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Issues

1) Who is relevant taxpayer?

2) Does TP have income? 
a. three definitions – Eisner – capital or labor; Glenshaw Glass; Haig-Smimons
b. is it a gift? (Duberstein)
c. can I divide it into sticks of ownership / different rights (i.e., Inaja)
i. don’t do where impractical to apportion basis (as in settlement for polluted discharge in Inaja)
d. exclude fringe benefit
3) Timing – is it income now?

a. need realization (§ 1001)

b. cash method – report when received (actually or constructively)

i. constructive receipt (§ 1341 / N. Am. Oil v. Burnet)

1. can’t contract away after you have them (but can contract before – See Olmstead)

2. need right to receive (see Amend)

ii. economic benefit (Pulsifer) 

1. but must be technically set aside (See Olmstead)

c. accrual – report when accrued

i. all events have occurred and amount determined with reasonable certainty (Reg. § 1.446-1)

d. open v. closed transaction
i. installment sale (take %)

4) Is the income/expense capital or ordinary? 
a. Indopco – capitalize if longterm benefit unless ordinary – see PNC Bancorp
b. Is it depreciable (§ 167)

i. only depreciate off what you have (See Estate of Franklin – tried to depreciate off whole thing)

5) What is the basis

6) Is there an applicable deduction?

a. business expenses (§ 162)
i. Gilmore – must have origins in business (also primary purpose, but for test)
ii. ordinary and necessary 
iii. prefer objective test (see Pevsner)
b. hobby losses (§ 183) (limited to profits) and investment (§ 212)

i. 2% requirement

c. personal (e.g., medical, casualty, charitable)

7) Is the TP eligible for credits?
8) Do we want to tax this sort of transaction?

Three alternatives: (1) tax; (2) don’t tax; (3) tax part

NOTE: separate out transactions (e.g., Tufts)

Is it administratively feasible to tax?

Should the tax system try and tax such arrangements? (What would be the result of a rigid application of the rules?)
Relevant rights
· right to exclude

· right to improve

· right of gain

· right of reversion

· benefit of use

· risk of loss

Individual Taxpayer’s liability
Gross Income ( § 61 – “all income from whatever source derived”)

- Certain Deductions

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

Adjusted Gross Income

- Standard or Itemized Deduction

- Personal Exemptions

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

Taxable Income

x Tax Rates   (10% to 35% for ordinary income; 5% to 28% capital gain)

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

Tentative Tax

- Tax Credits

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

Tax Due or Tax Refund

Is It Income?

Definitions of Income

· Eisner v. Macomber (1920) – capital, labor or both combined

· Commisioner v. Glenshaw Glass (1955) – any accession to wealth, clearly realized, and over which TP has complete dominion
· in Glenshaw had to include exemplary and punitive damages in income (this is included explicitly in § 1.61-14)

· Glenshaw overruled Clark v. Commissioner – compensation for damages not taxable income (TP overpaid taxes because of poor legal advice)

· most expansive reading – 

· “Congress applied no limitations as to the source of taxable receipts”

· includes any economic benefit received – tangible or intangible

· Haig-Simons definition
· consumption + Δ  in net worth 

· i.e., market value of rights exercised in consumption + change in value of store of property rights between beginning and end of period in question
· This is broad and would include unrealized appreciation and the value of government services.
· potentially includes imputed income

· does consumption exclude currently excludible/deductible expenses (e.g., bus. lunch)

Items included in Gross Income (cash or services) - § 61
· Regs. §1.61-1(a) “Gross income includes income realized in any form, whether in money, property, or services.”
· Regs. §1.61-2(d)(1) “If services are paid for in property, the fair market value of the property taken in payment must be included in income as compensation.”
· Compensation Income – §61(a)(1) – amount of cash received or FMV of property or services

· Timing – depends on amount of taxpayer’s method of accounting
· Income from business – §61(a)(2)) – net result (income or loss)

· Gains derived from dealings in property 

· Investment income – § 61(a)(4)-(7)) – dividends, interest, rents, royalties, annuities

· Imputed interest – OID (original issue discount) rules §§ 483, 1272-75
· imputed interest where the debt instrument does not provide for current payment of adequate amount of interest 
· idea is to reflect economic reality

· obliger entitled to deduct amount accrued in interest to obligee and oblige must include in income 

· OID = stated price at maturity – issue price (§1273(a)(1))
· So bond sold for $600,000 and redeemed in 5 years for 1 mill

· OID is $400,000

· 400K treated as interest earned ratably over 5 year term 

· can think of as two transactions – sale and loan

· steps to calculate
· calculate PV of eventual payment using federal discount rate

· subtract issue price from stated price to calculate OID amount

· when issue price not readily determinable, determine it by discounting expected payments to present value

· exceptions – farms for < 1 mill; principal residences; sales < 250,000

· NOTE: OIDs can apply to personal interest-free loans (e.g., Al-Hakim)

· But 1 million carve-out for inter-family loans - § 7872

· Annuities §§61(a)(9), 72

· To determine amount of annuity payment that is excluded from gross income multiply payment by exclusion ratio

· Exclusion  ratio = (investment in the contract / total expected return under the contract) - § 72

· ratio = % of each payment that is income

· ratio undertaxes interest in early years and overtaxes in later years so net saving (defer taxation)

· if live less than expected life, can take loss at death

· if live longer than expected life, entire amount subject to income tax

· alternatives (not adopted)

· investment-first – treat initial payments as return to capital until basis recovered

· income-first – treat initial payments as income and later as return

· Amounts w/drawn prior to annuitization are usually income

· favorable strategy b/c money you put in now accumulates tax free by insurance company; in savings account pay tax every year

· “kiddie tax” – child (up to 14) pays tax at parent’s rate on “unearned income”

· so parents may claim child’s investment income on their returns – 1(g)

· Alimony - §§ 61(a)(8), 71

· Income to payee and deductible by payor

· BUT child support and property settlements don’t count as income

· so incentive to classify as alimony

· See deduction section for requirements for alimony 
· Discharge of indebtedness - § 61(a)(12)

· 108(d) defines indebtedness as indebtedness for which taxpayer is (a) liable or (b) subject to which TP holds property

· Must be enforceable debt (See Zarin, 3d Cir. – gambling debt not enforceable under state law, so Zarin not liable for discharge of indebtedness)

· Zolt bothered by lack of symmetry in Zarin – casino doesn’t get deduction

· Discharge must be less than originally agreed on

· See US v. Kirby Lumber (retirement of debt on bonds for less than face value represents income to corporation)

· If good faith dispute about amount of debt, settlement is treated as amount of debt

· includes indebtedness for gift tax

· donor realizes income to extent gift tax exceeds basis (See Diedrich)

· only happens w/ highly appreciated property

· in charity world, would treat as part gift, part sale

· Including tax debt (See Old Colony) 
· But don’t count - 

· TP in bankruptcy, insolvency (liabilities exceed assets) , certain farm debt, certain real property debt - § 108(a)
· if insolvent, may exclude discharged amount up to amount of insolvency 

· student loan forgiveness provided cancellation is repayment for charitable or educational institution - § 108(f)(2)

· pay debt with inflated dollars (happens anytime during inflation)
· Prizes and awards - § 74

· Illegal income (e.g., embezzlement) 

· unless withdrawals w/ intent to repay (See Gilbert, 2d Cir. – equivalent of loan)

· Barter

· Income in amount of FMV of goods or services (Rev. Ruling 79-24 – lawyer trades services for house painting; apt. owner receives artwork as rent)
· valued under Reg. 161-2(d)(1) at FMV

· Damages for lost profits, property damage or punitive damages (See Glenshaw Glass)

· § 1033 allows deferral of taxation for property damage (involuntary conversion) if payment for related use

· BUT don’t count payment for personal (physical) injury or sickness - § 104
Exclusions from Gross Income

· Imputed income – services performed for oneself or one’s family (e.g., imputed rent)

· Is income under other theories

· has distorting effects (e.g., lower-earning spouse taxed at higher rate and then using post-tax dollars to hire household help is better off not working)

· psychic income

· when tax rates high, psychic/leisure value of taking a job that provides less cash is more appealing

