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I. INTRODUCTION 

1) Background History 

a) Constitution grants Congress the power to tax in Article 1, Section 2.
b) The first income tax, instituted around the time of the Civil War, was declared unconstitutional because it was a direct tax on property and not in proportion to the census (  enter the 16th Amendment to the Constitution (in 1913), which granted Congress the power to lay and collect taxes on incomes from whatever source derived, without apportionment according to the census.  This is very broad power that Congress does not exercise to its full extent because of policy considerations. 
2) Basics of the Internal Revenue Code (IRC)

a) Medium used to pay tax ( CASH.
b) Tax Base upon which we impose tax ( INCOME.
(1) Other options ( consumption, wealth, flat tax. 
ii) Why Income?

(1) “Ability to pay” ( we use this basic premise in an effort to be fair and just to the citizens, but also taking into account the actual ability of one to come up with the cash needed.

(a)  Other options:

(i) Consumption tax ( has seriously been considered; would encourage people to save more rather than consumer, which could at certain times be an important economic goal. 

(ii) Head Tax ( rejected.

(iii)  Benefit Tax ( would tax people to the extent they benefit from being a citizen, but this would be impossible to measure accurately. 

3) Handout # 1

a) Judy has:
i) Receipts earned from job = $65K
ii) Business expenses = §10K
iii) Interest earned = $1K
iv) Itemized Personal Deductions = $6K
b) Judy’s Income for the year:

i) Gross Income (GI) = all income from any source derived = 65K + 1K = 66K (§61)
ii) Adjusted Gross Income (AGI) = GI – Deductions in (§62(a)) = 66K – 10K = 56K
iii) Taxable Income (TI) = AGI – Itemized Deductions allowed by §63(a,d) OR AGI – Standard Deduction and Personal Exemption § 63(b) = 56K – 6000 (itemized deductions) – 2000 (personal exemptions) (§151)

c) Individual Tax Liability Formula: GI – above/line deduction (AGI) – Deductions (itemized or standard + personal exemption)= TI; multiply TI by the applicable tax rate and take out applicable credits (Look in §1). 
i) § 63(c)(2) Standard Deductions
ii) § 151(d) Personal Exemption Amount 
iii) § 67 2% Floor on Itemized Deductions ( miscellaneous itemized deductions shall only be allowed to the extent that the aggregate of such deductions exceeds 2 % of AGI of the taxpayer. 
iv) § 68 Overall Limit on Itemized Deductions ( itemized deductions will be reduced by a given percentage if the AGI exceeds the applicable amount in 68(b) ($100,000). 
4) Capital Gain ( gain or loss from sale or exchange of a capital asset, which is generally meant to be investment property, such as securities and real estate.  See §1221.  
5) Ordinary Income ( 
II. WHAT IS INCOME?

1) The “Haig-Simons” definition (mostly used in legal and economic literature) defines income as: Taxpayer Consumption + Δ in Net Worth.  This is a frequently used working definition of income.  BUT it is not the one we use for Federal Income Tax purposes.

2) Net Income = Gross Receipts – Cost of Earning = profits. 

3) IRC §61 – Gross Income Defined ( gross income means income from whatever sources derived.  (There is a list of 12 things that are INCLUDED in income, but it’s not an exhaustive list)  

4) Policy Objectives:

a) Raising revenue

b) Encourage investment/economic growth

c) Distribution of wealth 

i) Currently, this is accomplished through progressive tax rates, as well as subsidies and credits as specified by Congress.  The argument that the tax code should be completely neutral in this respect is a minority argument. 

d) Equity/Fairness – we want to collect revenue from those best able to pay

i) Horizontal equity ( those with equal income should pay equal tax. However, all goals can’t be accomplished at once; this requires constant trade-offs between which economic goal/policy is worth pursuing at a given point.

ii) Vertical equity ( those with different incomes should pay different tax.  The controversy always revolves around how different the amounts should be.  

e) Efficiency – administrative considerations; compliance vs. economic efficiency.

f) Shaping Behavior – what impact will this tax law have on people’s:

i) Economic behavior – saving vs. spending

ii) Social Behavior – will this encourage people to donate to charities, etc.

iii) Education

iv) Family size/marriage

v) Home ownership

vi) Medical Care

vii) Environmental 

viii) Morale – we have the highest level of voluntary compliance with the tax laws, which is a reflection of how people view the fairness of the system.

5) Old Colony Trust v. Commissioner (US 1929): Officer of a company had a written agreement with employer that employer would pay his taxes for him.  The court held that this is still income to the employee because it is compensation for services rendered.  Doesn’t matter that whether or not it was bargained for as long as given in exchange for services because it is a discharge of a third party’s obligation to the employee.  Holding: When one person pays the debt of another, it is taxable income to the person whose debt is discharged.  It is included in the debtor’s gross income.  (See also Tres. Reg. 1-61-1(a))

a) Policy Considerations:

i) Horizontal equality ( we don’t want to allow this officer to have this benefit when similarly situated people at other companies do not have the same advantage. 

ii) Allocation of resources ( if we permit employers to compensate people in these non-cash benefits, people may go to jobs that provide this benefit and not jobs where employees are needed – economically inefficient.

iii) This is compensation ( because the employee did not have his paycheck actually reduced, he just got paid the same amount and didn’t feel the consequences of taxation – the company still gave him the same amount. 

iv) Three reasons why this is taxable income: 1) it is compensation; 2) it is discharge of obligation by a 3rd party; 3) it’s a benefit/subsidy provided by the employer. 

6) NON-CASH BENEFITS
a) Benaglia v. Commissioner (BTA 1937): Benefit of “convenience to the employer argument.  Benaglia was the manager of a hotel and also lived on the premises.  Issue: is the cost of food and lodging here simply a “convenience to the employer,” and therefore not taxable income to the employee, or should it be a taxable benefit?  Holding: the benefit here was merely an incident of Benaglia’s performance of his duty, and its character for tax purposes was controlled by the dominant fact that the occupation of the premises was imposed on him by his employer. 

i) Policy Considerations: 

(1) Symmetry ( one has to look at both sides of the transaction – they have to be equal.  Here, the employer did not take a deduction for the cost of Benaglia’s living expenses, thus indicating that he did not view this as part of B’s compensation.  It would therefore make sense not to tax this as income to B. 

(2) Intent ( in this case, intent is determinative of the nature of the benefit/income because it’s a matter of whether or not it was meant to be compensation.  The court may consider intent determinative. 

ii) §119 ( Congress adopted the “convenience of the employer” standard and tried to take the intent issue out of the picture.  See Tres. Regs. 1.119-1(a)(1),(e),(f) – p. 938. 

(1) Meals:


(a) Sometimes meals are included.  

(i) Commissioner v. Kowalski (1977): meals were held to not have been “furnished” by the state in accordance with the statute when state patrol troopers received meal allowance payments to eat at local restaurants. 

(2) Employee: self-employed individuals can’t be employees for purposes of §119, but a person can be an employee if she or he owns all shares in a corporation and can utilize §119. 

(a) J. Grant Farms v. Commissioner (TCM 1985): Grant incorporated his farming business and succeeding in deducting the depreciation of his house and did not have to include any amount in his GI for the use of the house by his family. 

iii) §117 ( (a) NOT includable in gross income are qualified scholarships for qualified tuition and related expenses (defined in 117(b)(2)); (d) also does not include any qualified tuition reductions. (c) Limitations on this section

iv) §132 ( GI does NOT include fringe benefits which qualify as the following (a):

(a) no-additional cost services

(b) qualified employee discount

(c) working condition fringe

(d) de minimis fringe

(e) qualified transportation fringe

(f) qualified moving expense reimbursement

(g) qualified retirement planning services

(h) certain on-premises gyms and athletic facilities

(i) Limitations on the above: 

1. No-additional-cost services and qualified employee discounts are not includable in income if one works in the line of business in which the item at issue is ordinarily offered for sale to customers, i.e., flight attendant would NOT be taxed on a free airline flight, but would be taxed on department store goods.   Neither of these applies to “highly compensated employees” if the employer discriminates in the distribution of fringe benefits in favor of such employees.  These may also be provided to the employee’s spouse, surviving spouse and children (§132(h)), but not to a same-sex domestic partner. 

(ii) Tres. Regulation 1.61-21:

1. (a)(4) Fringe benefits are taxable to the employee, even if the employee did not receive the benefit directly – i.e., his child or spouse received the benefit. 

2. (b)(1) Valuation ( employee must pay the amount by which the FMV of the benefit exceeds the price paid (if the fringe is NOT excluded by §132). 

(iii) “Cafeteria Plans” §125 ( a plan under which an employee may choose among a variety of noncash nontaxable benefits or may choose to take cash, which is taxable.  

1. Example: 2 employees both earn $35K, but one has kids and pays $5K annually for a babysitter.  Employer can offer A a contract for $30K taxable income/year and $5K nontaxable child-care payments.  Employer can deduct the full $5K. 

2. Use-it-or-lose-it rule ( if you opt for a cafeteria plan benefit but don’t use all of it in the allotted amount of time, you lost the remaining portion of your compensation. 

3. Exception to the constructive receipt rule ( normally, if it were not for §125, employees would not be able to take advantage of such benefits tax-free, because the fact that there is a cash option would normally destroy the possibility of exclusion from income. 

4. Non-discrimination rule ( can’t offer fringe benefits just to higher-ups.  
b) Turner v. Commissioner (TCM 1954): Turner won 2 tickets on a cruise line.  This was held not to be a gift for obvious reasons.  It was income, but to what amount?  Turner traded in the 2 first-class tickets he won for 4 regular tickets for his whole family.  Turner reported income, but in a much smaller amount than the Commissioner though appropriate.  Court agrees that because there were all these limitations on the tickets, they were not worth their full value to Turner, but the Court arrives at some random figure between the Turner and Commissioner amounts. 

i) This case is a Non-Cash Benefit case – illustrates that there are valuation problems in cases of this type. 

