - TP is trying to avoid tax liability - at the very least, the 

tax will be lower in the hands of the donees (if they have to sell stock to pay tax) 


b/c they're in a lower bracket



- Property basis = 50K
FMV = 300K

Gift Tax = 60K



- Ct says donor is in effect selling the property for 60K - it makes no difference 


that the 60K is a gift tax - it is a bargained sale, part gift and part sale & Ct treats 


it as a sale (held that the assumption of gift tax liability by the donees produced a 


measurable econ. benefit to the donor and hence should be regarded as the 


equivalent of cash consideration)



- Ct then allowed IRS to calculate donor's gain under Sec. 1001(a) by simply 


subtracting his property basis from the gift tax obligation assumed by donees (60 - 

50 = 10K gain) - this was an odd result b/c characterizing the transaction as part 


gift, part sale was meant to discourage TPs from using the conditional gift device 


to avoid tax liability - HOWEVER, by calculating the gain as they did, they saved 

the TP a lot and made the conditional gift advantageous anyway! (i.e. if they had 


calculated the gain as if TP had been required to sell enough stock to pay the tax 


himself, the taxable gain would've been 50K! - i.e. the TP would have had to sell 


60K worth of stock to pay tax, that amount of stock was 1/5 his total amount and 


the basis in it was thus 1/5 of 50K or 10K and the gain was thus 60K minus 10K 


or 50K!)



- indeed, by the IRS's formula, if the gift tax liability <= donor's basis, then there 


would be no taxable gain, despite appreciation in the value of the property at 


issue!



- another ex. where IRS "wins" the case, but ultimately loses $!



- the way the IRS does it here, the new basis of the donees is the amount of the 


gift tax assumed (60K), but if they had done it the other way, the basis would've 


been lower since the donor would have used only part of it to offset tax and the 


rest would be carried over (thus leading to less of a deferral on the part of the 


donees) - more lost $!


- Reg. 1.1015-4 sets out the rules for determining the basis in the donee after the transfer


- Reg. 1.1001-1(e) lays out rule of Diedrich - gain for donor = amount of "sale" - basis 

(however, it states that there will be no loss if basis > amount rcvd.)

CH. 7: Tax Expenditures: State & Municipal Bond Interest
A. The Exclusion of Interest on State and Local Obligations
- Sec. 103(a) excludes from gross income the interest gained on state and local bonds - the result is that these bonds typically pay lower rates of interest - whether the tax exemption makes up for the difference depends on your bracket

- only problem is that interest paid on borrowing which is done to purchase tax-exempt bonds is nondeductible (Sec. 265) (if income is exempt then cost of borrowing to buy it should not be deductible)

- municipal bond exclusion is inexplicable from the standpoint of a personal inocme tax system - looks like a glaring loophole, but must look at effects on states and municipalities issuing these bonds

1. Constitutional Considerations
- would the imposition of federal income tax on the interest on state and local bonds be an impermissible burden on the sovereign power of the states to borrow $ (as was held in Pollock)?


South Carolina v. Baker (US 1988)



- answers the above Q with a NO - lays to rest the idea that interest on state and 


local bonds can't be taxed - a person who receives interest from such bonds can be 

taxed - however, the Sec. 103(a) exemption remains although it is not 



constitutionally mandated



- registered v. bearer bonds:




- registered: owner of bond is registered & each time bond is transferred 



it's done on the books and interest is rcvd. by mail




- bearer: holding bond is ownership (like $) - has coupons which are 



clipped and cashed - never know who has it or who gets $ - significant tax 



problems b/c no paper trail facilitates tax evasion



- Sec. 310(b)(1), enacted in 1982 to try to curtail evasion, stripped the exempt 


status from bearer bonds & SC claimed law was unconstl but Ct says NO & 


upholds Sec. 310 here (which essentially just requires the bonds to be registered 


to achieve tax exemption)

2. The Subsidy to Issuers of Tax-Exempt Obligations
- the exemption essentially is a federal subsidy to state and municipal borrowers in the form of lower interest rates (i.e. they can pay lower interest rates b/c the interest paid is exempt) which lowers their cost of borrowing