· Capital recovery (income just profits)

· So can recover invested capital

· Loans 


· b/c obliged to repay (so don’t improve economic condition)

· applies to both recourse (lender can go after you personally) and non-recourse (lenders can take collateral such as home)

· Death Benefits under life insurance policy - § 101

· Extends to chronic or terminal illness

· insurance is a way to save money tax free 

· 264(a) prohibits deductions for single premium life insurance or indebtedness incurred to fund

· put in to prevent tax arbitrage

· Gifts, bequests and inheritances – § 102 

· 102(a) excludes gifts, bequests, devises, or inheritances from income

· only applies to corpus of trust, not interest (See Irwin v. Gavit, 5K yearly interest was taxable to dad)
· gift = transfer made w/ “detached and disinterested generosity” (Duberstein)

· intent is a finding of fact – determined on case by case basis

· cash/property from lover counts if relationship is more than $ for sex – at least where criminal liability at stake (US v. Harris, 7th Cir.)
· note distinction – paying for services during relationship = gift; services after = income/alimony (Marvin v. Marvin)

· deduction as business expense not dispositive

· can only deduct up to $25 (§ 274(b))

· categorical rule that employer gift is taxable income (§ 102(c))
· except employee achievement award but price limit (§ 74(j)
· paying gift tax is PF evidence of gift

· BUT doesn’t always line up (See dissent in Farid – complaining about this)
· Basis - §§ 1014, 1015 
· gift ( donor steps into shoes unless FMV < basis and loss (§ 1015)

· if (FMV < basis at time of gift) + loss ( basis is FMV 

· if dispose of property for less than FMV on transfer but more than original basis no gain or loss
· Taft v. Bowers – w/in Congress’s 16th Amendment Power to require donee to pay tax on appreciation under watch of donor b/c donee voluntarily assumed position

· inheritance ( basis is FMV at death (§ 1014)

· so can continually step up basis over generations

· tax system encourages holding appreciated property until deat

· may also borrow against appreciated property
· makes sense to give away stock with big losses but what you’re giving is opportunity for non-taxed capital appreciation (provided stock goes back up)
· Compensation as result of personal injury or sickness (e.g., compensatory damages) - § 104)

· Includes payments under worker’s compensation, insurance, or as result of suit

· Doesn’t include punitive damages or nonphysical injury (e.g., tort)

· deferred payments also nontaxable even though they have interest component

· so incentive for requesting periodic payments b/c if invested, accrued income would be taxable

· Exclusion for gain on principal residence – § 121

· must have lived there for 2 of last 5 years (in aggregate)
· but can’t deduct any depreciation (e.g., home office)

· gain amount limited to 250K or 500K for married couples - § 121(b)(1)

· can’t apply more than once every 2 years – unless exception (e.g., change of employment) - § 121(c)(2)(B)

· Employment related

· ? – is there a benefit that would otherwise be included in gross income? 

· If in doubt include b/c interpret statutory exclusions narrowly

· Meals and lodging - § 119

· Must be (1) for convenience of employer; (2) business premises; (3) condition of employment (see Benaglia)

· can apply Benaglia to other noncash benefits

· Statutory fringe benefit - § 132

· No additional cost service - § 132(b) (e.g., extra seat on plane)

· Qualified employee discount  - § 132 (c)

· Discount must not exceed gross profit percentage for sales to customers or 20% percent off price of services being offered - § 132(c)(1)

· If exceeds gross profit percentage, amount in excess included in gross income

· Working condition fringe - § 132(d) (e.g., cell phone if used for business expenses; company cars)
· defined as property or service that would be deductible under 162 (ordinary and necessary business expense) or 167 (depreciation) if paid by worker directly (e.g., meal)
· De minimis fringe - § 132 (e) (e.g., bagels)

· So small that accounting for it would be administratively impractical

· Qualified transportation - § 132(f) (e.g., parking, transit) – w/ limits

· Qualified moving expense reimbursement - § 132(g)

· Qualified retirement planning services

· On-premise athletic facility - § 132(j)

· Insurance premiums - §§ 79, 105, 106

· Life insurance up to $50,000 and health insurance

· insurance > $50,000 includible in income

· §106 excludes employer-provided insurance from employee’s income
· extends to employee’s spouse or dependents

· Cafeteria plans – § 125 

· optional fringe benefits offered to employees 
· obviously must pay tax if choose cash option

· includes group-term life insurance, dependant care assistance, adoption assistance, accident and health benefits

· “use or lose” – so select amount up front 

· Dependant care assistance - § 129 – up to $5,000

· Educational assistance - § 127 – up to $5,250

· Adoption expenses - § 137 – up to limit and income limitations

· frequent flier miles (used for personal flights) (IRS Announcement 2002-18)

· qualified employee plans – deduction to employer now and income not taxed until distribution
· defined contribution plan 

· set amount yearly; employee chooses how to invest

· employer gets deduction

· distributed at retirement age – big wad of money

· employees bear mortality risk

· defined benefit plan

· employee gets yearly credit toward later benefit

· installments every year at multiplier (percentage of most recent salary) x # of years worked

· when employees leave, they get some of the credit and $ and it’s rolled into an IRA

· companies take the mortality risk

· employers can’t discriminate and give better plans to senior employees

· IRA
· contribs deductible (to limit)

· money accumulates tax-free (deferral)

· taxed on distribution 

· Roth IRA
· no deduction for original contribution
· money accumulates tax free
· no tax on distribution
· grant of stock options (but taxable later)
· taxable under LoBue; only question is when
· LoBue held ordinary income in difference b/w option price and market value
· standard rule – TP receives income when exercising option at amount of bargain received, but superceded in following cases:
· § 422 – incentive stock options (employees prefer this route)
· taxed as capital gain on sale
· requirements
· employee must retain stock for at least two years after grant
· option must be no less than FMV of stock at time option granted
· 100K ceiling on value of stock 
· thus rule not significant for top executives
· non-statutory stock options
· in accordance with § 83 (prop transferred in connection w/ services) stock options taxed at FMV upon receipt of option
· exceptions: (1) transferred with restrictions; or (2) substantial risk of forfeiture
· exception to exception: TP can still elect to have treatment (tax upon receipt) as long as stock option has “readily ascertainable fair market value”
· See Cramer, 9th Cir. (can’t elect ordinary income treatment when no readily ascertainable FMV – tried to say FMV was 0)
· Educational incentives

· Interest on US savings bonds - § 135 – if don’t exceed education

· Section 529 plans - § 529 (state-sponsored educ. Savings plans)

· Education savings accounts - § 530

· Qualified scholarships - § 117

· Employer assistance - § 127

· Child support - § 71

· interest on state and municipal bonds - § 103

· bondholders pay  “putative tax” in that they receive a lower rate of interest than taxable bonds (pay to obtain exemption)

· concerns with vertical equity (wealthy earn more than lower income investors) and horizontal equity (investors earn more than people with income from salaries)

· BUT private activity bonds and industrial revenue bonds generally not exempt

Valuation

· generally fair market value

· But if ambiguous value, court sets value based on some combo of objective worth and subjective worth to TP

· Turner
v. Commissioner – court assesses value between TP claimed value and IRS value (full price of first class tickets, the prize) for steamship tickets that TP traded for with contest winnings

· Treasure trove taxed at FMV in year it is reduced to undisputed possession (Reg. § 1.61-14)
Deductions 
(if in doubt, deny – IRS construes narrowly)

· Mechanics

· subtract from gross income in computing taxable income

· SO unlike tax credit, benefits higher income people more

· everyone gets personal exemption for self and dependents § 151

· phased out for high income TPs

· Bush tax cuts repeal phaseouts in 2006, but sunset in 2011

· qualified dependents defined in § 152
· related to TP by blood, marriage or adoption

· US citizen, resident or nat’l or (resident of contingous country or adopted child)179

· derive more than ½ of economic support for TP

· gross income below amount

· social security doesn’t count

· unless dependent (1) is under age 19; (2) is student under 24; or (3) is married and doesn’t file joint return

· child of divorced parents treated as dependant of custodial parent unless custodial parent waives