7) IMPUTED INCOME

a) Definition ( benefits derived not from a commercial transaction, but from the services people perform for themselves or members of their households; example – rental value of one’s own home. 
b) Policy Consideration for Taxing or not Taxing Imputed Income:

i) Limits ( there’s no good place to draw the line – anything you do for yourself, even taking a shower and washing yourself, is a service your perform that you could feasibly pay someone to do for you. 
ii) Horizontal inequity ( there’s a horizontal disadvantage for a family with 2 working parents who have to pay for childcare and get taxed on 2 incomes, as opposed to a family where one parent stays home with the kids and provides valuable services but doesn’t get taxed on it.  Congress has chosen to resolve this by providing child-care credits to parents who have to pay for child-care.
iii) Maintenance ( if one were to be taxed on services performed around the house or on the income derived from not having to pay rent, there’d be no good way to account for what could be deducted for maintenance purposes. 
c) Revenue Ruling 79-24 (1979): Housepainter and lawyer agreed to swap services.  The Court held that the income from the services is includable under §61 in their income to the extent of the fair market value of the services. 
d) §1.6045-1(a)(4) imposes tax on exchanges for barter, except where there are “arrangements that provide solely for the informal exchange of similar services on a noncommercial basis.” 
i) “Barter clubs” are taxable. 
8) WINDFALLS AND GIFTS

a) Refining the definition of income:
i) Eisner v. Macomber: the Court gave a very broad definition of income ( “the gain derived from capital, from labor, or from both combined.”  
ii) Commissioner v. Glenshaw Glass Co. (1955): Parties to a litigation received a large payment in both compensatory and punitive damages.  The court found that the compensatory damages are taxable because in reality it’s just income that the party would have earned if the other party had lived up to its contract.  The punitive damages were taxable because they constitute a windfall.  
(1) Significance: This decision is one of the Supreme Court’s Greatest Tax Hits because it gave us our current understanding of the definition of income – broader than in Eisner: “Any undeniable accession to wealth that is clearly realized and over which the taxpayer has complete dominion will be includable in income.” 
(2) Court distinguished Eisner by pointing out that in that case, stockholders experienced an increase in value but it was unrealized, whereas here there was clearly a windfall.  Eisner still applies in its own context -  dividends on stocks. 
b) Gifts – the possibilities:
i) Hypothetical ( Donna, who’s yearly income is $100K, gives $30,000 to her son Edward, who’s a lazy ass, sits at home and doesn’t work. 

(1) Income to donee, deduction to donor ( not the way we do it.  This splits the gift into different tax brackets – less revenue for the government, because the amounts taxed end up being $30K and $70K instead of $100K. 

(a) Pros ( 

(i) Equity Fairness( taxes people on their ability to pay. 
(b) Cons (
(i) Could encourage people to give gifts just to get themselves into a lower tax bracket; assignment of income problem.
(ii) If we consider a family as a single earning unit, gifts within the family shouldn’t have this kind of impact. We also don’t want to intrude into personal family business. 
(2) No deductions to anyone, income taxable to donee ( double-tax regime; income does not get split and everyone gets taxed.  Similar to corporations – corporation gets taxed on profits and shareholders get taxed on increase in value of stock.  However, this creates a disincentive to give gifts, especially within the family. 
(a) Theoretically, this is the most pure approach – there is income to both parties here. However, we have a strong predisposition against double-taxation. 
(3) No income to donee, no deduction to donor ( our system’s approach.  
(a) Provides incentive to give gifts for a really good reason – not frivolous.
(b) No double tax; no valuation problem with regard to size of gift. 
(c) Advantageous to the government because of higher marginal tax rate. 
(d) HOWEVER:
(i) This is inconsistent with the definition of income!
(ii) Horizontal inequity – person who works get taxed, whereas the person who gets something for nothing is not. 
(iii) Inconsistent with ability to pay – Donna doesn’t have the $100K out of which to pay the tax on that amount. 
(e) But we seem to say that there are other considerations that outweigh this result. 
(f) §102 ( gross income does not include the value of property acquired by gift, bequest, devise or inheritance. 
c) What is a gift?
i) Commissioner v. Duberstein (1960): two cases combined – Duberstein and Stanton.
(1) Facts:  Mr. Duberstein received a car from a business colleague, at the colleague’s insistence, to whom he provided some business advice.  Stanton, who was an employee of a church, received some money as a parting gift. Both parties ended up being taxed on these “gifts.”
(2) Holding:  Gifts – detached and disinterested generosity out of respect, admiration, charity, affection, or similar impulses.
(a) The court affirmed the decisions below in both cases.  In Duberstein’s case, the donor took a deduction on the car as a business expense – goes to the donor’s intent for the car to be compensation for business advice, not a gift.  The deduction is not ultimately determinative – other factors have to be considered – but it goes towards determining whether there’s a gift.  
(b) In Stanton, the court remanded the case for more evidence determination and the lower court found that it was a gift. 
ii) Current Law - §102(c) Employee Gifts ( no gifts from an employer to or for the benefit of an employee will be excluded from gross income under this section (general section on gifts). 
(1) Presumptive rule:  if the association has business overtones, there’s a presumption that it’s not a gift, but the presumption can be overcome.
iii) §274 Disallowance of certain entertainment, etc., expenses
(1) 274(b) ( no deductions for business expenses are allowed in excess of $25 for gifts to an individual. 
(2) 274(j) Employee achievement awards ( limits deductions for employment achievement awards except to the extent specified in (j)(2).
iv) §74 ( awards and prizes are taxable except as excluded in this section. 
(1) United States v. Harris (7th Cir. 1991):  Two sisters were charged with tax evasion.  Gifts were given by a man who died by the time of trial, so establishing intent was difficult.  The sisters had been convicted criminally and had spent time in jail.  The court determined that where there is not even a clear civil definition of when there’s a taxable exchange rather than a gift, there’s certainly no basis for criminal charges. 
9) Recoveries for Personal and Business Injuries

a) §104 Compensation for Injuries or Sickness 
i) (a) Except in the case of amounts attributable to §213 deductions, Gross income does not include:
(1) amounts received under Workers’ Comp for personal injuries or sickness
(2) compensatory damages for personal physical injuries or physical sickness, regardless of whether paid all at once or in separate payments
(a) Emotional Distress is not considered a physical injury or sickness. 
(3) amounts received through accident or health insurance for personal injuries or sickness (other than amounts received by an employee, to the extent that such amounts (A) are attributable to contributions by the employer but were not included in the gross income of the employee, or (B) are paid by the employer).  [Basically, if your employer pays your insurance premiums you have to include recovery under that insurance plan in your income.]
(a) 401Ks are treated as contributions by the employers which were not includible in the gross income of the employee in one is a self-employed person under 401(c). 
(4) amounts received as a pension, annuity, or similar allowance for personal injuries or sickness resulting from service in the Armed Forces. 
(5) Disability income attributable to military or terrorist action
ii) (c) Punitive Damages exclusion does not apply for cases of (1) wrongful death or (2) where applicable State law declare that only punitive damages may be awarded to plaintiff. 
b) §105 Amounts received under accident or health plans
i) (a) Amounts attributable to employer contributions ( amounts received by an employee through accident or health insurance for personal injuries or sickness shall be included in gross income to the extent such amounts (1) are attributable to contributions by the employers which were not includible in the gross income of the employee, or (2) are paid by the employer. 
ii) (b) Amounts expended for medical care ( except in the case of amount attributable to, and not in excess of, deductions under §213, Gross Income does NOT include amounts referred to in subsection (a) if such amounts are paid, directly or indirectly, to the taxpayer to reimburse the taxpayer for expense incurred by him for the medical care of himself, his spouse or dependents.  
c) §106 Contributions by employer to accident or health plans 
i) (a) GI of the employee does not include employer-provided coverage undre an accident or health plan.
ii) (d) GI does not include employer contributions to a medical savings account. 
d) §213 Medical, dental, etc., expenses 
i) (a) Deductions for medical expenses that were not compensated for by insurance or otherwise will be allowed to the extent that such expenses exceed 7.5% of taxpayer’s AGI. 
ii) (b) Prescription medication and insulin costs are deductible under subsection (a).
e) Policy Considerations
i) Why would we limit recovery to 7.5%?  We want to encourage people to get insurance 
ii) Why only physical injury?  Any deduction is a cost to the government of foregone revenue, so the government is only willing to incur that for serious injuries.  
iii) The “physical” requirement was added to §104 in 1996 – now the section would not cover libel or emotional distress injuries. 
10) Loans and Discharge of Indebtedness 
a) Basic rule ( loan proceeds are not included in Gross Income and loan payments are not deductible.  This rule applies without regard to the nature and tax attributes of the property used as security for the loan. 
i) Nonrecourse loans ( if you have a nonrecourse loan, and manage to walk away from the obligation  by leaving the issuer of the loan with collateral worth less than the value of the loan, once that’s recognized the gain you have on the transaction become ordinary income and is taxed to you as such.  
b) Policy Reasons ( 
i) A loan does not increase net worth because you acquire an obligation to repay for the same amount as the loan. 
c) United States v. Kirby Lumber Co.  (US 1931):  
i) Facts ( Corporation issued bonds worth $10 million, and was able to buy back the bonds at below face value.  The Δ between face value amount and amount at which Kirby purchased the bonds back was $138K.
ii) Issue:  Is the $138K income to Kirby?
iii) Reasoning:  The loan transaction should be treated separately from the consequences of the transaction.  Consequently, the court rejected the reasoning in Bowers v. Kerbaugh-Empire Co., where the court denied that the taxpayer had received a gain on the transaction because in the end, the value of the money borrowed had fallen in German marks and ended up being a loss for the taxpayer overall.  Here, Kirby had a clear gain of $138K and as a result, freed up that amount of assets within its company that it otherwise would have had to pay back to bond holders. 
iv) Holding: Taxpayer has realized an income by discharging its debt obligations at a lower price and is therefore taxed on that income.  See §61(a)(12) – specifically included in the Code now. 
d) §108 Income from Discharge of Indebtedness – a relief provision
i) (a) Gross income doesn’t include any amount which would otherwise be includable in GI as discharge of indebtedness if: 
(1) There’s a bankruptcy situation
(2) The taxpayer is insolvent
(3) If it’s qualified farm indebtedness
(4) Indebtedness is discharged as qualified real property business indebtedness. 
ii) (b) This is not a “forever” provision, but a “don’t-kick-him-when-he’s-down” provision.  The amounts excluded under (a) will be applied to reduce tax attributes of the taxpayer in the future, i.e., the amount excluded under (a) will be used to reduce future amounts that the taxpayer would otherwise be entitled to deduct or withhold from his income.  
iii) (f)(2) Excludes from income any discharge of student loans if the cancellation or repayment is contingent upon work for a charitable or education institution. 
e) Zarin v. Commisioner (3d Cir. 1990): Mr. Zarin is a compulsive gambler who runs up at $3.4 million debt at an Atlantic City casino, and only repays $500K.  The Court found that he had a $2.9 million income from discharge of indebtedness, but the 3rd Circuit reversed. 
i) Reasoning:  §§108 or 61(a)(12) only apply to indebtedness for which the taxpayer can actually be held responsible or subject to which the taxpayer holds property.  The casino had no legal right to issue him the loan because there were laws in NJ against extending credit to compulsive gambling addicts.  §108 does not apply here because the loan in unenforceable. 
(1) Where a debt is in dispute (contested liability), the amount of debt is the settled amount.  This means that there’s no discharge of debt because the parties basically change the terms.  (See §108(e)(5) codifies the price adjustment for contested liability). 
11) Recovery of Capital Idea 

a) §1001 Determination of amount of and recognition of gain or loss
i) (a) Formula to calculate gain = amount realized from sale or other disposition of property / adjusted basis (§1011)
ii) (a) Formula to calculate loss = adjusted basis / amount realized 
iii) (b) “Amount realized” ( sum of any money received from sale or other disposition + the fair market value of property (other than money) received 
iv) (c) Recognition of gain or loss ( except as otherwise provided in this section, ALL (entire amount) of gain or loss on sale or exchange of property shall be recognized. 
b) §1012 Basis ( the cost of property originally paid. 
i) Improvements to property ( something that creates a benefit lasting over time (like a new deck added to the house) is added to adjusted basis, not taken as a deduction.  See §263(a) 