- so the subsidy is distributed to state and local govt's thru the tax system (and fed loses that $)

- localities essentially gain the difference b/t regular bonds and their own, i.e. what they pay in interest and what they would have to pay if the interest was not exempted

- apparently, there's a big difference b/t what the state and localities gain and what the fed loses & this represents a windfall to higher bracket taxpayers & thus it's an inefficient way to give this benefit

- proposals to change:


- have the fed. gov't give the states and localities the difference (and tax the interest) - 

this way the fed doesn't lose all that $ and the localities and states still gain (just 


eliminates the difference)


- eliminate exemption and just give deduction - achieves same result as above proposal 

and eliminates the tax bracket difference

CH. 11: Personal, Living, or Family Expenses
- Sec. 262 states that, except where expressly provided, no deduction shall be taken for personal, living, or family expenses

A. Childcare

Henry C. Smith (2d Cir. 1940)



- P wanted to deduct babysitters expense b/c "but for" them she could not work



- Ct says NO - fear of slippery slope - people would want to deduct rent, food, etc. 

which are all "but for" prerequisites to work



- Ct sees babysitter as a personal expense/consumption b/c choice to have a child 


is personal (can't link it to ability to work)

- Sec. 21 allows a limited childcare credit = 30% of childcare expenses not exceeding $2400 for 1 dependent (and $4800 for more than 1) (13 and under or handicapped = dependent) (so max is $720 for 1 dependent) - amount of credit decreases (but not below 20%) as income increases above $10K

- Sec. 129 permits employers to provide childcare as a fringe benefit in kind or in cash (up to $5K per year as long as non-discriminatory, etc.)

- there are special provisions for welfare recipients b/c they have so little income that childcare is closer to a need than consumption

B. Clothing

Pevsner v. Comm. (5th Cir. 1980)



- TP was salesperson at Yves Saint Laurent and thus had to wear their clothes to 


work in the store - she bought at cost but they were still expensive



- Tax Ct allowed her to deduct the cost of these clothes - they said it was just b/c 


of her special, individual situation (clothes didn't fit her lifestyle and she didn't 


wear them anywhere else)



- 5th Cir. reverses here b/c they say can't look at individuals - rule is that clothes 


suitable to wear outside of work (i.e. not uniforms) won't be treated as a business 


expense - Ct doesn't want to go into factual inquiry in each case as to whether TPs 

wear them outside of work or not

- can deduct cost of uniforms

- to allow a deduction for an expense everyone has essentially means you will have to raise rates b/c tax base will shrink across the board

- if you can't clearly separate the consumption element from the buisness element, then usually there's no deduction allowed b/c there will be variance among individuals according to personal consumption tastes

C. Traveling: Sec. 162(a)(2)
1. Away

U.S. v. Correll (U.S. 1967)



- TP was a traveling salesman who left home each morning and had to eat 



breakfast and lunch on the road (but was home for supper every evening) and TP 


wanted to take deduction for these meals



- IRS and S. Ct. say NO - only deductions for traveling expenses while "away 


from home" and that phrase is reasonably interpreted to mean overnight (or long 


enough to require rest) - Ct wants bright line rule - otherwise everyone could take 


deductions b/c all people who go to work eat "away from home" as in "not in their 

own kitchen" but deduction only supposed to go for travellers who incur expenses 

as a result of their business (regular daily meals for people who work are regular 


personal consumption)

- however, the bright line rule went too far the other way b/c (in the past) you could deduct all of your meals if you stayed overnight even though you would have to pay some for those same meals had you eaten at home (w/ no deduction) - should theoretically only be able to deduct a % of meals (reflecting amount you pay b/c of travel over what you pay at home) but the IRS allowed all (in the past) - I say "in the past" b/c since 1993 Sec. 274 allows only 50% of meals to be deducted

2. From Home

Comm. v. Flowers (U.S. 1945)



- TP is lawyer in Miss. and represent RRs in AL - he rents office in AL and travels 

there from home infrequently (mainly works from home)



- TP wanted to deduct costs while in AL as business travel expenses



- S.Ct. says NO deduction b/c he worked most of the time at home, the travel at 


issue was not reasonable and necessary (Ct sees it as a consequence of his 



personal choice of where to live - like a commuting expense)