· either take standard deduction OR itemized deductions

· use TP’s method of accounting to assign right to year

· Rationale 

· Measurement of income

· Encourage an activity 

· Insurance

· Two themes

· Personal (not deductible) v. business (generally deductible)

· § 262 – “no deduction shall be allowed for personal, living or family expenses”

· § 162 – deduction of “ordinary and necessary expenses” incurred in “trade or business”

· reject “but for test” (See Smith – childcare not deductible)

· Expense (deductible currently) v. capital expenditures (depreciated)

· Above the line (subtracted from gross income in computing AGI)
· Alimony paid - § 71, 215

· deductible by payor and income to payee

· but child support and property settlements are not income 
· SO incentive to disguise as alimony and get deduction
· Requirements: 

· paid in cash, not property or services

· consistent with § 1041 rule – no gain or loss recognized on transfers b/w spouses

· received pursuant to written instrument of divorce or separation 

· instrument designates payment as nondeductible +  nonincludable; 

· TPs can agree otherwise but not alimony for tax purposes

· payor and recipient are members of different households 

· no obligation to pay after death of recipient spouse; 

· otherwise treated as child support 

· substantially equal for first three years

· otherwise treated as property settlement 

· if avg. payment for Y1 and Y2 exceeds Y3 payment by more than 15K, payor must exclude excess amount in income during 3rd year - § 71(f)

· payee gets equivalent deduction

· no recapture if party dies or payee spouse remarries

· custodial parent can’t take deduction for unpaid child support (Diez-Arguelles, TC)
· makes sense b/c child support not income so loss isn’t lost income

· Moving expenses - § 217

· 50 or more miles added to commute
· in year following move TP works at least 39 weeks

· not subject to 2% threshold in § 67

· Retirement savings - § 219 –regular (not Roth) IRA

· Losses

· Trade or business - § 165(c)(1) OR 165(d)
· Investment - § 165(c)(2)

· Itemized deductions (subtracted from AGI in computing taxable income)
· phase out begins at AGI > 142,700 (2003) 
· But Bush tax cuts include repeal of phaseouts

· Interest - § 163

· Trade or business

· Investment - § 163(d)

· Must match net income from investments

· Qualified residence – mortgage 
· Personal residence + one other qual. residence (use > 14 days/year)

· Two types

· Acquisition indebtedness – up to $1 million in loans to acquire or construct

· can exceed FMV of house

· Home equity indebtedness – up to $100,000 or FMV of residence in loans

· Can’t exceed taxpayer’s equity in residence (or original basis)
· so can’t deduct interest on mortgage you got through appreciation

· Passive activity

· Interest paid on student loans - § 221 
· for self, spouse of dependants (up to $2,500 w/ income limits)
· Taxes – § 164 – state or local taxes

· can’t deduct federal gift, estate, or social security taxes or state sales tax
· foreign income taxes can be taken as credits

· Casualty losses - § 165(c)(3), (h)

· “sudden, unexpected, and unusual cause such as fire, storm, or a shipwreck or other casualty, or from theft”

· construe “other casualty narrowly (See Dyer, T.C.M. – breakage by cat having fit not casualty loss, but negligence)

· must be sudden, so termite damages doesn’t count; mixed holdings re: wedding rings

· Deductible to extent they exceed $100 per event and 10% of AGI in aggregate
· so add these two things together

· loss is lower of FMV or adjusted basis 1.165-7, -8
· so not cost to replace

· no deduction for temporary decline in market value (Chamales – house next door to OJs declines in value due to media swarm)

· may have exceptions when abandonment permanently lowers value (See Finkbohner v. US, 11th Cir) but temporary in Chamales

· 9th circuit only recognizes physical damage loss (Citizens Bank)

· grossly negligent conduct bars deduction (See Blackman, T.C. – husband sets fire to wife’s clothes and whole house catches on fire; would frustrate public policy)

· NOTE: need to offset casualty gain 

· Medical expenses - § 213

· e.g., Braille books (Rev. Ruling 55-318); hiring person for blind child (RR 64-173); elevators, ramps, pools to extent don’t add value to house

· deductible only to the extent that in aggregate they exceed 7.5% of AGI
· medical care means amount paid for

· diagnosis, cure, mitigation, treatment or prevention of disease

· for transportation primarily for and essential to medical care

· for qualified long term services

· health insurance premiums
· ? medical expense v. life choice (See Ochs, 2d. Cir.) 

· petitioner bears BOP (See Taylor, TCM 1987 – lawn mowing expense not deductible for allergic petitioner)

· but for test in Taylor but 2d Cir. rejects this test over dissent in Ochs (no deduction for sending kids to boarding school to help wife for cancer)

· deduction disallowed for “personal” expense

· depreciation doesn’t count as “expense paid” in statute (See Henderson, TC – can deduct med. modifications to van, but not depreciation)

· obviously can’t deduct same amount reimbursed by insurance
· recoveries under medical insurance policy excluded from income

· interesting that employer-provided med insurance excludable from income (pre-tax dollars) whereas individual medical expenses paid for in after-tax dollars then deducted

· § 162(l) permits self-employed individual to deduct 100% of health insurance premiums to provide some equity
· Charitable contributions – charity - § 170

· Up to 50% of AGI 
· § 170(c) specifies requirements to qualify for deductible contribs

· not all tax exempt orgs count (e.g., social clubs)

· may lose eligibility by lobbying

· orgs that permit racial discrimination don’t count (See Bob Jones)

· decision defers to IRS to decide in regs what counts

· Deduction is amount of cash or FMV (not basis) of property contributed

· so gift of property better than sale than gift of proceeds

· BUT gifts of property limited to 30% AGI (or 20% if gift to private foundation)

· but can carry forward excess for 5 years

· need appraisal of property worth more than limits

· deductions of ordinary-income producing property (e.g., inventory; painting) limited to TP’s basis

· Subtract any personal economic benefit (e.g., $20 tote bag from PBS)
· benefit valued at FMV rather than cost to donor org

· if substantial actual or anticipated economic benefit, then no deduction (See Ottawa Silica Co., Fed. Cir.  – no deduction where TP contribs land for school and govt. builds access road)
· DuVal v. Comm’r standard 
· primary or dominant intent in making transfer

· subjective intent + objective inquiry into transaction

· empirical research suggests dollar efficiency of deductions quite high

· Miscellaneous expenses - § 67 
· deductible to extent they exceed 2% of income (unreimbursed business expenses and investment expenses) (e.g., Wall Street Journal; legal fees)
· Education deductions

· Qualified education expenses - § 222

· Business and Investment deductions  - § 162
· Ordinary and necessary business expenses paid or incurred in carrying on a trade or business, or while away from home, and rental payments for business property 

· e.g., wages, advertising, legal fees
· Ordinary = “usual in the course of general and accepted business practice” (Deputy v. Dupont)

· See Gilliam (TC 1986) – can’t deduct for legal expenses when artist flying to job assaults another passenger b/c of medicine

· Compare Dancer (traveling salesman got deduction for car accident) and Clark (legal costs deductible when male employees charged with sexual assault)

· Must be reasonable in amount

· Necessary 
· Courts reluctant to second guess but can’t be completely psycho (e.g., séances with dead father to get business advice)
· can’t just be personal choice (See Comm’r v. Flowers – travel expenses to Mobile not deductible)

· Expense = not capital expenditure

· In connection with trade or business = profit motive
· See Nickerson – deduction for dairy farm – not very wealthy; no recreational facilities; no personal consumption)
· Compare hobby – not for profit activity - § 183

· 9 factor (intent) test – Reg. § 1.183-2 
· businesslike manner

· preparation via study or consultation w/ experts

· time and energy spent on activity

· likelihood assets will appreciate

· similar success or failure
· history of income and losses

· financial situation of TP
· occasional profits as compared to investment

· personal enjoyment (e.g., never rode Arabian horses)

· If income in 3 of 5 consecutive years ending in year in question rebuttable presumption of profit motive - § 183(d)
· if hobby generates income may deduct 

· any deductible non-business expenses 

· expenses equal to (gross income – nonbusiness expenses)

· Carrying on = actually engaged in business

· Expenses prior to opening must be capitalized
· want to encourage people to take business risks

· Limits - § 162

· No deduction if contra public policy (e.g., parking fines)
· 162(c) – bribes or kickbacks

· 162(f) – fine paid to govt.