(a) No deductions will be allowed for:
(i) (1) Any improvement to existing structures or for building new structures to better or improve a property. (Names certain exceptions to this rule). 
c) “Wasting Asset” ( something that depreciates over time, like a house or a building.  You are not allowed to deduct the whole value of the asset at once, but you have to depreciate it or amortize it over time. 
d) Three Possible Ways of Recovering Capital

i) Immediate deductions §§162, 212

(1) §162 ( Deductions are allowed for all ordinary and necessary business and trade expenses, including
(a) Salaries and compensation for personal services
(b) Traveling expenses while away from home for business
(c) Rentals or other payments required as a condition to the continued use or possession for the purposes of business or trade. 
(2) §212 Expenses for production of income (Personal Deductions) ( all ordinary and necessary expenses incurred by an individual are deductible if: 
(a) for production or collection of income
(b) for the management, conservation, or maintenance of property held for the production of income
(c) in connection with the determination, collection, or refund of any tax. 
(3) Example: in Handout 5, Joe can deduct the expenditures for oil and heat he spent over the year in the amount of $1K. 
ii) Depreciation/Amortization §§167, 168
(1) Amortization ( depreciation of non-tangible assets, such as lists of newspaper subscribers. 
(2) Depreciation ( 
(a) Straight-line ( in order to allow you to recover your purchase cost (your basis), you divide your basis amount by the recovery period/useful life (the number of years provided by statute over which you can spread out your recovery), and that gives you the amount you are allowed to deduct per year.  Equal amounts are deducted each year. 
(3) §167 Depreciation  ( allows for the depreciation of (a)(1) property used in the trade or business or (a)(2) property held for production of income. 
(i) (c) we use the basis provided in §1011 to determine the gain on sale or disposition. 
(ii) Basis adjustments 167(e)(3) ( the taxpayer’s basis will be decreased each year by the amount allowed to be depreciated, and the basis of the remainder interest of such property shall be increased by the amount of such disallowed deductions. 
(4) §168 Accelerated Cost Recovery System ( 
(a) Tells you how to accelerate depreciation on certain assets provided by the statute. 
(i) 168(d) Applicable Convention ( the general assumption is that you buy something half-way through the year – you only get half a year’s depreciation in the first year, with the exception of some things in this section. 
(ii) Once your depreciation becomes larger under the accelerated schedule than it would be under the straight-line method, you switch to the straight line method. 
(5) Policy Considerations 

(a) Gain reflects 2 elements: actual appreciation of property and a recapture for tax purposes of depreciation allowances. 
(b) Sometimes we want to allow certain people to depreciate certain things faster because we want people to invest in capital: if you know you can get a large deduction up front, you might be more interested in investing in a factory.
(c) We allow depreciation because we want to account for the fact that things, like houses, do get old and lose value. 
(6) §179 Election to expense certain depreciable business assets ( a taxpayer can elect to expense (deduct) any property that would otherwise be chargeable to capital account.  (Subject to certain dollar limitations)
(a) This is the most extreme economic/business incentive possible – we just call it a deduction now.  Provides economic stimulus and provides money for investment. 
iii) Basis off-set §1001 [wait until sale or disposition of asset] (non-wasting assets) ( when you sell something, you get to subtract the amount of the basis from the overall purchase price, and you are taxed on the remainder. 
e) Tax Cost Basis ( 
i) Philadelphia Park Amusement Co. v. United States (Court of Claims 1954): Taxpayer had a franchise that they failed to properly amortize over time.  The court agreed that the franchise should be able to be amortized, and that they should be allowed to do it retrospectively, but the question was what should be the basis?
(1) Taxable exchange ( the franchiser received the franchise by giving the city a bridge.  Should it be the value of the bridge or the value of the franchise at the time of the transaction?
(a) Holding: the court held that the proper basis was the FMV of the thing received.  It’s the “tax cost basis” because it’s determined by the tax consequences.  The reason that it is this way is that because if we use the value of the thing given away, we can end up with some silly tax consequences.
(i) Example:  If Joey provides me with 9K worth of legal services, and I give him in exchange a 10K diamond ring, he will have to pay tax on the 10K received in the year he receives it.  However, if he later goes to sell it and his basis is the value of the services given (9K) he will end up with a 1K gain, even though he will sell the ring for its FMV = 10K.  He will then be taxed again on the gain (Δ between his basis and FMV).  Result ( double taxation.  This is not consistent with the concepts of horizontal equity – anyone else selling the same property for the same value would not be double taxed.  
(ii) We don’t want to see different tax consequences when the economic consequences are the same.  If I had received $11K of services and given only 10K in return, there’s be a stepped up basis for Joey (11K that he never had) and a windfall profit (he would have a 1K loss that he didn’t really earn but could deduct).
(b) Basis (including tax-cost basis) is a tax concept – tax consequences are important.  Cost is the word we use to describe it, but it’s an independent tax concept. 
f) Partial Sales – Recovery of Capital 

i) If you have a piece of land (or an asset) and you sell off chunks of it, how do you determine your gain or loss?  You have to apportion the basis if you can figure it out. 
ii) Inaja Land Co. v. Commissioner (1947):  this guy had a river part of which got polluted by LA, and they settled for 50K.  The entire piece of land was 61K.  There are 3 possible ways of looking at this: 1) this is recovery of lost profits – makes up for income the land can no longer produce; 2) it was the sale of an easement or recovery for damage to the property – LA took a chunk of my property away by polluting it.  
(1) If it’s an easement, it’s like selling a piece of property – how do we determine basis?  Because it was impossible to apportion the basis here, we treat it as recovery of basis – all 50K was tax-free basis recovery.  
(2) Holding:  Where property is acquired for a lump sum and subsequently disposed of a portion at a time, there must be an allocation of the cost or other basis over the several units and gain or loss computer on the disposition of each part, except where apportionment would be wholly impracticable or impossible…
iii) First In, First Out (FIFO)( if you purchase 2 sets of stock shares, at different times at different costs, and later you sell 1 set, you have to use the basis of the first set you purchased – first in, first out.  If you can earmark the shares, however, and agree to sell a particular set, you can do that too. 
g) Recovery of Loss

i) §165 Losses:
(1) (a) General Rule ( deductions are allowed for any loss sustained and not compensated for by insurance. 
(2) (b) Use adjusted basis (§1011) 
(3) (c) For individuals, losses can be deducted if:
(a) loss is incurred in a trade or business
(b) losses incurred in any transaction entered into for profit, though not connected in trade or business
(c) if caused by fire, storm, shipwreck, or other casualty, or theft. 
(4) 165(h) ( (1) $100 limitation per casualty (minimum); (2) net casualty loss only allowed to the extent it exceeds 10% of AGI. 
ii) Policy Considerations 

(1) We allow deductions of losses that are not covered by insurance because that basically covers your basis that you did not recover.  If you received an insurance payment for the $200K FMV of your house with a basis of $80K, you actually have a $120K gain that you would be taxed on – it’s like selling your house to the insurance company. 
(2) We only allow deduction for the basis of the house, because the rest of the FMV is unrealized gain on which you were never taxed in the first place. 
(3) §165(i) covers people who lose their homes in federal disasters.
(4) We restrict deductions for personal matters, unless fire or shipwreck or the like, because we normally only allow deductions for the cost of earning income.  If we allowed deductions for personal asset loss, that’d be like deductions for personal expenses. 
iii) Clark v. Commissioner (BTA 1939): Clark’s tax lawyer made an error that cost Clark approximately 19K, and the lawyer paid Clark the amount to make up for his mistake.  Issue ( is this income to Clark and how should this be taxed?  The court viewed this as a recovery of loss situation, but not governed by §165 because there’s no discernible basis here.  Rather, it’s more similar to §104 (recovery for physical injury).  Though that section only covers physical injuries, the court by analogy applied the reasoning of making one whole again.  The amount was NOT includable in Clark’s gross income. 
iv) Revenue Ruling 84-145:  An airline wanted to deduct loss in value of certificates for exclusive use of certain airline routes that basically became worthless after an anti-trust challenge.  The court refused to allow that: the certificates were not wasting assets, but because they were indefinite would have had to have been capitalized.  They couldn’t take a loss because they still owned the certificates so any loss wouldn’t have been realized yet anyway – there was simply a decline in value. (Unrealized loss – there can’t be a loss unless it’s realized). 
III. WHEN IS IT INCOME?

1) Annual Accounting and its Consequences and Related Timing Issues

a) Annual Accounting
i) Burnet v. Sanford & Brooks Co. (1931): S&B received a breach of contract award in 1920, but did not include it as income.  They alleged that it was recovery of losses suffered in previous years and therefore should not be taxed as income because the Constitution only contemplated a tax on “net” income or profit.  Petitioner thought that this called for a transactional, not annual, accounting.  
(1) Holding: The court found the annual accounting method to be perfectly Constitutional.  Transactional accounting might makes sense in some cases (and clearly, here S&B would have been much helped by that kind of system), but Congress can continue to use an annual system.  Each accounting period must be regarded as a discrete unit for tax purposes and income can be properly understood as only the accessions taking place within the particular taxable year.
(a) Policy Considerations:
(i) Finality ( if the S&B proposal had been accepted, that would have meant that the tax returns for any given year could never be finally closed out.  
(ii) Congressional response ( §172 now allows loss carryovers from one year to another.  This includes carryback (to earlier years) and carryforward (to later years).  This is primarily for losses in trade or business. Carry back 2 years, carry forward 20. Can apply to multiple business ventures. 
b) Claim of Right
i) North American Oil Consolidated v. Burnet (US 1932): Dispute at to ownership of oil business.  Activity to earn income was performed in 1916, but because of dispute, the money was paid over to a receiver.  In 1917, trial court rules in favor of NAOC and the money is turned over to them.  The appellate process continues through 1922, when the decision is finally affirmed.  There was a large tax hike between 1916 and 1917, so NAOC argues that they should be taxed on the money in 1916 – the year it was earned.  Court disagrees – 1917 is the proper year because that is the year in which NAOC acquired control of the money. 

(1) Holding: There is income to one WHEN there is succession to wealth over which one has complete dominion and control. “If a taxpayer receives earnings under a claim of right and without restriction as to its disposition, he has received income which he is required to return [that is, report on his or her tax return], even though it may still be claimed that he is not entitled to retain the money, and even though he may still be adjudged liable to restore its equivalent.”
(a) Claim of right – when free to do what you will, without restriction as to its disposition.  
ii) United States v. Lewis (1951): Taxpayer received bonus from employer in 1944 in the amount of $22K.  Later it turned out the amount was erroneous and he had to return $11K.  Taxpayer wanted to reopen his 1944 tax return to recomputed the amount, but the court disallowed that ( the full bonus was taxable in 1944 under the Claim of Right doctrine, and no exceptions to that are allowed.  Taxpayer was allowed a deduction in the current year (1946), but that was unjust because the tax rates had changed and he would not be made whole under the effective rate.  The Court still did not allow a transactional approach – to treat the whole incident as one – but held that these things must be addressed on an annual basis in different years. 