- it's very hard to draw the line between commuting (no deduction b/c is daily, routine, and consequence of personal choice of where to live) and something extra which deserves deduction


Revenue Ruling 75-432


- TP can't deduct expenses while performing duties ata principal place of 



business, even though the TP maintains a permanent residence elsewhere (b/c 


choice of where to live was personal and expenses incurred b/c of it are due to 


personal choice and not business exigencies)



- can only deduct expenses incurred while away from "home" where "home" is the 

place at which the TP conducts his trade or business - if TP engaged in business 


in >1 location, then "tax home" will be located at the principal place of business 


during the taxable year



- if there is no principal place of business, then regular abode is tax home (if an 


itinerant worker with neither principal place of business or permanent abode, then 

worker never leaves home and may deduct no expenses)



- deductions are allowed (one's tax home is not shifted) upon commencement of a 

temporary employment away from home - deduction depends on having a place to 

come back to - no deduction usually if job is for over a year - no deduction if you 


move and stay (also as in Hantzis case, deduction depends on having left a job or 


other employment to go to another short term employment - since she was a 


student (not a job) when she left to go work the summer in NY, her expenses 


were NOT deductible)

- See Reg. 1-162-2 - further explanation of traveling expenses deductions

- moving expenses:


- mixed bag of motives here as well


- Sec. 217 allows deduction as long as you're leaving a job and going to a job (none if 

going to first job from home) - must be 50+ miles from former residence, etc. - only 

includes actual expenses of physically moving, so to extent that employer reimburses 

employee for more than actual expenses then the employee has income)

D. Travel and Entertainment
- very mixed bag with lots of personal consumption involved

- were big problems of abuse until 1961 legislation requiring documentation for deduction

- has been a continual tightening, cutting back over the years

- Q's:


- how to treat mixed pleasure/business items, how to deal with abuse, how to implement 

practically


- how to treat business expenses which satisfy consumption needs?



- ex. meals




- can definitely be in business setting for business purpose BUT also 



satisfies consumption needs of persons




- Sec. 274(n) compromise: all meals (since 1993) limited to 50% 




deduction + stringent substantiation requirement


Sanitary Farms Dairy (Tax Ct. 1955)



- TP owned dairy - goes big game hunting on safari - makes film of it and sets up 


a museum at the dairy which attracts business - co. pays for trip and takes 



deduction for it as a business expense (b/c museum brought business and p.r.)



- Ct allows the deduction! as an advertising expense (personal consumption of TP 

is ignored)



- ex. of abuse and ridiculous result


Cohan v. Comm. (2d Cir. 1930)



- Ct allowed deductions based on only rough estimates provided by TP



- stupid! led to great abuses


Berkley Machine Works & Foundry Co. v. Comm. (4th Cir. 1980)



- machine works shop w/ small # of big customers - not the type of industry where 

you can advertise, so they took clients on weekend fishing trips to their fishing 


lodge & tried to deduct all their expenses as business expenses



- IRS and Ct say NO - doesn't satisfy Sec. 274 (Sec. 274 is a disallowance section 


i.e. you must first have an allowable deduction as a result of another section, here 


Sec. 162)



- Sec. 274(a)(1)(B) specifically disallows deductions for the cost of maintaining 


facilities



- as for other expenses, they must be directly related to the active conducting of 


business



- "goodwill" entertainment as here not deductible (i.e. they didn't come 



specifically for certain business relations - was only broad, goodwill type 



advertisement) - need concrete dealings, mtgs. etc. - this section meant to curb 


rampant abuse



- Sec. 274(a)(1)(A): deduction allowed for food, etc. "associated with" business - 


means can deduct meal, etc. directly following meeting, etc.