· restitution payment to victim doesn’t count (See Stephens, 2d Cir. – remediation to private party, not “fine” to govt.)

· 162(g) – punitive damages under Clayton Act

· No excessive compensation

· deny salary as unreasonable where its “disguised dividend”

· 1 mill limit for CEO of publicly held corporation - § 162(m)

· Mixed business and personal expenses 

· Section 262 disallows deductions for “personal, living, and family expenses’ unless deductible under specific statute

· if both § 262  and § 162 apply, disallow deduction (See Henderson – no deduction for parking spot; plant and frame for office)

· Must have origin in business (See US v. Gilmore – legal fees for divorce proceedings not deductible)

· Meals and entertainment - § 274

· 50% limit (doesn’t cover employee picnics)
· TP must be physically present; can’t be lavish / extravagant (fact ?)
· Entertainment must be associated w/ trade or business (if before or after business meeting) or directly related to trade of business
· obviously “directly related” is higher standard 

· can’t deduct country club dues - § 274(a) 

· must be different from or in excess of personal preferences (Moss – daily firm lunches not deductible under § 162(a))

· Travel - § 274(d)

· need adequate records

· restrictions on foreign travel if > 1 week + substantial pers. activity

· Home offices - § 280A

· Must be principal place of business OR place where taxpayer regularly meets with patients, clients or customers

· See Popov (musician used bedroom exclusively as practice/recording area) 
· deduction for stock traders but not investors (not trade or business) (See Moller v. U.S.)

· Can only deduct portion of expenses allocable to activity
· can’t deduct in excess of gross income – nonbusiness deductions + bus. deductions not related to use of property

· can deduct utilities, repairs, etc. and take depreciation
· Vacation rental homes - § 280A
· Can’t exceed (total expenses x (# days rented / # days used))

· can take depreciation

· Gambling losses 

· only deductible to extent of gambling gains – § 165(d) (basketing)
· only deductible for professional gamblers – in “trade or business”

· See Whitten – Wheel of Fortune costs don’t count
· NOTE: all gains are taxable

· commuting and living expenses away from home - § 162(a)

· reasonable and necessary

· SO personal convenience doesn’t count (Flowers – no deduction for commute to Mobile)

· incurred “while away from home”

· cicuit split on how to interpret home (See Flowers)

· it is theoretically possible to have two business homes

· incurred in pursuit of business 

· See Hantzis, 1st Cir. (no deduction to law student for transportation and living costs in NYC b/c no business reason to maintain home in boston)

· temporary employment doctrine (jobs < 1 year) – reasonable inference is that travel is because of business necessity

· NOTE: can deduct daily trans expenses (Rev. Ruling 99-7) if 

· (1) work location is temporary and outside metro area 

· (2) location is temporary and one or more regular locations away from residences (so can be inside metro area)

· (3) residence is principal place of business and work location in same trade

· § 67 imposes 2% minimum, which makes it harder to claim

· childcare not deductible (See Smith v. Commissioner – must have direct and ordinary relationship to business)

· BUT § 21 gives limited credit for employment-related expenses including household services and childcare

· § 129 permits employers to make available to employees, tax-free up to 5K per year for child-care expenses

· business clothing 

· strict test (See Pevsner – no deduction for Yves St. Laurent clothes b/c adaptable for ordinary use)

· required as condition of employment

· not adaptable to general use

· not so worn

· deduction allowed for TV series clothing; not allowed for tennis shoes for tennis player

· makes sense b/c very personal item

· education

· deductible as business expense where maintains or improves skills - § 1.162-5(a)(1)

· See Carroll, 7th Cir. – no deduction for general costs of college education

· BUT under § 222 – temporary allowance for education (lifetime learning)

· § 274(m)(2) – no deductions for travel as form of education
· Investment expenses - § 212

· Three categories

· Production or collection of income (e.g., lawsuit to get money from contract; hiring broker)

· Management, conversation, or maintenance of prop. held for production of income (rental props not investment)

· Determination or collection of tax (tax planning; responding to audit)

· Subject to 2% floor on miscellaneous expenses (§ 67)

· need “business origin” 

· See Gilmore – no deduction for legal expenses in divorce case
· Capital Recovery for Business and Investment Assets - § 263

NOTE: § 67 applies to § 212 and deductions claimed by employees under § 162 – only deductible to extent they exceed, in aggregate, 2% of AGI

Tax Credits

· dollar-for-dollar reduction in liability

· SO same benefit for all taxpayers who are entitled to it 

· Compare deduction - benefits high income taxpayers more

· credit for tax withheld – § 31 (e.g., wages)

· dependant care credit - § 21

· qualifying individual – dep. under age 13 or physically or mentally unable to care for self

· percentage of $6,000 limit determined by AGI (ranges from 20% to 35%)

· only covers employment-related expenses – incurred while TP works

· limited by dollars and earned income of TP or lesser-earning spouse

· can’t claim for same income excluded under § 129 (emp. provided dep.care)

· Earned Income tax credit (EITC) - § 32

· refundable tax credit for low income workers

· phase in and phase outs

· earn more if have 1 or 2 kids, but no more

· education credits - § 25A (e.g., Hope; lifetime learning credit)

· other tax credits

· blind / elderly (over – 65) / disabled credit (w/ phaseouts) - § 22

· adoption expense credit – up to 10K w/ phaseouts - § 23 

· foreign tax credit - § 901

· business-related credits - §§38, 42 (e.g., provide low-income housing)
Timing – Is it income now?
· Gain must be realized for it to be taxed (Eisner)

· Annual accounting period (See Burnet v. Sanford & Brooks)
· so taxable unit is year, not transaction
· BUT
· § 172 – can carry net operating losses 2 years back and 20 years forward
· § 1212 – allows carryover of capital losses
· Gain or loss now

· Exchange of “materially different” properties - § 1031

· See Cottage Savings (loans materially different) with Revenue Ruling 82-166 (gold bullion and silver bullion different)

· in Cottage Savings, recognized tax loss but no accounting loss

· low threshold for material difference

· Cash dividend
· Cash method v. accrual method

· cash – report income when received (actually or constructively) and claim deductions when paid (regardless of when due) – Reg. § 1.446-1(c)(1)(i)

· accrual - report income/expenses accrued
· TP includes amount in gross income when – Reg. 1.451-1(a)

· all events have occurred which fix the right to receive such income

· the amount thereof can be determined with reasonable certainty
· TP deducts a liability when 

· all events have occurred to establish the fact of the liability

· amount is established with reasonable certainty

· “economic performance” – all property or services to which obligation relates are provided
· SO if obligation related to conditional payment, condition met

· makes TP like cash-method TP because such TP acquires right when he can demand payment (actual/constructive receipt)
· income when goods sold not when paid for even if delay in receipt (See Georgia School-Book Depository – TP sold books to GA but delay in payment b/c lacked cash)

· BUT can spread prepaid dues (§ 456) or subscription income (§ 455) across period of responsibility
· overruled AAA (had to count dues as income when paid) 

· security deposits not included as income 

· See Indianapolis Power & Light – not income b/c customers got back if account terminated, good credit, etc.
· § 446 – taxable income must be computed under TP’s method of accounting except where under method does not clearly reflect income
· § 451 – amount of gross income included in year received unless method of accounting used by TP dictates different period
· Limitations on cash method

· Constructive receipt/Claim of right - § 1341 

· must include in income if have claim of right and unfettered use, even if TP may eventually be required to return  

· SO receive when have ability to claim even if don’t do so

· See N. Am. Oil Consolidated v. Burnet (profits taxable when company became entitled to receipt through favorable case outcome even though litigation continued for 5 more years)

· Compare Olmstead Life (okay for TP to exchange right to money for deferred payment via contract and defer now)
· EZ thinks should have same outcome

· use installment approach

· can contract away rights before you have them but not once you have them 
· promise to pay (K) does not count as income if TP has no legal right to receive money now 