(1) Congressional response ( §1341 mitigates the hardship in Lewis. Basically, in a situation like Mr. Lewis’s, if the disputed income was greater than $3000, the tax for the later year (when the hardship surfaces) will be whichever of the following is lesser: (a) the tax in the later year computed with the deduction (for the amount that he had to return), or (b) the tax in the later year without the deduction, but reduced by the amount by which the tax in the earlier year would have been decreased if the item in question had been excluded from the earlier year’s gross income. 

(a) This avoids having to re-open the previous year’s tax return, but is still fair to the taxpayer. 

c) Tax Benefit Rule – (“I thought I had a tax benefit, but must now give it back”)

i) In the converse of the Claim of Right application, the TBR allows for recovery of amounts previously deducted without having to reopen past returns.  Basically, if you gave away property and took a deduction, when it’s given back to you it becomes taxable income because otherwise there’s no symmetry.  What we include in year 2 is the same amount that was deducted in year 1.  However, there’s no mitigation – it the tax rates changes in the meantime to your disadvantage, you are out of luck. The value of the property remains what it was when you gave it away.

ii) §111 Recovery of Tax Benefit Items ( gross income does not include any income attributable to the recovery during the taxable year of any amount deducted previously to the extent that such amount did not reduce the amount of tax imposed by this chapter.  (Basically, if you took a deduction previously and it didn’t change the amount of tax you owed, you don’t need to include the recovery in your income – this would happen in a very rare case, such as if you already had income of 0 when you have away property just because you were rich).  

(1) This is the exclusive version of the rule – in the Code.  Most of the time we use the inclusive version of the rule – if the deduction changed your previous tax consequences, you have to include the recovery in your income.  This is a common law rule, but is the one that’s widely applied. 

iii) Alice Phelan Sullivan Corp. v. United States (Ct. Cl. 1967): key case establishing that the value of the property recovered via tax benefit remains constant regardless of passage of time.  In this case, taxpayer made charitable contribution, but property was returned twenty years later.  Held that recovery generated taxable income in the amount of the earlier deduction, not the FMV of the property at the time it was returned. 

iv) Hillsboro National Bank v. Commissioner; United States v. Bliss Dairy (1983): consolidated cases that decided whether or not the TBR required actual identical recovery of property.  Held ( NO.  The rule serves to protect the people and the government from tax benefits being awarded for future events predicted but never realized – the system tries to approximate a transactional system by making sure that annual accrual taxpayers have to take in as income benefits granted for expenses deducted but not realized.  However, the court also said that this is not automatic – the court always has to first evaluate whether the later event is “fundamentally inconsistent” with the previous deduction taken. 

2) Gain and Losses from Investment in Property: The Concept of Realization 

a) Eisner v. Macomber (1920): The company decided to split up its stock into smaller shares, so each individual who had, say 5 shares, now received 10 of the new shares – the 10 shares were worth the same as the 5 shares had been, it’s just that now each share itself was worth less.  
i) Issue ( does each shareholder now have income from these new dividends?  
ii) Reasoning ( the court determines that because the shareholder’s proportionate interest in the company doesn’t change at all, even if the value of stock goes up because of the split, the shares are still technically the property of the company.  While the shareholders will eventually be taxed on the news shares – when they sell them – the time is not right at the time of the split.
(1) Policy Considerations:
(a) Ability to pay ( there would a hardship to the taxpayers because this income would be tied up in shares – they might be forced to sell the shares in order to pay the tax.
(b) Double tax ( if the shareholders have to pay tax when they sell the shares and when the stock splits, there will be doubt taxation.

(c) Valuation ( it may be difficult to figure out the value of the shares after the split without selling them. 

(2) Holding ( “The essential and controlling fact is that the stock holder has received nothing out of the company’s assets for his separate use and benefit; on the contrary., every dollar of his original investment, together with whatever accretions and accumulations have resulted from employment of his money and that of the other stockholders in the business of the company, still remains the property of the company, and subject to business risks which may result in wiping out the entire investment.”

(3) Congress codified this in §305 – gross income does not include the amount of any distribution of the stock of a corporation made by such corporation to its shareholders with respect to its stock. 

3) Cash Method Accounting, Constructive Receipt and Related Doctrines 

a) Constructive Receipt 
i) When does income accrue?
(1) Cash method (individuals) – when one receives the income.  However, Constructive Receipt dictates that one can receive income not just when one physically takes possession of it, but also when s
(2) Tres. Reg. 1.451-2 ( income is constructively received by a taxpayer in the year during which it is credited to his account, set apart for him, or otherwise made available so that he may draw upon it at any time, or so that he could have drawn upon it during the taxable year if notice of intention to withdraw had been given. No constructive receipt if there are substantial limitations on the taxpayer’s control of the money. 
(3) Amend v. Commissioner (TC 1949):  Mr. Amend contracted with a buyer of wheat, as was his custom, for payment in the coming year instead of the year of actual delivery.  It was quite clear that he was not contracting this way to try and evade taxes (in fact, in several years he ended up paying more than he should have) and there was evidence that this was the way he always did business.  Held ( no constructive receipt because the taxpayer had no legal right to payment until the specified date in the coming year as per contract. 
(4) Pulsifer v. Commissioner (TC 1975):  Father entered his minor children in the Irish Hospital Sweepstakes in Ireland.  According to the contest rules, the children couldn’t have access to the money until they reached majority.  The money would be deposited in the Bank of Ireland, but the money could be released upon an application on the behalf of the minors was made for the release of funds. The money was income to the children, the issue was only when it should be taxed.  
(a) Economic-Benefit Theory ( the Court ruled that under economic benefit theory, an individual is currently taxable under the cash method on the economic and financial benefit derived from the absolute right to income in the form of a fund which has been irrevocably set up for him in trust and is beyond the reach of creditors.  
1. Unlike Constructive Receipt, which primarily applies to cash method of accounting, EB Theory is broader: not just a question of when you get the money, but when you receive something of value. 

(b) Holding ( because there was an irrevocable trust protected from creditors set up for the children to which they had an absolute right, and all they had to do was have their father petition on their behalf to get the money, the children were taxed in the same year the money was set aside for them. 
4) Installment Method ( accounting rules that permit non-recognition of gain in transactions involving the sale of property.  Provides relief from the harshness of the obligation to pay taxes when the taxpayer has not yet received the cash to pay taxes.  Only applies to cash method.  The gain recognized for each payment is the total gain divided by the total payments – pro-rated.  In Amend, it would have just been one installment payment – he would have the gain until he got the payment.  Amend could only have used this, however, if he did not have constructive receipt.  
a) §453 ( 

5) Accrual Method of Accounting 

a) Tres. Reg. 1.446-1(c)(ii) ( income is to be included for the taxable year when all the events the events have occurred fix the right to receive the income and the amount of the income can be determined with reasonable accuracy. Usually, this happens when all the events have occurred that established the fact of the liability, the amount of the liability can be determined with reasonable accuracy, and economic performance has occurred with respect to the liability. 
i) In Mr. Amend’s case, if he was using the accrual method, the income would have been taxable to him in the first year because the transaction had taken place.  It may seem somewhat unfair, but at the same time, he could also have started deducting for his expenses in year one. There is uncertainty that he may not get paid, but some level of uncertainty always exists. 
b) Georgia School Book Depository v. Commissioner (TC 1943): If one has performed everything needed for complete performance, the right to the income accrues to the taxpayer.  The mere possibility that payment may not in fact be forthcoming doesn’t prevent the income from accruing for tax purposes.  There needs to be an actual dispute over the right, not the possibility, of getting paid in order for the tax not to accrue. 
c) AAA v. United States (US 1961):  AAA received yearly membership dues from its members, and allocated the amounts of those dues over the 12-month membership period at a rate of X dollars/month.  They therefore thought they should only have to pay tax on the 3 months in the year (membership period starting in October), and could defer the rest of the membership total to the other 9 months of the following year.
i) Holding: No.  The court recognizes that there’s a difference between tax and financial accounting methods.  We treat the receipts like cash for advance income, but we treat expenses on an accrual method.
d) General Policy Concerns:

i) Certainty ( the court ruled against taxpayers in numerous cases (Compare AAA with Schlude v. Commissioner (1963)(dance school), and Boise Cascade Corp. v. United States (Ct. Cl.)) that certainty could make or break your duty to recognize full pre-paid amounts for tax purposes.  In Artnell Co. v. Commissioner (7th Cir. 1968), Court determined that where the time and extent of future services are sufficiently specific (admission to future baseball games), deferral of recognition of income for tax purposes was permitted. 
e) §456 ( Congress passed a statute that basically allows AAA to do what it wanted to do – allows the postponement of prepaid dues received by membership organizations such as automobile clubs. 
f) “Security Deposits” distinguished ( in light of AAA, the courts have distinguished cases of mere security deposits made in advance to protect the recipient against the risk of being paid late or not at all. 
i) Commissioner v. Indianapolis Power & Light Co. (1990):  IPL demanded advance payments by customers with suspect histories.  It did not place these payments in any separate account, but the money did collect very modest interest and was credited against the customers’ accounts.  IPL won, mainly because the court found that customers could demand return of the money if service was terminated or if they established good credit.  The main difference from prepaid membership dues as in AAA was the obligation of IPL to return the deposits if the customer met all obligations or decided to terminate service. 
g) Deduction Side

i) Accrual taxpayers cannot take deductions before payment liabilities that are uncertain or contested – Certainty concerns again. (Theoretically, under Accrual Method, the taxpayer should be able to take a deduction as soon as he incurs the obligation for the liability.) 
(1) All-Events Test ( common law test under which a future obligation is not deductible unless (a) the fact of liability is firmly established, and (b) the amount of the liability can be determined with reasonable accuracy. 
(2) Mooney Case ( an airplane manufacturer gave customers a bond payable upon retirement of a plane.  It was a far-off obligation, but one where the fact of liability was clearly established and the amount was determined in the value of the bond.  They took immediate deductions. 
(3) §461(h) ( All-Events Test + “requirement of economic performance” with respect to the item the taxpayers seeks to deduct. This usually occurs as the services or property to which the obligation relates are provided.  This generally rules out future services. 