- Sec. 274(d): P also fails substantiation test b/c no proof and too few witnesses to 

substantiate more than a few weekends - must substantiate to each business day, 


event, etc. and to each person involved (thus no ded. for family members not 


involved in business)

- Sec. 274 puts further restrictions on: foreign travel, club dues (completely disallowed), cruise ships, and conventions

E. Home Offices
- again, mixed bag of business and consumption


Comm. v. Solliman (U.S. 1993)



- Sec. 280A - very tough section and S.Ct. interps. in a tough way



- anesthesiologist who kept records and billed from home but spent 80% of time 


giving treatment at hospitals (which would give him no office)



- S.Ct disallowed deduction b/c home was not principal place of business b/c 


spent most time at hospital and essential part of work done at hospital (i.e. place 


where you perform services which gives you income ("point of delivery"))



- S.Ct says must do comparative analysis of all places where do business to find 


principal place of business



- to deduct for one room of home, would compare square footage of room to 


whole house and deduct that %



- Sec. 280A(c)(1): room must be for exclusive business use and must be (A) 


principal place of business, or (B) must see clients there (easier to prove business 


purpose), or (C) must be a separate structure from the regular house (easier to 


separate business from household consumption)

- if meet Sec. 280A requirements, can deduct:


- allocable portion of items deductible anyway (interest, taxes, etc.) (the other portions 

allocable to personal are deducted in regular place)


- deduction limited to amount of business income - i.e. can't create a net loss to help 

offset personal expenses

F. Activities Not For Profit
- Q of whether an activity is indeed a business

- Sec. 165 requires deductions for losses be from transactions entered into for profit


Weir v. Comm. (3d Cir. 1940)



- P claiming loss on sale of stock in a co. owning his bldg. which he bought with 


motive to gain greater control over bldg. mgt.



- Ct allows deduction, saying will assume buying stock is with the intent to profit 


(regardless of motive)


Bessenyey v. Comm. (2d Cir. 1967)



- woman breeds horses as a hobby and suffers loss after loss and deducts them



- Ct disallows saying was merely a personal hobby



- Sec. 183 - no ded. if not for profit



- usually an assumption of a business if profit 3 out of 5 years


Bolton v. Comm. (9th Cir. 1982)



- TP rents a vacation home 91 days, uses it himself 30 days, and leaves 



unoccupied 244 days (121 days used total)



- how to determine amount to be deducted? i.e. for amount representing rental 


business portion?



- there is a ceiling on the total deduction = to the income from rents



- allowed to take deductions for maintenance and for interest/taxes allocable to 


rental



- use % formulas



- maintenance % formula = rental days divided by total days used



- here Q was interest/taxes % formula - P said should be rental days divided by 


365 days since interest and taxes are throughout the entire yr. and don't vary by 


use - IRS said should be same % as maintenance - TP wins: formula is rental days 

divided by 365
 (see Sec. 280A(c)(5))



- was important to TP b/c he wanted the smaller % of interest/taxes b/c as far as 


the deduction cap goes, the amount deducted due to interest/taxes is removed first 

and then the amount left is how much can be deducted from allowable 



maintenance - since he would get the interest/taxes deducted anyway (the balance 

is deducted on the personal side), he wants little of these to be allocated to the 


rental so that more of maintenance is deducted b/c this is the only place he can 


deduct any maintenance

- now, Sec. 280A(a) and (d)(1) provides that no deductions allowed if person uses it as a residence and that means 14 days or 10% of # of days it's rented (check on this)
H. Education and Training
- only deductible if it continues or improves existing skills within a trade or business

- ex. CLE and LLMs deductible (if work first that is, not deductible if go to LLM straight out of JD)

- continuing ed. is distinguished from entry-level ed. - most entry-level degrees not deductible b/c there's no existing trade or business

- entry-level excluded b/c not seen as capital or an ordinary business expense

- most regs. and Qs in this area deal with teachers - now, all movement within the field of education is deductible


Greenberg v. Comm. (1st Cir. 1966)



- psychiatrist takes classes to become psychoanalyst and gets deduction b/c he 


intended to stay a psychiatrist (with a broader specialty)

Ch. 12: Business and Investment Expenses
A. Ordinary & Necessary
- requirement of Sec. 162(a)


Welch v. Helvering (U.S. 1933)



- P, after bankruptcy, chooses to voluntarily make payments to creditors in order 


to build goodwill in an attempt to rebuild his business - takes deduction for these 


payments as a business expense



- IRS and Ct disallows ded.