· See Amend – no right to demand payment until January
· compensation disguised as loan can get past the court 

· See Al-Hakim – agent gets loan; repaid in installments equal to what athlete would pay agent each year

· egregious because constructive receipt would say contracting away right to receive

· § 1341 provides for tax deduction where TP overstates earlier income

· if deduction < 3K, take deduction in current year

· if deduction > 3K, take deduction in year of repayment or get credit for amount of tax TP would have saved by excluding item in initial tax return

· vacates US v. Lewis (only option for overpayment is current year deduction from income)

· exceptions: 

· mere errors (e.g., math mistakes)
· subsequent events (refund pursuant to K right)

· claim with no semblance of right (e.g., embezzlement)

· special exception for lottery winners – can defer paying taxes until receive income even though they could demand immediately - § 451(h)
· Economic benefit/cash equivalence
· If no one else can touch it and neither can you, have to claim it

· no right to demand, but no risk of loss

· See Pulsifer (sweepstakes winnings deposited in trust account for minor child; can’t spend until 21 but taxable now)
· BUT compare Olmstead Life (guaranteed income stream of $500/month not taxable now because not tech. set aside for TP)

· Zolt says basically guaranteeing annuity so should tax under economic benefit theory
· Tax benefit - § 111

· recovery of item that constituted deduction or credit (i.e., tax saving) in prior year will be income to taxpayer in amount of tax benefit 

· doesn’t apply where deduction didn’t reduce tax liability and loss carryovers expired

· e.g., deduction for bad debt later paid; theft of property later recovered; worthless assets have value

· See Alice Phelan, Ct. Cl. – land for charity returned when couldn’t meet conditions; taxable income in amount of earlier deduction
· might have been able to get around problem by claiming deduction of less than FMV and then keeping right of return

· recovery doesn’t always necessitate inclusion (See Hillsboro – no inclusion where tax paid by company refunded to shareholders, not company)

· But don’t need literal recovery - see Bliss Dairy (income where deduct for asset that ends up liquidating rather than using in business ops)

· TP still affected by change in marginal rates

· reaps windfall if marginal rates fall and lose out if marginal rates increase

· Gain or loss later

· Improvement to property (except where substitute for rent) - § 109

· so defers recognition (get income through rental and don’t deduct depreciation)

· overrules Helvering v. Bruun (Improvements upon leased premises taxable when land repossessed)

· Helvering strange b/c should have been decided same way as Macomber – something outside control increased value; returned to TP in approved state

· Mortgage 

· See Woodsam, 2d Cir. (No taxable income from mortgage against appreciated property until disposition)

· here mortgage exceeded original basis in land (b/c land had appreciated), but mortgage size did not increase basis

· Stock dividend

· See Eisner/ § 305(a) (codifies Eisner)
· exception where shareholders get option of dividends or stock

· Involuntary Conversion
· if converted into similar property - § 1033(a)(1) or 

· if converted into money and money used to purchase similar property during specified period (2 years after close of first taxable year)

· e.g., boat destroyed in flood, get insurance proceeds

· factual ? whether property of similar use

· OTHERWISE recognize gain 

· Installment sale  - § 453
· apply exclusion ratio so specified % of each payment is income

· gain = (payment for year x gross profit ratio)

· gross profit ratio = (gross profit / total contract price)

· gross profit = (sale - adjusted basis)

· applicable to gain, not loss

· optional – TP may elect not to use and instead take closed transaction – gain is difference between FMV of installment payments and basis
· VERY difficult to claim open transaction treatment
· limitations to guard against tax deferral

· limits type of property and financing deals

· not available where consideration received is readily convertible into cash

· § 453 limits applicability of Burnet v. Logan (open transaction, or basis first rule)
· VERY difficult to claim open transaction treatment

· where total value of consideration is uncertain, gain is not recognized until payments receive exceeded basis 
· in Burnet bought all shares of mining company; future payments based on profits from mine
· idea is that its unfair to tax on money TP might not receive 
· if you have a contingent payment, treat as installment sale not open transaction – § 453(j)(2) – rules (Reg. §15A.453-1(c)
· selling price = maximum payment for property
· if no maximum, but know # of years, basis allocated equally across years
· if no maximum or time period, basis recovered over 15 years
· buyer gets to deduct depreciation + interest 
· as compared to lease ( buyer deducts lease 
· but need to have something left w/ more than minimal value (Starrs estate)
· compare Estate of Franklin – lease not installment sale b/c right of reversion with hotel owners
· Transfers between spouses or transfers incident to divorce  - § 1041
· treated as gift so spouse inherits basis 
· BUT no gift tax
· overruled US v. Davis (treated as sale)
· “incident to divorce” = w/in 1 year of end of marriage or pursuant to an agreement related to cessation of marriage
· doesn’t apply pre-marriage (not spouses)
· See Farid Es-Sultaneh, 2d Cir. (transfer before marriage a sale)
· assume marital rights worth FMV
· exceptions
· transfers to nonresident-alien spouses
· must pay tax on deferred accrued interest of bonds (p. 302)
· Like-kind exchanges 
· 1031 – no gain or loss if property held for “productive use or investment” is changed solely for property of the same kind 

· both parties must intend to use in trade or business or investment

· so have to hold
· section is not optional so may not recognize gain or loss if transaction qualifies

· best way to recognize loss is sell and buy new property

· Sale lease-transactions don’t qualify (See Jordan Marsh, 2d Cir.)

· irrelevant that Jordan Marsh never vacated store after selling to city

· real property always qualifies

· for depreciable personal property must be of same “class” and then considered like kind - Regs §1.1031(a)-1(b)

· exceptions

· inventory

· stocks, bonds, or notes

· mortgages

· if no gain or loss, my basis stays with me even if basis on new property is different (e.g., farm)
· Boot is income

· steps

· Determine Amount of Gain Realized (total profits – i.e., difference between proceeds and basis)
· Determine Amount of Gain Recognized (lesser of amount of gain realized or boot)
· Determine the total amount of spreadable basis (basis of old property plus gain recognized) 
· Allocate basis first to boot in amount of FMV
· Allocate remaining basis to new property

· mortgage assumption treated as boot for purposes of computing taxpayer’s basis

· two mortgages – can net mortgages 

· boot in amount of net relief from liability

· two mortgages plus boot 

· if person with net liability receives boot, gain recognized to extent of boot 
· restricted property  w/ risk - § 83

· See Minor v. US (no tax on deferred compensation b/c risk of forfeiture)

· problem as here is that risk of forfeiture might not be real

· employer denied deduction so these are rare, but tax exempt orgs can use to great benefit
· rabbi trust – trusts with corporation as beneficiary and money comes out on pre-scheduled basis only to pay employee (rabbi) or creditors if employer is bankrupt; donors get tax deduction immediately
· taxable on deferred compensation when (1) owns property without requirement of future services OR transferable; and (2) cannot be reached by employer’s creditors
· so can’t defer income actually tendered but can arrange deferral in advance of time to pay
Transactions in Property

· Realization Event - § 1001

· must be “materially different” (See Cottage Savings)

· realized gain or loss = sale price – adjusted basis

· calculating basis

· purchases ( cost – § 1012

· property received from decedent ( FMV at death - § 1014

· gift ( basis of donor

· but if basis > FMV, then use FMV to calculate loss

· received from spouse in divorce ( basis preceding disposition – § 1041(d)

· adjusted upward for improvements and downward for depreciation - § 1016(a)

· encumbered property

· mortgage < FMV ( amount realized includes assumption of debt regardless of nature of debt

· mortgage > FMV 

· nonrecourse – amount realized includes full amount of debt – adjusted basis (Commissioner v. Tufts)

· recourse - buyer does not assume mortgage b/c to do so would put other assets at risk
Inventory Accounting
· Chirelstein – 288-90

· inventory deductible when sold

· general rule is FIFO, but may elect LIFO under § 472

· idea is to match income and expenses

· FIFO (first in, first out)
· can value at 1) cost or 2) cost or market value, whichever is lower