6) Retirement and Other Deferred Income

a) Retirement and deferred income are very similar; in reality, retirement income is just very deferred income. 
i) United States v. Drescher (2nd Cir. 1950): Mr. Drescher’s employer purchased an annuity for him that would mature in 20 years upon his reaching the age of 65.  The policy was a non-forfeitable.  The amount paid was $5000, but it would be worth $6500 upon maturity.  ISSUE: does he get taxed on it now or later, and if so, on what amount?  The court determined that, under either the accrual or the cash methods, Drescher should be taxed on $5000 in year 1 – the year the policy was purchased, because the cash was paid out in that year and Drescher received the obligation of a third party to pay him, non-forfeitable, in that year.  
(1) Economic Benefit Doctrine ( though there is no constructive receipt here because no money had been set aside for his exclusive use or was credited to his account, Drescher does receive an immediate benefit that he could assign to another person – he has the secured knowledge that he will get that money, and he could pass that benefit off to someone else.  He has something of value now that he did not have before this purchase. 
(2) Symmetry ( Drescher’s employer deducted the annuity as a business expense (compensation) in year 1, so to preserve symmetry in the tax system it would make sense to tax Drescher now to prevent whipsaw to the government.  (Also, if under 461(h) substantial economic performance is required for a deduction for purposes of certainty, does that impact whether or not Drescher should be taxed now?)
(3) Taxable Amounts ( Drescher will be taxed up-front on the $5000, but the remaining $1500 will be taxed upon the maturity of the annuity. To avoid double taxation, he will have to recover the $5000 already taxed later.  His tax-cost basis is the $5000 – the value of that which he received.  There are four options for his recovery:
(a) Recovery-first method ( first $5000 tax-free, tax the remaining $1500
(b) Profit-first method ( tax the first $1500, remaining 5K tax-free

(c) Allocation method ( some portion of each payment gets taxed with the basis allocated over all the payments §72 Annuities 
(d) Tax over time ( tax the growing amount (1500) over the 20 years as the annuity gains value – but then we would be taxing unrealized gain and we don’t do that. 

ii) What would have been the value of the tax deferral to Drescher?

(1) Future-gain value ( the amount by which Drescher would have been ahead in 20 years if he paid the tax then, and invested the $1750 he was required to pay in tax in year 1 = $3862 (after-tax benefit of the deferral) [$1750 (amount of tax) at 6% investment = $5612, subtract tax $1750 = 3862]

iii) Policy Concerns with Drescher

(1) Horizontal Equity ( we want people like Drescher to pay tax: if we allow high level executives to have these policies purchased for them and sit around tax-free, we are affording a great benefit to people who may have a lot of influence on the company’s willingness to do this for them – something that a lower-level employee could not do.
b) Deferred Compensation: a mere “promise to pay” of the employer, even if not contingent on any actions of the employee, is not enough for the employee to be taxed immediately.  However, if the money is set aside in a trust or escrow account out of the control of the employer, employee is taxed when the money is paid into such an account. 
i) Qualified Employee Plans ( allows you to defer your taxation until you receive the benefit.  
(1) Employers can establish qualified pension, profit-sharing, and stock bonus plans with the following features: 1) amounts paid into the plan aren’t taxable to the employees until they are paid out, even if rights are fully vested (like 401K, even if you have the option to take cash on the plan); 2) Employers get an immediate deduction; and 3) earnings on funds paid in to the plan and invested by it are not taxed. 
(a) There is a pretty serious whipsaw effect to the government that occurs as a result of this, but it provides incentive for both individuals and employees to take an interest in and put money towards retirement – in the long run, saves the government the problem of the elderly being unprovided for altogether. 
(2) Mandatory qualifications requirements (
(a) Non-discriminatory ( everyone, from high to low level employees, has to be able to take advantage of the plan.  Lower-level employees benefit less from the tax deferral than higher level employees anyway, but this rule prevents higher level employees for bargaining to receive more of their salary via these deferred benefit plans.
(b) ERISA rules ( imposes obligations designed to safeguard investments and make sure that after a specified period of service the benefits vest to the person unconditionally
(c) Have mandatory distribution requirements at a certain age. 
(3) Self-employed individuals ( can take advantage of similar tax benefit plans called H.R. 10; also IRAs.  
(a) IRAs ( you can set aside money tax-free and take a deduction, with certain limitations on amount. 

(b) Roth IRAs ( for individuals filing joint returns with income below $150K.  Not deductible, but not taxed on income either. 

ii) Minor v. United States (9th Cir. 1985): A doctor participated in a deferred compensation plan that allowed for a lot of flexibility – one could put anywhere between 10-90% of the yearly salary into this fund that purchased annuities.  The benefits became payable to the beneficiaries when they retired, died, or left the practice to work elsewhere.  Physicians had to agree to provide service to the patients until the benefits became payable, to limit practice after retirement, and to refrain from competition.  Minor therefore paid tax on only 10% of his earnings for the year, putting the other 90% into this plan. The Commissioner argued that under the Economic Benefit Doctrine, Minor should be taxed on the whole amount.  However, Minor argued that the rights did not vest the way they did in Drescher – he could technically lose his rights to this money by going to work for a competitor.   The promise of payment was “unsecured.”  
(1) Holding: Because the deferred compensation plan was unsecured, it was incapable of valuation.  Also, because the trust was not established in favor of the doctor, but in the name of the company, it’s considered unfunded, and does not confer a present taxable economic benefit.  However, the employer probably doesn’t get to take a deduction for the same reasons that there’s no tax. 
(2) Important factors: contingency/possibility of forfeiture and unfounded nature of the plan. 
iii) Al-Hakim v. Commissioner (TC Memo): An agent scores a big deal for his player client, and wants his commission paid over the course of 10 years in the amount of $11,250/year.  However, he not only wants to defer tax on his income, but he wants access to all the money now.  The player arranges for a loan in the total amount from the team and loans it to the agent – loans are not immediately taxable.  The player agrees to repay the loan over 10 years.  Player then loans that same money to agent, and when agent bills him for 11250, player simply reduces outstanding value of the loan.  The same money circulates around, but no one pays additional tax because the player doesn’t have to pay tax on a loan, and the agent just pays the usual tax that he would have paid on this yearly installment.  The court actually permits this. 
(a) What’s fishy here?  Loan from player to agent is interest-free! Not typical of loans in such amounts.
iv) §7872 ( was added in 1984; treats interest-free loans as income imputed to the recipient because the recipient gets something valuable now without any penalty (interest).
7) Stock Options and Other Employee Compensation

a) Options ( option entitles the employee to buy a specified number of shares of the employer’s common stock at a specified price during or at the end of some defined period of time (usually 2 to 5 years).  
i) Options are both compensation to the employee and incentive for the employee to perform so that stock values do not drop. 
b) Commissioner v. LoBue (1956): stock options are taxable to the employee regardless of intent of employer in giving them because this is clearly compensation.  There’s a presumption against gift-giving by employer.  
(1) But how and when to tax stock options?  What is the character of the gain?
c) 2 kinds of options: No-Risk and Risk

i) No risk scenario ( §83(e)(4) says that §83 doesn’t apply to transfers of property pursuant to an exercise of an option with a readily ascertainable FMV at the date of the grant ( i.e., if you receive a risk-free option that has an ascertainable FMV when you get it, you will be taxed on that FMV in year 1, and the calculations in 83(a) don’t apply to you. 
(1) If A receives an option to purchase stock at $8 when the FMV of the option is $12, and he can exercise that option anywhere between now and year 5. so there are not significant limitations on it, he will be taxed in year 1 on the FMV of that option - $12.  
(2) In this situation, you have a tax-cost basis ( you are being taxed on the value of that which you receive, which is the value of the option. 
(3) Tax Consequences ( when A eventually exercises his option and buys stock, he is not taxed on the spread there.  §83(e)(4).  Thus, if A paid tax on the $12 value of the option, but buys stock at $25/share, the spread is $17 (25-8).  He has paid tax on a $12 option, so he makes an extra $5/share for which he does not get taxed.  
(a) For future sales, however, his tax-cost basis is still $12, but we need to augment that by his actual basis – the $8 he actually paid in.  So if he sells the stock later at $35/share, his total actual basis will be $20, so he will be taxed on the $15/share gain (35-20) that he realizes in that transaction.  
ii) Risk Scenario ( If A can’t exercise his option until year 5, however, there’s greater risk of forfeiture – the shares might drop in value below 8, in which case he probably won’t buy it at all.  If he does exercise his option and buys it at the FMV of the stock, which is $25, the spread will be $17 and he will be taxed on that amount.
(1) §83(a) When A performs services for B, and property is thereafter transferred to A for the performance of such services, A will be taxed on the difference (excess) between 
1. the FMV of such property at the first moment that A’s beneficial interest in the property is
a. transferable OR is not subject to a substantial risk of forfeiture (i.e., if there are no significant limitations that might prevent A from exercising his option) [whichever of these occurs earlier], OVER
2. the amount A actually paid for the property, i.e., the stock. 
(2) Formula for what amount gets taxed when the option is exercised in a Risk Situation = Δ FMV stock/option price = the spread. 
(3) If A later sells his stock at $35/share, he will be taxed additionally on the gain.  His actual basis will be $17 plus the $8 he paid to get the option in the first place = $25 basis.  Thus, he will be taxed on the $10 gain/share when he sells.  
iii) In both risk and non-risk situations, the ultimate amount being taxed ends up being the same ( $27/share.  (10+17 or 12+15) 
(1) Character of income ( the amounts on which A is taxed when he exercises his option are ordinary income (12 and 17, respectively).  This means that in the risk scenario, A has less capital gain, which he would prefer because that gets taxed at better tax rates. 
iv) §83(b) Election ( this section allows A to include in his GI the value of the option at the time he acquires it, as long as its value can be ascertained (valuation issues).  You can thus pay tax earlier even if there’s risk of forfeiture.  
(1) Reasons to elect ( 

(i) If you want to increase your amount of capital gain and that outweighs the benefits of deferral for you.  If you expect the value of the stock to increase dramatically, more of your gain will be capital gain in the future. 

(ii) If you expect the tax rates to change significantly. 

v) §83(e)(3) ( §83 doesn’t apply when the option cannot be valued at the time of transfer.  The option will be treated like any other risk option – it will be valued when exercised and treated accordingly. 

IV. DEDUCTIONS FOR THE COST OF EARNING INCOME (MORE RECOVERY OF CAPITAL)

1) Current Expenses versus Capital Expenditures in Connection with Trade or Business 

a) Encyclopedia Britannica v. Commissioner (7th Cir. 1982) (Posner, J.): EB outsourced the writing of its most recent edition to another company and spent $100K on it.  They are looking to deduct that amount as a business expense under §162.  Commissioner argued that this is a capital expenditure that must be capitalized because it’s investment in a capital asset, the benefits of which the company will reap for the next 10 years.  The Commissioner’s version is probably the more accurate theory of income in this case, but EB is saddled with a very real up-front cost and they argue that it would be very difficult to keep track of that kind of income/expenditure.  The Court agrees with the Commissioner – EB has to amortize.  Posner seems to suggest that if the work was done in-house they might have been able to deduct it, but focused his decision on the narrow basis that it was an unusual, non-recurring expense (encyclopedias don’t get written very often). 

i) Congressional Response ( § 263A any self-created asset, such as this Britannica manuscript, must be capitalized.  

ii) Handout #10 – The Julia Child Example ( prior to the adoption of 263A, it was pretty clear that artists, writers, etc., could deduct their expenses up front.  After the statute was passed, it seemed that Julia Child had to capitalize her various amounts of oregano as per whichever recipe called for it as to various books that she published.  As a result of aggressive lobbying by artists, etc., Congress passed §263A(h) – an exemption for free lance authors, photographers, and artists, which provides exemptions for “qualified creative expenses.”  