- Ct says they were necessary (meaning appropriate and useful) but were not 


ordinary - ordinary defined as variable, reflecting time, place, and circumstances - 

to be judged by norms of conduct - Ct here finds these payments extraordinary b/c 

people just didn't do this (by the norms of the business community at that time) - 


however, such a standard is quite unworkable & doesn't give much notice



- thus this case is also seen as establishing another definition of ordinariness 


which these payments also did not meet - case seen as establishing that 



ordinariness is meant to separate current expenses (deductible) from capital 


expenditures (not deductible as a business expense b/c they are deductible in 


other ways down the road) - thus the payments here were not ordinary expenses 


b/c they were not attributable to the current period - they were capital expenses 


which must be taken care of over time (i.e. by incl. in basis as goodwill when sell) 

- thus now building reputation or goodwill is seen as a captial expenditure - i.e. if 


you are paying for goodwill (which is obvious here) then treat it as a capital 


expenditure which can be incl. in basis when you sell the business - however, if 


you're starting out and building goodwill through advertising, then you can deduct 

it now as a current expense b/c it's impossible to sort the expense out b/t 



increasing sales now and building goodwill



- if you pay to increase your reputation for personal reasons, then you are not 


allowed to deduct it (but of course that is hard to separate out!)



- bottom line: ordinary and necessary does not include capital expenditures

B. Public Policy Limitations

Comm. v. Tellier (U.S. 1966)



- D deducted legal fees of defending criminal action arising out of his securities 


fraud (related directly to his job of selling securities)



- S.Ct. allows the deduction - they said expense arose out of business actions (that 

it satisfied all the provisions of Sec. 162(a)) and was therefore deductible



- theory is that tax is a tax on net income and not a sanction against wrongdoing



- only disallow the deduction on public policy grounds if the ded. would frustrate 


sharply defined national or state policies proscribing particular trypes of conduct - 

these policies must be evidenced by a govt'l declaration of them - test is severity 


and immediacy of the frustration resulting from the allowance of the ded.



- this difficult test was not satisfied here - there is a const'l right to defend yourself 

and there was no Cong. intent to impose any extra penalty here beyond the 


criminal action itself



- some examples of situations where this tough test was satisfied have been 


codified in Sec. 162(c),(e),(f) - these sections say there is no deduction for policy 


reasons in the case of bribes, kickbacks, fines, etc.


Raymond Mazzei (T.C. 1974)



- case of the idiots who believed the elaborate scheme to counterfeit $ and ended 


up being bamboozled out of mucho deneiro - they wanted to take a deduction for 


the lost $ on account of its theft



- Ct said NO ded. on policy grounds - P was involved in the criminal act & Ct 


finds the tough test satisfied here (i.e. specific laws against counterfeiting, etc.)



- BUT P here didn't know what to do! - he was merely scammed! - however, Ct 


just focuses on his intent which was to counterfeit (or participate in scheme to do 


so)



- DISSENT has good arguments here - P will not be deterred here by disallowing 


the deduction (or will he? maybe he will, but the real concern is with those who 


scammed him and it will not deter them!) - also notes that IRC not a criminal 


code - it's based on income and deductions and that's what should focus on and 


leave the policy out of it



- ex. of how a ct. can disallow based on the broad sections and tests involved here 

if the conduct at issue seems to rub the ct. the wrong way

- Sec. 280(c) - allows no ded. for expenses incurred in relation to the sale of illegal drugs - probably unconstitutional b/c this provision taxes drug sellers' gross receipts rather than their AGI

Marriage Penalty
- today, there is a marriage penalty, in that the brackets favor filing as a single

- it's impossible to not have some sort of a penalty in a progressive system b/c in a progressive system, 1 person is taxed more for making X than are two persons making X/2 - so you can't solve the penalty system without eliminating progressivity (but a flat tax is unattractive)

- marriage penalty as it is today creates a disincentive to work for lower earning spouse (b/c they're auto. taxed at a higher rate + the costs of entering the workforce)

- **there is no real difference b/t filing married jointly and married separately unless you have complex deductions which in some way result in one spouse getting more deductions b/c he paid for all the things resulting in a deduction - Kurtz is convinced there is no real difference - only reason to ever really file married separately is to avoid liability of your spouse!