· advantages

· closest to flow of goods through business

· valuing at lower of cost or market reduces income in falling market

· LIFO

· must value at cost, not market value

· advantages

· reduces taxes in period of rising expenses

· may better approximate cost of doing business b/c factors in replacement costs

Capital assets (§ 1221)
· must capitalize rather than currently deduct (as is done w/ salaries) - § 263(a)
· NOTE: can’t deduct if personal

· BUT can deduct up to $100,000 in capital expenditures immediately under § 179

· subsidy for small businesses, investment

· reduce basis accordingly

· BUT can deduct start up expenditures under § 195 (amortize over 60 months)

· can’t deduct under § 162 b/c before opening
· exceptions 

· research and development

· Regs. § 1.162-12 – costs of developing farms, orchards and ranches

· BUT Rev. Rul. 85-82 – can’t deduct portion of purchase price allocable to growing crops

· exception only applies to purchaser of seeds 

· NOTE: expensing a capital asset (deduct at frontend) is equivalent to full exemption of yield on that investment (See ostrich example, pg. 208)
· § 1221 – capital asset includes all property with 8 listed exclusions

· inventory/stock in trade (either retail or manufacturing) – held primarily for sale to customers in ordinary course of business 
· consumer goods always inventory so never capital assets

· so need to be dealer not just trader (See Bielfeldt, 7th Cir.)

· dealer – income based on services, not fluctuations in market value

· trader – income based solely on fluctuations

· EZ doesn’t like distinction

· inventory substitutes count (See Corn Products – corn futures; hedging transactions)
· players count as “stock in trade” for baseball team (See Hollywood Baseball)

· whether real estate held as investor or dealer depends on 7 factors in US v. Winthrop (See Biedenharn, 5th Cir.) (test can fit any outcome)
· (see. p. 650 of book for all factors but these are the impt. ones)

· frequency and substantiality of sales (if high, then income ordinary; b/c sales part of inventory)

· improvements (high=ordinary)
solicitation and advertising efforts (high=ordinary)

· brokerage activities (use = capital b/c not w/in ordinary business)

· SO
· size of profits, existence of other non-related business activities, amount of time spent, and % of profits attributable to pure appreciation not dispositive

· investment intent is relevant, but not dispositive

· real and depreciable property used in trade or business (i.e., § 1231 property)
· copyrights or similar prop. held by creators (not others)
· accounts/notes receivable in ordinary course of trade or business (from sale)

· US government publications held by someone who received them for free or at reduced cost (e.g., member of Congress)

· commodities derivative financial instrument

· hedging transaction – must be clearly identified
· supplies (e.g., cleaning supplies for janitorial company) 
· must be property, not just income to count as capital asset
· income from carve-out interests, like lease cancellation payment (See Hort), receive ordinary income treatment

· See also PG Lake - assignment of oil payment carved out of depreciable interest treated as ordinary income)

· Baker, TC - termination payments to insurance agent is ordinary income b/c no capital asset (Baker, TC)

· no loss when deregulation renders exclusive route valueless b/c no capital asset (loss recognized on sale – deduct under § 165(a)) 

· ALSO name of deceased is not capitalizable property (Miller, 2d Cir.)

· taxpayer’s motivation in purchasing asset is irrelevant (See Arkansas Best)

· capital asset even though later purchases were business purchases (thus seemed to be ordinary loss under Corn Products)

· capital gains treatment even when purchase price is paid for with future earnings of very asset transferred (PG Lake)

· can divide one item into capital gains and ordinary income
· can separate contract rights (Ferrer – right to produce play and enjoin movie production capital gains – property under § 1221, but income from profits ordinary)

· sale of business not capital assets as whole but divided into elements, most of which taxed at ordinary income (See Williams, 2d Cir.)

· going firm is capital asset

· exceptions to § 1221
· § 1231 – depreciable property and real property used in business is ordinary in case of net loss but capital gain in case of net gain

· counts (1) property used in trade or business; (2) involuntary conversion; and (3) capital asset held for more than a year in connection with trade or business

· first, net gains and losses of § 1231 property and then determine if ordinary or capital gain

· NOTE: if TP had ordinary § 1231 losses w/in last 5 years, this year’s gain must be calculated as ordinary

· § 1244 – loss on sale of “small business” stock treated as ordinary

· § 631 – capital gains treatment for proceeds on sales of timber and coal

· §§ 165, 166 – special rules for loan losses depending on whether the loans were secured by bonds

· 166 – can deduct business bad debts (never paid)

· disincentives for lesser-favored investments (e.g., collectibles – baseballs)

· rationale for favorable treatment of capital gains

· bunching – gains accrue over many years so makes sense to tax altogether at lower rate (if separate would pay lower ordinary rate)

· lock-in – tax induces people to hold assets; favorable treatment frees up more productive use

· inflation – some capital gains merely reflect inflation

· better solution is to index basis to price index

· incentive to save and invest ( grows economy
· but lack of consumption might also slow the economy

· incentives to new industry

· reduce disparity b/w realized and unrealized gains

· reduces problem of double tax on corp earnings (once when earned by corp and once when distributed to shareholders)

· against

· distributional concerns – helps rich
· increases tax burden
· incentives should be limited to new capital
· fairness – source of money (capital v. labor shouldn’t matter)
· rationale for limiting losses
· manipulation of false losses for tax purposes
· if didn’t limit deductions, non-capital owning TPs would pay higher % of taxes than capital owners

· Treasury wouldn’t raise enough revenue

· general rule – § 1211 - deduct capital losses from capital gains; if losses exceed gains, may only deduct $3000 of such losses against ordinary income each year

· two general tests for determining whether something is a capital asset
· Separate asset test – separate asset w/ useful life and income generated beyond taxable year (See Encyclopedia Brittanica)

· ordinary, recurring events (e.g., advertising, marketing, admin expenses) tend to be non-capital

· even self-created assets (e.g., manuscript) must be capitalized - § 263A – uniform capitalization rules

· exception for artists 

· See Faura – authors can deduct expenses immediately
· Future benefit test – more than insignificant future benefit - (See Indopco – merger expenses) 
· SC says § 263(A)(1) envisions inquiry into duration and extent of benefits

· NOTE: Indopco has no determinable or finite useful life so can’t depreciate annual; just recover when company sold or dissolved

· if routine ( noncapital (See PNC Bancorp – bank can expense loan processing costs despite future benefit)

· “origin of claim” relevant (See Wells Fargo – only expenses “directly related” to acquisition must be capitalized – those indirectly related such as salaries could be deducted if common and frequent)

· depreciation - § 167

· allowed for wear and tear for property “used for trade of business” or held for production of income

· So can’t depreciate personal use assets

· idea is offset cost of “wasting” assets against revenues

· looks like Haig-Simons consumption cost

· rationale

· accurate measurement of income

· encourage investment by reducing after-tax cost of assets

· BUT preferences capital industries over service industries

· provisions designed to overstate decline in value

· three elements

· length of useful life – specified by statute (e.g., 27.5 yrs. for residential)

· intangibles (e.g., goodwill; patents; covenants not to compete – might exceed length of clause) amortized over 15 yrs. - § 197

· salvage value – worth at end of lifespan

· assume zero under ACRS

· method of allocation

· straightline - equal each year (so if life of 5 years, 20% a year)

· use for real property acquired since 1987
· accelerated (ACRS) –  § 168

· not for real property

· 200% deduction per year until straight-line exceeds percentage

· steroids in year 1 with very large deduction

· in later years, go to straight-line system to get to 0

· encourages investment

· get half-year credit for 1st year of ownership regardless of when put into service (so July 1st)

· effect on sale
· basis reduced by equivalent amount of depreciation deduction
· if sell property for more than basis b/c of depreciation (i.e., deduct more than property actually depreciated) use recapture

· gain treated as ordinary income to extent of prior deductions and capital gain beyond that

· so recapture all ordinary income, but could just recapture over straightline

· specified in § 1245 for personal property and 1250 for real property
· repair and maintenance expenses deductible