(1) Similarly, §174 mitigates hardships for research and development, and §179 mitigates hardship by allowing taxpayers to elect to deduct some expenses that would otherwise have to be capitalized, as long as they are not chargeable to capital account subject to certain limitations. (Can’t exceed $25K, for example).

b) Revenue Ruling 85-82:  Tres. Reg. 1.162-12(a) allowed a deduction only to the farmer who purchased the seeds and young plants to be grown and harvested on the farm, but not to a subsequent purchaser of the already growing plants.  A purchased the farm with the crop already planted and wanted to be able to take the deduction, especially because the previous owner did not take the deduction for the aforesaid crops.  A argued that the cost of the crops was factored into the purchase price and he should be able to deduct. 

i) Holding: Board held that he was not allowed to a deduction, but that the price of the crops would be capitalized as part of his basis. 

ii) Policy Considerations:

(1) Economic effect ( the economic effect here is the same regardless of who purchases the crops – one person buys, the other reimburses him for it – so there’s no economic reason that this should come out one way for the initial owner and another way for the subsequent purchaser. 

(2) A concern might be that both owners would take a deduction – but it seems that this could be regulated. 

(3) Want to encourage farmers to plant and harvest their own crops.

c) NDOPCO Inc. v. Commissioner (1992):  you have to capitalize expenses that produce significant benefits that extend beyond the tax year in question.  The company had to capitalize the banking and legal fees for a company merger because they produced operational synergy beyond the year in question.

i) Significance of the case: this case sent shockwaves through the corporate world because previously it was assumed that they had to capitalize only certain definable assets.  This seems to extend to things like marketing costs, etc.  Currently, uncertainly and confusion continues to reign, but the Treasury issues regulations every once in a while that explain what doesn’t need to be capitalized.  

2) Good Will and Other Assets

a) Welch v. Helvering (1933): A company went out of business and the taxpayer paid off the debts of the old business so as to acquire the good will of its customers in his own future business pursuits.  He wanted to take that as a business deduction under §162.  Is it “ordinary and necessary”?  Even if the payments were necessary to the taxpayer’s conception of his own business success, they were not ordinary – not something would normally do without an obligation to repay.  Good will of this kind is not a necessary or ordinary expense, not in this case.
i) Generally ( normally the IRS has said that things like education costs and human capital are not things that we can deduct, amortize or capitalize. 
b) §197 Amortization of goodwill and certain other intangibles ( now Congress allows amortization of goodwill over 15 years.  However, self-created good will, such as that in Welch, is never amortizable. 
V. SPECIAL ISSUES IN CONNECTION WITH SALES OR EXCHANGES OF PROPERTY

1) Transfer of Unrealized Gain through Gift or Inheritance 

a) Through gift while donor is alive ( 
i) Realization event ( if A pays B for medical services with $2K worth of stock, it’s a realization event.  We treat it as if B had paid A with $2K worth of cash and then A bought stock with it – A is taxed on $2K. 
ii) Non-realization event ( P the Parent gives C the Child $2K worth of stock.  P’s basis in the stock was $1K.  There is no realization event here – it’s a gift – and there’s no tax immediately imposed.  The donee steps into the shoes of the donor – adopts the donor’s basis – when she later sells the stock. 
(1) Policy Considerations 
(a) We don’t want the donor to escape paying the applicable tax. 
(b) Donee is not being deprived of any right – they received a gift. 
(c) Horizontal equality ( we want to treat gifts of cash and stock equally.
(d) Constitutional Consideration ( in Bowers, the donee said that this not income to her.  However, the donee is the surrogate for the donor – it’s income to someone, and it might as well be the person in possession of the property.  
(e) §1015 Basis of property acquired by gift and transfer in trust ( Congress could have made gifts a taxable event, but instead Congress provided for substitution of basis.  
(i) 1015(a) If there’s an ultimate gain, the donee has the same basis as the donor had.  If there’s an ultimate loss, however, we use the FMV of the property at the time of the gift as the basis. 
1. Hypo 1 ( Donor Basis = 1; FMV at gift = 2; Sale Value = 3 ( Donee Basis = 1.
2. Hypo 2 ( Donor Basis = 2; FMV = 1; Sale Value = 3 ( Donee Basis = 2.
3. Hypo 3 ( Donor Basis = 3; FMV = 2; Sale Value = 1( Donee Basis = 2.
4. Hypo 4 ( Donor Basis = 3; FMV = 2; Sale Value = 2.5 ( Donee Basis = 2.5 BUT THERE IS NO TAX!!!  See Tres. Reg. 1.1015-1
iii) Taft v. Bowers (1929): Parents owned stock with a basis of $1K.  At the time they made a gift of it to their child, the FMV was $2500.  When she sells it, it’s worth $3500.  The donee steps into the shoes of the donor.  The Court found that there was only one investment of capital and that there’s no reason why income should be limited only to the increase in value that occurred while the stock was in her possession. 
b) By inheritance after the death of the donor ( unlike the live donor situation, the donor who passes property after death does not get taxed on the appreciation.  The donee gets a stepped-up basis equal to the FMV of the property at the time of the donor’s death.  The greatest loophole in the tax code, according to Block.
i) Policy Considerations:
(1) Less potential for abuse – people don’t generally choose when they die or choose to die. 
(2) Some people feel that the estate tax that already gets adduced to the estate is a sufficiently large burden- we don’t want double taxation. (However, this is not really double taxation – different things or reasons being taxed). 
(3) Some feel that this loophole isn’t strongly justified by policy reasons.  There’s currently a statute on the books that would repeal the estate tax as of Dec. 31, 2009 for a year.  It includes a provision that changes the basis rule in §1014 (Basis of property acquired from a decedent).  
(4) The current policy encourages people to hold onto to appreciated property until death, which creates certain immobility of capital. 
2) Receipt and Sale of Property Subject to Debt 
a) Diedrich v. Commissioner (1982): Donors transferred to their children property on the condition that the kids would pay the gift tax.  Donor’s basis was $51,073 and the gift tax paid was $62,992. The Court said that the payment of gift tax was income to the donor (Old Colony Trust), but the remaining amount could be treated as a gift.  Transaction = part gift, part sale.  Because there was an income-earning transaction for the parents, they are allowed to off-set the gain with the basis - $50K – for a grand total of $10K gain.  
i) What’s problematic here? The Court allows the parents to use 100% of the basis to off-set a transaction that was only 20% sale.  There’s no proportional allocation of basis.  This is a very pro-taxpayer decision. 
ii) However, the Court allowed this and the government has codified it in Tres. Reg. 1-1001-1(e) ( where a property transfer is part gift and part sale, the transferor has a gain to the extent that the amount realized by him exceeds his adjusted basis in the property.  However, if the amount realized is less than the basis, the transferor cannot take a loss.  Tres. Reg. 1-1015-4 gives us instruction for determining basis in the hands of the transferee. 
(1) Gift = fair market value OVER the amount realized. 
iii) Tres. Reg. 1.1015-4 Transfers in part a gift and in part a sale ( 
(1) (a) General rule ( in this situation, the UNADJUSTED basis of the property = 
(a) Whichever is greater: (i) the amount paid by the transferee for the property OR (ii) the transferor’s adjusted basis for the property at the time of the transfer and the amount of increase, if any, in basis authorized by §1015(d) for gift tax paid.
iv) Charities ( for part sale, part gift to charities, we apportion the basis, unlike in Diedrich. 
3) Sales subject to liability 
a) Basic principles:
i) Money that’s borrowed is not usually taxed.  You are only taxed on the amount that you don’t repay when it becomes obvious that you are not going to repay it because it’s a benefit to you  that you are not returning.  
ii) Crane v. Commissioner (1947): Mrs. Crane inherited a building from her husband that was worth $250K (FMV), had a basis of 250K, and had a non-recourse mortgage in the same amount.  Over the years that she continued to operate the building she took depreciation allowances in the amount of $30K.  She later sells the property for $2500 cash plus an assumption of the debt.  She claims that the only income she received, and should be taxed on, is $2500.  The Commissioner insists that the amount of the mortgage – a liability of which she has now been relieved – should be included in her income.  
(1) Holding: Mrs. Crane could not have taken depreciation if her basis in the property was 0, as she argued.  The Court holds that her proper basis, irrespective of the mortgage, is the FMV of the property at the time of her husband’s death under §1014.  The proper depreciation amount is subtracted from the basis to leave her with the proper adjusted basis of $220K.  The Court then turned to a definition of property to see what amount had been realized on the sale and held that she realized the amount of the mortgage as well as a boot of $2500.  Though she was not personally liable for the mortgage (i.e. could walk away without the bank coming after her), where the FMV of the property exceeds the debt it makes sense for her to adopt the debt, or she would have to forego the additional money that the property is worth, in this case the $2500 boot.  This case was really decided based on the fact that she did take depreciation. 
(a) Footnote 37: The court suggested that if the non-course loan was more than the value of the property, she might just be able to walk away.  But see Tufts.
(b) Interesting point Joey made ( Mrs. Crane got a benefit from the loan, whether or not the property even went up in price – by giving her the loan, the bank provided her with an economic opportunity that she would not have been able to take advantage of otherwise, i.e., if they didn’t give her the money, she would not have been able to buy the building in the first place.  Furthermore, by giving her that opportunity they enabled her to make the extra $2500 – she would not have made this profit had she not acquired this property in the first place.  So it’s only fair – horizontal equity – that she share the costs of the transaction with the bank and take responsibility for the loan. 

iii) Tax Shelters that followed the reasoning in Ft. 37 ( we allowed taxpayers to include non-recourse borrowing in their basis for purposes of depreciation, even if later they just walked away when the FMV dropped.  We treat default transactions as debt, however – you have discharge of indebtedness when you walk away from a debt because it’s an obligation you no longer have to pay.  You have income and you are taxed.  

iv) Commissioner v. Tufts (1983): A partnership had a non-recourse loan in the amount of $1,851,500.  The partners didn’t make any personal contributions.  They took $400K worth of depreciation and the basis went down to $1.45 million.  The FMV of the building dropped to $1.4 million, which is when the partnership sold the building.  Because of what footnote 37 said in Crane, they thought that they wouldn’t have any income from this transaction because the FMV was less than the debt.  However, the court said that we can’t treat the basis and the amount realized differently ( recourse and non-recourse debt should be treated the same.  Symmetry ( if we treat recourse and non-recourse basis the same (because we give everyone the benefit of the doubt that they will repay a loan), we have to treat their consequences similarly as well.  Otherwise, the structure of depreciation would be absurd.  The court focuses on the obligation to repay debt, not on the taking of deductions.  However, the court doesn’t differentiate between ordinary income and capital gain – just treats the full amount of the discharged loan as income. 

