MBD – Long Tax Outline 4/15/08


1) Introduction
a. Terminology

i. Realization –  when you can dominion over the gain in wealth then you’ve realized it and that is when it becomes taxable

ii. Recognition – once you’ve realized income there are still situations where Congress has said you don’t need to pay taxes yet

iii. §7701(a)(1) – “Person” is defined as an individual, trust, estate or corp.

iv. Incidence – the ultimate burden of tax, who actually pays for the cost
v. Flow variable – defined with respect to passage of time (e.g. income as it goes up and down)

vi. Stock variable – defined based on moment in time (e.g. bank account number) (new lawyers with high incomes but large student loans have high flow variable and really low stock variables)

vii. Tax Based – what is being tax (can tax either the flow or the stock)

viii. Double Taxation – taxing the same basis twice

ix. Average tax rate = total tax/total income

x. Marginal tax rate = tax rate paid on the next dollar of income

xi. Progressive tax – average tax rate rises as income rises

xii. Proportional tax – average tax rate is constant as income rises

1. Flat tax is generally not proportional and it’s appeal has more to do with simplification and ease of administration than fairness

xiii. Regressive – average tax rate falls as income rises

xiv. Zero bracket – amount of money, not subject to tax (is excluded from gross income and therefore not part of taxable income due to personal deductions and standard deduction)
b. Theory & Policy

i. Tax policy addresses the size and structure of the government, and the amount collected is determined by what we classify as the base (in an income tax system the base is income, in Huckabee’s sales tax system, sales would provide the base, wages (rather than all income) is another option)
ii. About half of fed revenue (55%) comes from income tax (45% from individual income and 10% from corporate income)

iii. Criminal violation requires mens rea, civil violations generally just put you where you would have been if you had paid, interest that is charged is not a penalty, just makes up for the time you held money in bank

iv. Tax payments are not a zero sum game – either someone else has to pay to cover it or some program will not be funded or you’re going to have to raise the deficit, and if you’re okay with raising the deficit or cutting a program why not do it anyways and give a broad tax cut to everyone

1. Estate tax is not a double tax since it is a tax on the appreciation (but even if it was, this is a politically neutral term since tax always to be phrased in comparative terms)

2. The zero bracket for estate tax is so large that it’s not breaking up family farms

3. PLUS with 1014 stepped up basis otherwise no tax is being paid since each succeeding generation is taking a stepped up basis in the property [this does give an incentive to hold assets that are appreciating and sell those that are depreciating as you near death]

v. Incidence of a tax is its ultimate burden – requires comparing world w/ tax and without to see who pays more

vi. People will structure their behavior based on tax scheme and will act to lower their tax bill, people who would otherwise turn down a handout feel as though they are entitled to “their” money

1. Implicit taxes – tax code can change the take home amount even when you don’t pay money into treasury (e.g. municipal bonds can be competitive at a lower interest rate because people don’t have to pay taxes on income from municipal bonds)

vii. ** Though it may be indirect, a tax break is never a freebie

viii. ** Tax as charged an only be understood as compared to something (to fund public schools you either need to raise taxes or get rid of schools)
ix. Bryd Rule – any legislative tax act that loses revenue for more than 10 years requires 60 votes rather than 50 votes, Bush couldn’t get the vote necessary which is why all the current rule phase out in 2011

c. IRS

i. IRS is not a government agency, it’s the treasury – and is politically unpopular and has no friends in Washington 

ii. §7491 – Changed burden of proof to IRS once taxpayer provides any credible evidence (IRS never cared about legal burden, only about burden of production so requiring credible evidence keeps burden on taxpayer while providing for a politically friendly cosmetic change)

iii. RRA-98 – Investigated abuse by IRS found 4 cases total, also created office of taxpayer advocate, but so few complaints they’ve helped make it more efficient in other ways

iv. Acquiescence – when the court of appeals decides a tax case, the service will announce whether it acquiesces or not which acts as advice to the rest of the service whether they should rely on the outcome or whether the service will re-litigate the same issue in a different circuit in hopes of a circuit split and cert by SCOTUS
d. Rate Structure