· Regs. § 1.162-4 – cost of repair deductible

· “repair” restores to efficient operating condition

· compare capital outlay – prolongs life, inc. value, or adapts to new use

· Compare Midland Empire (deduction for lining to oil-proof basement) and American Bemborg (deduction for metal supports in earthquake zone) with Hotel Sulgrave (disallowed deduction for sprinkler system b/c extended life of property)

· EZ thinks can’t reconcile these and Norwest (below) 
· hazardous waste remediation deductible (See Rev. Rul. 94-38)

· expenses incurred as part of overall renovation plan – even if otherwise deductible – must be capitalized (Norwest Corp. – no deduction for asbestos removal b/c part of general renovation)

· test – Plainfield Union – compare value, use, life expectancy, strength and capacity before and after

· makes sense because same as if casualty loss

· treat transaction according to substance not form (See Starrs Estate – sprinkler system paid for over 5 years capital expenditure, not deductible rental)

· here, almost no salvage value / right of reverter

· key to being lease is something more than minimal exists at end

· reputation / goodwill is capital asset, not ordinary expense 

· See Welch v. Helvering – paid debts of business to solidify standing
· couldn’t deduct

· Compare Friedman (lawyer who pays clients’ bad debt to save business rep may deduct; only 5K) and Salad Oil King case (Amex got deduction to pay off creditors of Salad Oil King b/c necessary to protect current business, not future

· EZ doesn’t buy distinction
· goodwill amortized on straight-line basis over 15 years
· NOTE: TPs try to characterize income as capital (preferential tax rates) and loss as ordinary (offset ordinary income rather than capital gains)

Limitations on Loss

· Capital losses - § 1211

· only deductible to extent of capital gain (plus $3,000 of ordinary income for individuals)

· can carry forward to future taxable years

· and for corporations can carry backward 3 years

· Passive losses - § 469

· activities in which taxpayer does not “materially” participate

· may only be deducted to extent of passive income

· exceptions for bona fide renters

· can carry forward

· Amounts at risk - § 465

· limited to amount “at risk” (to which TP can be held liable to third parties)

· losses carry forward

Assignment of Income

· attempt to direct income to related persons in lower tax brackets to reduce overall taxes

· Services income

· Can’t divert by private agreement (see Lucas v. Earl – can’t assign income under marriage contract and Armantrout, TC – trust for kids education was income to employee)

· income is taxed to person who earns it 

· fruit of tree taxed to tree

· also applies for retirement benefits (Helvering v. Eubank – couldn’t assign to family right to receive renewal commissions)

· patents, copyrights and the like are free from the rule even though plainly product of personal efforts

· See Heim – assignee, not assignor, taxable on income from patent

· assignment constitutes transfer of income producing property, not just income stream.

· can’t avoid liability on previously earned income by assigning right to collect to 3rd person (See Helvering v. Eubank – assigned right to life insurance renewal commissions)

· same reasoning as Horst – had control

· Can divert by operation of law (See Poe v. Seaborn – community property state)

· income never property of husband, but community property under state law
· before joint tax returns, couples in community property states enjoyed significant tax advantage over spouses in common –law states – Congress extended community property benefits to all
· Income from property

· if transfers property itself, donee pays tax

· if transfer income only, transfer only respect if income interest transferred for entire duration; otherwise donee pays

· Compare Blair (fractional interest in life trust taxable to donee, not donor) and Helvering v. Horst (bonds includable in donor’s income despite gift of coupon; retains bond – power to direct flow; so taxable to donor and donee)

· distinction in Horst is carving out vertical interest (owns entire property, bond, and only giving away limited interest, coupon)

· key that donor gave gift before income is realized

· also might have conditions – “power to dispose of income is equivalent to ownership of it” (Helvering v. Horst) – control

· See also § 673(a) – grantor of trust w/ reversionary interest worth more than 5% continues to be owner for tax purposes
· much more likely to respect if it’s a horizontal interest – coextensive in time with assignor’s interest (as in Blair)

· SO divide horizontally, not vertically, to avoid tax liability
· can never assign income; need to assign property

Tax Shelters
· bottom line = need economic purpose (See Goldstein, Knetsch, Winn Dixie)

· tax shelter = investment that produces tax loss, but not economic loss
· tax shelters attempt to achieve some combo of

· deferral – push income into the future 
· take deductions now and receive returns later

· conversion – convert ordinary income into tax favored income (e.g., cap gains)

· arbitrage – incur deductible expenses in order to generate tax favored income , thus creating tax loss in excess of economic loss

· can void tax shelters as “sham transactions” (See Knetsch –used annuity earnings to pay nonrecourse loan for annuity; economic loss but tax windfall) or non-sham transactions without economic substance (See Goldstein – borrowed money to buy treasury notes; only purpose was tax avoidance)
· BUT might have economic substance if betting on interest rates (if rate fell – and only a bit required in Goldstein – could make money)

· anti-sham doctrine applies even when deduction specifically authorized in statute (See Winn-Dixie – store borrowed against life insurance policies to fund them; economic loss but tax gain b/c deducted interest)
· didn’t matter that § 264 permitted b/c no economic purpose

· part of problem is nonrecourse nature of indebtedness

· § 264 and § 265 expressly denies deductions for interest on debt to purchase annuities and tax-favored instruments

· leasebacks don’t receive depreciation deductions (See Estate of Franklin – bought hotel for hugely inflated price and leased back to original owner; profited from depreciation deductions; no intention of making big balloon payment required to own building)

· problem is purchase price in no way related to FMV

· like Inaja – don’t actually own the hotel

· opinion letters from tax lawyers provide defense to aggressive tax avoidance

· main restrictions to limit tax shelters

· limits on interest deductions

· § 163: interest deductions can only be taken to extent of net investment income

· § 264: no interest deductions to carry annuities (deals with Knetsch)

· § 265: no interest deductions to carry tax-favored instruments (Goldstein)
· basketing

· § 465: can only take deductions for losses to extent you have real risk

· § 469: passive activity losses only allowed to extent they set off passive activity gains

· but rich people can “internal shelter” (See chirelstein 346)

· transfer of property subject to debt 

· if buyer of property takes over mortgage counts as income to you

· no difference in treatment of recourse and nonrecourse loans (See Crane and Tufts)
· key – gain from sale of property includes gain + face amount of mortgage

Tax Strategies

· income deferral

· takes advantage of time value of money and possibility of in lower tax bracket when included

· cash method may help this but some limitations on use + constructive receipt

· invest in property to defer recognition

· § 1014 – FMV basis to heir in property received at death encourage TPs to hold property until death

· nonrecognition provisions (e.g., like kind exchanges)

· retirement planning

· employers’ contributions not included

· education savings (§ 529)

· deduction acceleration

· deduction “shelters” amount of income from tax

· accounting

· but limitations on deductions of prepayments for cash method taxpayers and economic performance rules for accrual method taxpayers

· capital recovery 

· MACRS - § 179

· amortization of pre-opening expenses - § 195

· amortization of intangibles - § 197

· loss limitations restrict ability to do this

Policy

Tax Policy

· Fairness

·  do you have cash on hand to pay?