(1) O’Connor Concurrence: She proposes a bifurcation of the amount realized ( capital gain from the sale of property and ordinary income from discharge of indebtedness.  Deductions previously taken affected ordinary income.  

v) Tres. Reg. 1.1001-2 ( Example 8: the amount realized from sale is capped at the FMV of the property, and the remainder is discharge of indebtedness income. 

(1) 1.1001-2(b) specifically adopts the Tufts rationale – recourse and non-recourse loans are treated the same regardless of whether or not the FMV of the property is greater than or less than the loan. 

4) Exceptions to the §1001 Rules 

a) §1031 Exchange of property held for productive use or investment 
i) 1031(a)(1) IN general ( no gain or loss shall be recognized on the exchange of property held for productive use in a trade or business or for investment if such property is exchanged solely for property of like kind which is to be held either for productive use in a trade or business or for investment. 
(a) “Like Kind” – same nature or character, rather than quality; is not specifically defined in the statute. 
ii) 1031(a)(1)(2) Exceptions to which this section does not ever apply. 
iii) 1031(a)(1)(3) Everything for an exchange doesn’t have to be arranged in one day – there’s some leeway in terms of time provided by this provision. 
iv) Policy Considerations 

(1) Horizontal equity ( requires we tax income when it occurs from a realization event.  
(2) On-Going Investment/Liquidity principle ( in an exchange, you don’t actually realize any liquid cash with which to pay the tax.  However, we do this for windfalls all the time. 
(3) Continuity of interest ( when you swap one farm for another you are just continuing to do what you’ve been doing.  Granted, if you swap a working farm for an investment farm, that seems to be different, but it’s technically still the same kind of property. 
(4) Valuation Problems ( when you have a barter/exchange, it may be difficult to know the exact value one should be taxed on without actually putting the property on the market for sale.  This is a bit disingenuous, however, because people usually can get an estimate for the market price of a property. 
(5) Mobility of Capital ( reducing transaction costs for these exchanges encourages efficient mobility of capital. 
b) Revenue Ruling 82-166 ( an exchange of gold bullion for silver bullion was held to not be of “like kind,” and thus did not qualify for non-recognition under §1031: silver was seen as an industrial commodity, whereas gold was primarily used for investment.  Focus seemed to be on the use of the metals, although it was really business property exchange for investment property. 
c) Jordan Marsh Co. v. Commissioner (2d Cir. 1959): The Jordan Marsh Co. (a dept store) sold its property to someone else and leased it right back – a sale-leaseback. The Commissioner argued that this was a “like kind” exchange – normally, this is the argument the Co. would have made, but in this case, they wanted to deduct a loss, which they would have been prevented from doing under regulations for “like kind” exchanges.  Looking at legislative history and evidence of genuine parting of ownership, the Court found that this was a sale. 
d) Substituted Basis §1031(d) ( in an exchange of X farm for Y farm,  the basis of farmer X who now owns Y farm will be the basis of the original X farm, reduced by any amount received by X in the exchange, and increased in the amount of gain or decreased in the amount of loss to the taxpayer that was recognized in that exchange. 

(a) Basis with boot ( see above description about increasing basis, but basically, because boot is recognized and taxed at the time of the transfer, the basis of the boot is added to the basis of the farm to prevent double taxation. 
(b) Also, the basis must be apportioned accordingly to the various things that make up the basis ( thus, $15K of overall basis might be attributable to the boot in cash, and the remaining part of the basis to the property. 
(c) If boot is paid rather than received, the amount of boot is added to the basis of the property for which it is being exchanged.  
ii) §7701(a)(1) ( defines person
iii) §7701(a)(42) ( defines substituted basis property as (A) transferred basis property (as when parents give a gift), OR (B) exchanged basis property. 
iv) §7701(a)(43) ( Transferred Basis Property
v) §7701(a)(44) ( exchanged basis property ( determined in whole or in part by reference to other property held at any time by the person for whom the basis is to be determined.  
e) “Boot” ( money and property other than money that, under a provision like §1031, is transferred as part of the like-kind exchange but is not like-kind property. 
i) §1031(b) ( when there’s gain that includes a boot in a like-kind transaction, we recognize and tax the gain to the extent of the boot (the amount of the boot), but the remaining gain will be recognized when the property is sold later. 
f) §1033 Involuntary Conversions ( if property is, as a result of destruction by theft, seizure, condemnation, etc., converted into 
i) (a)(1) similar property – no gain recognized
ii) (a)(2) money or not similar property, gain will be recognized except if (A) the taxpayer purchases similar property with the money received to replace what he lost in the amount of time specified in (B).  Property doesn’t have to be “like-kind,” but similar or related to use (for purposes of this replacement section). 
g) Personal homes ( there used to be a rule similar to 1031 or 1034 with regards to houses, but no longer.  The new rule - §121 – allows allows taxpayers to exclude the sale of the principle residence, but for an amount not in excess of $250,000.  You don’t have to get a new home – it’s almost like a gift exclusion.  It’s a permanent exclusion – not conditional.  
VI. PERSONAL DEDUCTIONS 

1) Introduction 

a) Policy Considerations for allowing personal deductions

i) Simons theory of income ( if we don’t account for certain personal deductions, we are not accurately reflecting income because the formula is income = consumption + Δ net value of assets 
ii) Additionally, this is simply a policy call made by Congress to allow people to deduct certain important expenses, like medical, etc. 
2) Casualty Losses

a) §165(c)(3) ( deductions are allowed for losses caused by fire, storm, shipwreck, or other casualty, or from theft, as long as they are not related to trade or business. 
i) Amount deducted ( we permit people to deduct the amount of the basis because any amount of unrealized gain or appreciation would not have been taxed to begin with, so for tax purposes you can’t deduct something you never paid in the first place.  
(1) Insurance ( if you have insurance and you get reimbursed, you are actually going to be taxed on any gain you realize that way.
ii) See §165(h) for limitations on monetary amounts and % of income. 
b) Policy Considerations 

i) Hardship ( Allowing deductions for casualty losses seems to be more of a policy call than a refining of the definition of income - we don’t want people to suffer a hardship where they had no power to prevent the loss or did not contribute to it.  
ii) Insurance ( there’s a concern that this may discourage people from getting insurance – if you can deduct the loss – but because this section only allows a minimal recovery (really, only your basis – you don’t get any of the appreciation of your property), most people would probably still get insurance. 
iii) Tax Expenditure Budget ( are these deductions, which are in reality subsidies by the government to the citizens, properly part of the Tax Expenditure Budget?  It’s a question of whether or not this is really income.  If it is not, then TEB isn’t the proper place for it anyway.  
iv) §165(h)(2) 10% of income limitation is there for a reason – it prevents the government from becoming the public’s insurance; also recognizes that some losses are of much greater impact to poor people than to rich people. 
c) Dyer v. Commissioner (TCM 1961): people had an epileptic cat.  They tried to say that the first time the cat had a seizure, it knocked down and broke an expensive vase.  Their theory of the case was that because it was the first time the cat had such a seizure, and they did not know about it previously, it should count as extraordinary behavior similar to fire, shipwreck, etc.  The court disagreed.  
d) What constitutes a casualty?

i) Not the Dyer cat. 
ii) “Sudden and unexpected” standard ( 
iii) There’s an array of diamond ring cases that really don’t go together, termites and dry rot apparently don’t qualify. 
iv) Chamales v. Commissioner (2000) ( OJ Simpson’s neighbors tried to take a deduction for a “sudden” drop in value of their property due to the media attention surrounding the Nicole Brown Simpson murder.  
(1) The event was not sudden – the murder was, but the loss of value to the house was cause by persistent and pervasive media presence in the neighborhood.
(2) There was no permanent or physical damage to their house – the fact that they continued to pour a lot of money into the property seems to be indication that they didn’t think it was worth less.
(a) Physical damage is required in the 9th Circuit, where this case was, but in the 11th Circuit one might be able to get away simply with physically necessitated abandonment – in this case, neither would work. 
(3) There was no realization event, which is required for recovery on a casualty loss. 
v) Blackman v. Commissioner (1987) ( Blackman set fire to his own house because he was displeased with his wife, and wants to take a deduction.  Fire is an enumerated casualty in the Code, but the Court blocks recovery in this case for purposes of public policy.  Strict constructionists probably would have allowed it.
3) Medical Expenses

a) Policy Considerations

i) Is this a refinement of income or a Congressional policy call?  This seems closer to refining the economic definition of income ( we are trying to make individuals whole again.  Congress seems to agree with this because this is part of the Tax Expenditure Budget – Congress must view it as income to allow these subsidies. 
ii) We want to encourage people to be healthy so we want to allow them to get treatment and recoup some of those losses.
(1) As with other kinds of insurance, because the deductions for medical expenses are rather limited, these provisions will probably not dissuade people from getting other health insurance. 
iii) §213 Medical, dental, etc., expenses ( allows deductions to the extent that medical expenses exceed 7.5% of individual’s AGI. 

iv) Policy Considerations 

(1) We allow deductions because we do want to make people whole again, however, we don’t want the government to become everyone’s healthcare provider so there’s a limitation on how much is covered.
(2) The 7.5% can be viewed as similar to any insurance deductible.
(3) We also want to encourage people to get health insurance. 
(4) Upside-down subsidy problem ( this provision has potential to be more helpful to the rich, who tend to get more expensive medical services like private rooms, etc., than to the poor with basic health needs.  The wealthier thus get to deduct a larger part of their income/larger amount of expenses. 
(5) Horizontal inequity problem  ( if two victims suffer similar injuries in a car crash, the victim who is able to identify her assailant and win a compensatory judgment will be allowed to recover tax-free in full for the cost of her injuries, while the victim of an anonymous hit-and-run can only recover for part of her medical costs to the extent it exceeds 7.5% of her AGI. 
v) What qualifies? 
(1) Taylor v. Commissioner (1987) ( the cost of paying someone else to mow your lawn when your doctor forbids you to do it yourself does not qualify.  