- marriage penalty only comes in when the disparity in incomes is less than 70/30 - i.e. the closer the two earners are, the greater the chance of penalty (this is why we came out so good this year b/c K earned all the money (complete disparity))

CH. 19: Employer Compensation & Cash Receipts & Disbursements Accounting
B. Unfunded Plans

Comm. v. Oates (7th Cir. 1953)



- TP was insurance salesman - they got commissions which were paid over 10 yrs. 

(as premiums from the policies sold were rcvd.) - TP didn't like b/c payments 


were thus front-loaded and income decreased steadily over 10 yrs. (special 


problem if retired)



- at TP's suggestion, co. agreed to spread the payments out evenly over 15 yrs.



- IRS wanted to tax TP on what TP earned from the policy (i.e. what he was 


entitled to receive) rather than the lesser amount that the TP actually elected to 


receive BUT Ct held for TP and said to tax only as received by TP



- although there exists the same threat to progressivity that existed in Lucas v. 


Earl, the Ct allows spreading over years here where it didn't allow spreading over 


different TPs in Lucas - key here appears to be that the TP contractually elected to 

receive less and after K signed, he had no right to the $ until later years

- RULE: OK to defer income if it's contractually deferred (general rule with exceptions)

- clearly NOT OK to defer $ you've already earned (doctrine of constructive receipt governs)

- area governed by Revenue Ruling 60-31 and Regs. 1.451-1(a) and 1.451-2

- Revenue Ruling 60-31 case examples:


(1) & (2) - both deferred compensation plans in which the income is only taxed as rcvd.



- these are governed by Sec. 404 which allows no deduction for payments until 


they are made unless for pension or profit-sharing


(3) K b/t author and publisher to defer payment of royalties - taxed as rcvd. b/c K to defer 
entered before the $ started rolling in


(4) signing bonuses - taxable upon signing b/c of constructive receipt of $ (bonus earned 

immediately and $ put in bank acct., was earning interest, always belonged to player (he 

was vested, i.e. his right to the $ was unchallenged)


(5) as modified by Rev.Ruling 70-435: if $ earned by a partnership or a joint venture, 

then you can't defer b/c each venturer has a right to $ (can defer if merely working for 

another) - becomes a factual issue of whether it was a joint venture or not (if yes, then no 

deferral)

D. Restricted Property

Alves v. Comm. (9th Cir. 1984)



- TP allowed as part of compensation to buy cheaper stock - however, stock is 


restricted (1/3 will vest in 4 yrs., 1/3 will vest in the 5th yr., and the final 1/3 was 


unrestricted) - Q of how to tax TP?



- governed by Sec. 83: if you receive stock (or other restricted property) as 


compensation, it will be taxed when the restrictions lapse on an amount equal to 


the f.m.v. of the property at the time the restrictions lapse

- TP may elect, under Sec. 83(b), to be taxed at the time of receipt of the property 
on an amount equal to the f.m.v. of the property as if it had no restrictions minus 
the amount paid for it

- Sec. 83(h) says employers get a deduction equal to the f.m.v. of the property at the time the employee is taxed on it when the employee is taxed on it

- if elect 83(b), then TP is immediately a shareholder and his basis is the f.m.v. at that time of election - otherwise, you're not a SH until restrictions lapse & your basis is f.m.v. at time of lapse (provides incentive to elect 83(b))

- ex. TP receives stock, paying 10K for it - upon receipt, its f.m.v. was 15K and 5 yrs. later when restrictions lapsed, its f.m.v. was 35K - tax consequences?


- 83(b) election: 5K income (15K f.m.v. - 10K price) w/ basis of 15K


- otherwise, 25K income (35K f.m.v. - 10K price) w/ basis of 35K


- if sell at time of lapse, 83(b) elector will realize 20K capital gain (35K f.m.v. - 15K 

basis) - however, otherwise will break even (35K f.m.v. - 35K basis)


- key is that the 83(b) elector will always realize a capital gain/loss = the difference b/t 

f.m.v. at the time of election and f.m.v. at the time of lapse of restriction while the person 
who waits will always break even if sells at time of lapsing of restrictions
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