· income is proxy for ability to pay

· Similar taxes on those w/ similar abilities to pay (horizontal equity) and different taxes on those who make more (vertical equity)

· So should distinguish ability

· Administrative practicality

· simplest to enforce is head tax and hardest is based on ability to pay (e.g., education)

· Switzerland is only country with anything representing wealth tax

· Cost-effective manner

· No undue govt. interference

· cost of compliance / reporting

· Economic effects

· Taxpayers change their behavior in response to tax statutes 

· indirect effects – influence instead of through govt. spending

our tax is transaction tax
wealth is snapshot in time
**equity and fairness v. efficiency and growth (Bush tax cuts)
how egalitarian?

do you want to correct for differential ability of individuals?
Rosen, Income Tax Progressivity

· three types of tax systems
· proportional – ratio of taxes paid is constant regardless of income level
· progressive – average tax rate rises with income
· regressive – average tax rate falls with income
· ALSO – Reagan’s tax system considered degressive (1986 tax reform legislation) – 15% bracket to 30K and then everything taxed at 28%
· Edgeworth’s model of income tax progressivity
· 1) sum of individuals’ utilities from income as high as possible
· 2) decreasing return to happiness for increasing income levels (so poor person values marginal dollar more)
· 3) similarly situated people value money equal
· 4) people earn same amount regardless of tax system
· SO implies radically progressive tax structure where richest pay all taxes
· critique of Edgeworth’s model
· assumes incomes are common property that can be redistributed as property sees fit
· impossible to determine whether people at same income level receive same pleasure from income
· seems empirically wrong that people earn same amount regardless of tax system
· high taxes diminish total real income
Alternative minimum tax

· imposes tax on broader base at lower rate

· recalculates taxable income by denying or deferring some deductions

· if AMT > regular tax, taxpayer pays regular tax + difference

· original purpose was to prevent TP from taking advantage of tax prefs to avoid all tax liability, but applying to increasing number of people b/c exemption amounts not indexed for inflation

· recent reductions (e.g., no longer applies to accelerated depreciation)

· AMT applies to all TPs not just super-rich (Klassen – AMT applied to family of 10)

· AMT applies to income in manner received (Prosman – TP screwed when company listed money as wages rather than business expenses, thus inflating salary)

Social Security Reform

· History

· Bismarck – focus on workers – pensions and payments to survivors

· administered by taxes on labor

· Beveridge – concerned about old people/poverty reduction
· covered everybody, not just workers

· administered by govt. taxes

· American model is combination of both – tax on labor but not regressive on benefits side

· Currently

· benefits calculated progressively and taxes assessed regressively

· get income based on 35 years of work

· Bush plan

· voluntary personal accounts which are invested in stocks and bonds and available upon retirement

· each worker who chose to participate contributes specified % of salary and government matches some portion

· 3 different models w/ different contribs from worker, govt. funding, and expected accumulated wealth

· buy annuity with amount upon retirement

· SO inheritable and tangible assets rather than just claim to benefits

· Positives of Bush plan

· good if increases savings

· individuals take responsibility

· political concerns with govt. investing in market

· Criticisms of Bush plan

· could invest assets of trust fund

· Bush says that trust fund is not real

· high administrative costs

· cheaper for govt. to invest

· may not increase overall savings just change form

· accelerates insolvency problem

· Types of Risks
· longevity risk – how long will you live?

· market fluctuation risk – what will state of market be?

· investment risk – how successful

Consumption Tax Alternatives
· Retail Sales Tax

· 16 to 23% tax on goods at sale

· benefits 

· eliminates need for TP to fill out tax form

· drawbacks

· highly regressive

· could give poor card so they have lower taxes

· administratively unfeasible at scale needed to implement it

· need for wide scale auditing

· problem of double taxation – seller pays tax on inputs and collects from customers

· Value-added tax

· tax on sales revenue – cost of goods

· benefits

· administratively feasible

· collect via credit-invoice method  

· calculate sales – costs for inputs (not including wages) and send government a percentage

· in European countries get same collection/cost ratio as w/ US tax system

· TP doesn’t file tax form (unless state tax

· drawbacks

· regressive since everyone (including poor) pay same rate

· do you exempt small businesses?

· how do you tax financial institutions

· Hall Rabushka Flat Tax

· businesses pay under VAT system but subtract wages and salaries from taxable amount

· individuals pay flat rate on wages and salaries and nothing else (e.g., cap gains; interest)

· benefits

· administratively feasible

· simpler and easier to enforce than now

· allows for progressivity

· can exempt some individuals

· eases transition from current system to consumption tax

· drawbacks

· more complicated than RST or VAT

· Personal consumption tax (USA tax)
· consumption = income – savings

· all income included (like now)

· individuals get unlimited deductions by putting money into special savings accounts

· IRA on steroids – no tax when put money in; just when removed

· IRA on steroids

· benefits

· encourage saving

· drawbacks

· little gain over current system for such massive overhaul

· advantages wealthy that can afford to save

· expect evasive reporting by individuals, exaggering savings & downplaying withdrawals

· any move to consumption tax hurts retirees who have already been taxed on income and now have to pay tax again on consumption (double-taxation)

Bush Tax Reform

· charge
· (a) simplify tax law (& reduce admin. burden)
· progressive tax that still recognizes homeownership and charity
· promote long-term economic growth and job creation
· SIT – simplified income tax
· eliminate bottom and top tax brackets 

· eliminates marriage penalty but imposes (regressive) singles penalty

· sets all rate thresholds for couples at twice singles rate

· replaces deductions and exemptions with family credits

· new refundable work credit produces similar benefits to EITC and child tax credit

· eliminate standard and itemized deductions

· mortgage interest deduction replaced with 15% credit for interest payments on loan used to buy, build or improve residence

· TP can deduct charitable donations in excess of 1% income

· repeal state and local tax deduction

· theory that state and local taxes are analogous to personal consumption (e.g., tax collection)

· eliminate everything else

· repeal AMT 

· doing so is expensive and regressive

· targeted saving options – replace existing panopoly with 3 options: save at work, save for retirement, and save for family accounts

· change capital gain treatment in attempt to tax corp. income once

· GIT – growth and investment tax (hybrid of consumption and income tax)
· X tax plus individual level surcharge on capital (interest, dividends and capital gains)
· graudated tax – 15/25/35
· similar to Hall Rabushka tax but graduated
· long-term revenue would decrease
· baseline of report is problem b/c assumes Bush tax cuts made permanent
Not allowing deductions if contra public policy

· pros
· support criminal system via tax system 
· emphasizes consistency across different times of law rather than within tax law

· support state policies (e.g., Blackman – fire case – about MD public policy not federal policy)

· allowing deductions (specifically with unlimited cap) allows tax system to oppose other policies we value (e.g., if we allow company to deduct costs of sexual harassment defense may encourage them to spend so much money that the company wins when they should be held liable)

· cons

· punishment varies based on other tax bracket

· SO might be preferable to increase other penalties

· compromise - “reasonableness” limits 

· courts could read into “ordinary and necessary” business expenses where event contra public policy (e.g., okay to spend 1 mill on legal fees but not 5 mill)

· w/o such limits, corporations might be able to buy justice 

280E – can’t deduct expenses from selling drugs

Random Points
Tax court v. other courts

· Tax court – litigate w/o first paying – but must petition w/in 90 days of statutory notice of deficiency

· Other courts – district court or federal claims – pay tax and then file claim for refund

· Sue if claim denied or ignored

· Bankruptcy court

· Juris over debtors

Penalties

· substantial understatement – 20% of amount attributable to negligence or disregard of rules (unless disclosed) - § 6662

· act in good faith by getting appraisal and attaching explanation to claim (See Chamales, T.C.M. – OJs’ neighbors claim casualty loss when house declines in value due to media swarm)

· civil fraud – 75% of understatement attributable to fraud (intent to evade tax) - § 6663
· criminal tax sanctions

Time Value of Money

· Future value – value of sum of money invested for speciied period at specified rate 

· FV= PV(1 + i)n
· i = interest rate (i.e., rate of return)

· n = number of years

· PV – current value, given assumed interest rate, of right to stated amount in the future

· PV = FV / ((1 + i)n)

· tax under- and overpayments - § 6621

· interest paid on overpayments at fed. short-term rate plus 2% 

· TP pays interest on underpayments at fed short-term rate plus 3%

· interest charge on deferred installment sales of nondealers whose obligations exceed 5 mill (§ 453A)

Some Prefs built into tax system
· exemptions in general satisfy non-economic policy goals

· 1231 – property used in trade or business and involuntary conversions - if it’s gain it’s capital; if it’s loss, it’s ordinary 
· 1244 – portion of loss on small business stock treated as ordinary

· 179 and 195 – able to expense some investments

· expensing (deducting at frontend) equivalent to full exemption on yield of that investment

-doctrines 

substance v. form – starr’s estate; estate of franklin


-was transaction diff. than what TP’s wanted

tax benefit doctrine


alice phelan sullivan

economic substance


clay brown

fruit and tree


lucas v. earl; horst; hort

tests  (esp. tax deductions)
primary purpose


-also tax shelter

“but for” test (rejected for bus. expenses in Smith)
objective v. subjective (Nickerson, pesner)

origin of claim (Gilmore)
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