(2) Henderson v. Commissioner (2000) ( taxpayers had to convert a van to transport their son who had spina bifida.  They depreciated the van and the adjustments to the van made for Bradley’s condition over a number of years.  The court says that they could deduct the cost of the lift in the year in which they acquired it, but that depreciation of such medical expenses is not allowed – must be “an expense paid” or “amount paid.”  Depreciation apparently is not immediate or final enough.  Possibly they could have tried to deduct the van as a whole at once.  In this case, the Hendersons were able to get away with some deductions because they were only audited for certain years. 
(3) Ochs v. Commissioner (2d Cir. 1952) ( The doctor tells the family of a woman who has cancer that she needs peace and quiet to recover.  The husband decides to send the kids to boarding school to get them out of the house and wants to deduct their tuition as a medical expense. The court does not recognize this as such.  However, the dissent strongly disagrees and urges that the courts in the future should be able to discern from specific facts whether or not this was legitimately done for medical reasons or otherwise – for example, this family was a low-income family, so probably wouldn’t have sent kids to boarding school if it wasn’t necessary. 
(a) The other issue the Court raised was that the deduction would really be for the loss of the wife’s services as a child care taker.  However, this is assuming that the husband couldn’t perform these duties himself and that they needed to be farmed out to someone else for money. 
(b) There was also the possibility of sending her to a sanatorium, but that would have been expensive.  The Court seems to be sending a mixed message here, because the sanatorium probably would have been allowed – forces people to make an economically less advantageous choice to get a qualified deduction. 
4) Charitable Contributions 

a) §501(c)(3) ( lists organizations that are eligible to receive charitable donations. 
i) Unlike other sections, where there’s a minimum threshold for deductions, for charitable contributions there’s a ceiling – you can’t take more than 50% of your income. 
ii) Policy Considerations

(1) We want to encourage people to be charitable – not only is it a good thing to do, but also it saves the government the burden of supporting the services otherwise performed by charities. 
(2) Also included in the Tax Expenditure Budget – Congress considers this as income that’s entitled to a subsidy. 
b) When is something a Charitable Contribution?
i) Ottawa Silica Co. v. United States (Fed. Cir. 1983): OS agreed to donate some land to the local high school district because it realized that the school would need to build some access roads that would prove highly useful to OS’s business operations.  The court found no charitable deduction allowed because the donor stood to substantially benefit from the donation. Holding ( when a “substantial benefit” is received in return, no deduction will be allowed.  A substantial benefit is one that is greater than those that inure to the general public from transfers for charitable purposes and are incidental to the contribution. 
ii) Personal Charitable Donations ( people are allowed to take a deduction in the amount of the excess of the payment to the charity over the value of any benefit received by the donor, i.e. if you make a $50 contribution to PBS, you can subtract the value of the $15 totebag they give you and take a deduction for $35.  This only applies to tangible goods, not psychic returns. 
5) Interest and Taxes

a) Our system taxes net income and not gross receipts, so we allow deductions for ordinary and necessary business expenses. 
i) §163(a) ( allows deductions on all interest paid or accrued within the taxable year on indebtedness. 
ii) §163(h) ( no deductions allowed on personal interest. This created a stir in the public because it disallowed deductions on student loans, credit card debt, etc. 
(1) §221 now provides some relief with regard to student loans. 
iii) Policy Considerations 

(1) The changes that eliminated some of the above deductions in 1986 were brought about in order to broaden the tax base, because they wanted to lower tax rates without killing the revenue.  This was supposed to spread the tax benefits around more and increase horizontal equity.
(a) It was thought that going about it this way – reducing tax rates while disallowing deductions for credit card debt, for example – wasn’t really impacting income because it’s not the government’s job to encourage people to get into more debt.  
(b) These were also personal expenditures – business expenditures got subtracted because they impacted net income, but we don’t take personal expenses into consideration for these purposes. 
(2) Many of these deductions have come back in some way, shape or form.
(3) Sacred deduction ( the home mortgage deduction (was never taken away).  This would have had a huge impact on the real estate market and would have proved very destabilizing.  People made home buying decisions based on certain calculations that would no longer have held up. 
(a) §163(h)(2)(D) says that it does not include qualified residence interest, though they did cap a mortgage amount at $1million.
(i) Home equity loans can be deducted up to $100K. 
(b) §164 ( allows deduction of local property taxes. (Sales tax is not deductible as of 1986)
(i) Policy Considerations 

1. This encourages people to pay their local taxes. 
2. Allows states to impose higher taxes and raise their revenues because those taxes are deductible ( this is basically a federal government subsidy to the states. 
VII. SPLITTING OF INCOME

1) Personal Service Income 

a) Assignment of Income Doctrine ( property transferred for the performance of services will always be taxed to the person who performed the services.  This prevents parents from having money paid to their children who are in a lower income tax bracket, etc.

b) Lucas v. Earl (1930): Mr. and Mrs. Earl entered into a written contract, whereby everything that he earned was to become theirs in equal shares as soon as he earned it.  The Court said that this was not permitted – had to be taxed to he who earned it.  This case is no longer good law in this type of situation – married couples can now file joint returns – but it established the ground rules for the Splitting of Income Doctrine ( “The fruit cannot be attributed to a different tree than the one on which it grew.”

c) Poe v. Seaborn (1930): the couple was allowed to split the husband’s earnings 50-50 because they lived in a community property state, where half of everything the husband earned became automatically property of the wife.

d) Marriage Penalty ( §1(a) shows that there are different marginal rate cut off points for married couples and for single people.  The people who end up suffering from the marriage penalty are married couples where both people work.  We have recently begun moving towards giving married people twice the standard deduction, but we are not there yet. 
e) Armantrout v. Commissioner (TC 1977):  employer paid money into a trust account on behalf of the children of certain employees.  The money was payable directly to the schools the children attended.  Who should be taxed on the money and when?  The Court seems to think that these payments were part of employee compensation and that the employees could have bargained to have the money distributed to them or somehow differently distributed, so income was taxable to employees and not their children.  It will be taxed when it becomes available to the kids. It’s compensation to the employees – cannot be attributed to a different tree.
f) Teschner Case:  father won a contest, but beforehand he had to indicate who would receive the winnings, because the money could only go to a minor. He selected his daughter.  Because the contest rules prohibited the man from collecting the winnings, he was not held to be taxable on these earnings.  Though he had the power to direct where the money went, he never had a power to receive the money, so it was not includable in his income. 
g) First Security Bank of Utah Case: where the taxpayer has no right as a matter of law to receive the income, it’s not taxable to him.  National bank was prohibited by law from acting as an insurance agent, so income of an independent insurance subsidiary could not be taxable to the bank.  
(1) General Rule: Income cannot be attributed to a different tree than the one on which it grew, unless (1) barred by law or (2) prevented from receiving the income because of rules made by a third party.
h) Services Provided for Free: Do we tax on this?  Yes!  Even if you have a nun who works for a social services agency and turns her income over to her religious order because she took a vow of poverty.  Why?  According to the courts, a vow of poverty is not a contractual obligation – you can break it at any time.  How can she pay the tax?  Usually, taxes are withheld from her paycheck to begin with.  What if she signs an actual contract to turn her money over?  It’s like in Lucas v. Earl ( you can’t contract away your tax liabilities; can’t attribute income to a different tree. 
i) Tres. Reg. §1.61-2(c): if you are directly and gratuitously providing services to a tax-exempt organization, you are not taxed.  
2) Transfers of Property and Income from Property 

a) Income from property is generally treated for tax purposes as owned by the owner of the property and is taxed to that person, at the person’s rate.  When you sell the property, the new owner becomes responsible.
b) Partial Transfers ( complicated cases.
i) Horizontal Slice ( an assigned interest that is coextensive with the assignor’s interest.
ii) Vertical Slice ( interest for a fixed number of years shorter than the assignor’s interest. 
c) Blair v. Commissioner (1937): Dad has life estate in a trust.  He transferred ¾ of his interest to his children for life and kept ¼ to himself.  Who is taxable on the interest?  The court found that because he transferred away ¾ of his interest irrevocably, the children became the official owners thereof and should be taxed on those ¾.  Dad gets taxed on the ¼ he kept for himself.  This is a HORIZONTAL slice case.  Additionally, the court considered the fact that there was no service for which the father was being compensated – no discharge of his obligation that he was trying to dump on someone else. 
i) Policy Considerations: under out tree analogy, who is this income to?  It’s not income to the father because once the interest is irrevocably transferred, it’s as if the kids had mini-trees of their own as the new owners.
d) Helvering v. Horst (1940):  The coupon bond case.  Father had a bond and interest coupons.  He kept the bond for himself but gave the interest coupons to his son.  Who’s taxed on the interest that’s accrued to the coupons?  The father.  This is a VERTICAL slice situation.  The Court treated the case as if the father remained the owner of the interest and the son received an excludable gift.  The reasoning here is murky – it appears that because the father gave away the interest each year as the coupon matured, he retained the right to control and direct the flow of property income.  
e) §102( (a) Gross income does not include the value of property acquired by gift BUT (b) it does include the INCOME from a gift. Income from property is NOT excludable from income.  
i) Tres. Reg. §1.102(1)(e) ( section 102 is not intended to tax the donee upon the same interest that’s taxed to the donor under §61 or 62.  Horst trumps 102 ( if in a case like Horst it is decided that Dad is being taxed, then 102 doesn’t apply to the son.   We only collect the tax ONCE.
ii) When do we have income from property?  An example might be if the parents have a brokerage account, the interest from which they direct to be paid to their children.  It’s a gift – out of sincere generosity – but it’s also income from property.  This can be a complicated rule to apply. 
f) Grantor Trust Rules §671 et seq. ( depending on whether or not the trust is revocable, you may or may not be responsible for the tax. 
VIII. CAPITAL GAINS AND LOSSES

1) What is the Character of income?

a) Either Ordinary (§1) or Capital (§1(h)).
i) §1(h) is now too complicated for anyone but professionals to understand completely.
b) Capital Gains ( §1221 – definition in the negative – everything but the enumerated things is capital gain. (8 exceptions)  Generally, it’s gain from the sale of property. 
(1) Most important exceptions:

(a) “Stock and trade of a kind that would be included in inventory or stuff held for sale in the ordinary course of business.”  Your ordinary day-to-day income is not a capital asset.  
(b) Property subject to depreciation ( no beneficial capital gain rates.  BUT 
(i) §1231 – exception that almost swallows the rule.  
1. §1221(2) disallows capital gain on the sale or exchange of real property or depreciable property used in a trade or business.   §1231 allows:
a. Net gain ( on such a transaction it treated as Capital Gain. 
b. Net loss ( treated as ordinary loss.
ii) Long-term capital gains receive better rates.  
iii) Recent change ( dividends to stock holders will be treated as capital gain; previously, it was ordinary income. 
c) Policy Considerations for Preferential Treatment of Capital Gains

i) Bunching ( people tend to hold stocks for long periods of time.  When they sell the stock, they might be subject to really high rates on income all at once.  This argument is not very strong at all.
ii) Inflation  ( there’s a concern that much of the value of stock that’s been held over time might be the result of inflation, and it wouldn’t be fair to tax the taxpayer on something that’s not actual gain in value.  The capital gain rate is a rather crude response to the problem and it doesn’t differentiate between stockholders on the length of time they had the stock.
iii) Lock-in ( we don’t want people holding on to assets because they are afraid of the amount of tax they’d have to pay on realizing the income if it would be more efficient for the economy for them to unload the stock. 
iv) Incentive for Investment (  lower rates will encourage investment by reducing the tax burden on investment.  Strengthens the economy ( more jobs.  Theoretically, if the economy improves because of this, the government will realize more revenue from the increased income received by people.  This is the argument that gets made for lowering taxes to reduce a deficit ( it’s very controversial. 
d) Capital Loss Set-Offs ( if you have a capital loss, you can only use that to set-off your capital gains in a given year by $3000.  
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