i. Income – (exclusions + above the line deductions) = AGI

ii. AGI – (personal exemptions + (standard deduction OR itemized deduction) = TI

iii. (TI – credits) x (marginal r]ate) = tax due

iv. Alternate minimum tax ( 26% for first $175K and 28% for amounts over that and is payable only if greater than the amount otherwise paid

v. There is a zero rate bracket, the amount of money which people pay no taxes on
vi. §63 (b) [Individuals who do not itemize their deductions] ( In the case of an indivuda who does not elect to itemize his deductions for the taxable year, for purposes of this subtitle, the term “taxable income” means adjusted gross income, minus (1) the standard deduction, and (2) the deduction for persona exemptions provided in §151
e. Accounting & Deferral

i. Cash method – amounts are treated as income when received in cash and are deductible when paid

ii. Accrual method – items are treated as income when earned regardless when received
iii. Money has a time value associated with it – money is more valuable the longer you can hold on to it (see table pg 31) (although liquidity or procrastination can also be factors)
2) Income – what exactly is it?
a. Basics
i. §61 ( Except as otherwise provided in this subtitle, gross income means all income from whatever source derived, including (but not limited to) the following items – (1) compensation for services including fees, commissions, fringe benefits, and similar items (2) gross income derived from business, (3) gains from dealings in property, (4) interest, (5) rents, (6) royalties, (7) dividends, (8) alimony and separate maintenance payments, (9) annuities… (up to 15)
ii. Eisner ( “Income may be defined as the gain derived from labor, from capital, or from both combined”
iii. Glenshaw ( “Undeniable accession to wealth, clearly realized, and over which the taxpayers have complete dominion [is income].  The mere fact that the payments were extracted from the wrongdoers as punishment for unlawful conduct cannot detract from their character as taxable income to the recipients.”
1. The touchstone of income questions thus became enrichment; gains are taxable (if realized and not non-recognized) whether traceable to labor, capital, or good fortune

iv. Haige-Simon ( Income is accrual (property goes up in value) regardless of whether it has been realized (and you’ve cashed out)

v. Three questions ( What constitutes a “gain”? When is income “clearly realized”? Is the source of the income one that Congress has expressly excluded from income?

vi. Tax Equity

1. Vertical ( ensuring that people pay only up to an amount that it would be fair to make someone in that situation pay (what everyone situated is paying is fair for someone in that situation)
2. Horizontal ( treating people in similar situations the same way

vii. Old Colony ( Prior to withholdings, an employer paid the tax bill and IRS treats this as income and so is itself taxable – substance over form – an employer’s payment of federal income taxes on behalf in employee constituted income to the employee – discharge by a third person is equivalent to receipt by the person taxed.
b. Non-cash Benefits – firm’s responsibility to tell you if you have to pay taxes
i. Benaglia *** (on call – add notes for this)
1. Uses a convenience of the employee test – if the lodging and meals are for the convenience of the employer then it is not taxable as income to the employee

ii. §119 [general rule – generally if meals/lodging are on premises AND a condition of the job then not included as income for tax] ( [§61 everything is income unless expressly excluded, §119 expressly excludes meals/lodgings if requirements are met] (basically adopts the convenience of employer test from Benaglia)
1. §119 (a) – There can be excluded from gross income the value of meals or lodging provided to an employee, his spouse, and any dependants only if
a. Meals are furnished on business premises OR

b. Employee is required to accept such lodgings as a condition of his employment

2. §119(b) – The terms of the employment K are not dispositve for determining whether meals/lodging are intended as compensation PLUS charging for means and that employee could accept/decline meals is not dispositive

3. §119(d) [you only look to §119(d) if you don’t qualify for §119(a)… generally §119(d) requires that you do have to pay taxes on the reasonable equivalent of the housing]

a. (d)(1) Campus housing does not count as taxable income for an employee of the educational institution

b. (d)(2) EXCEPT to the amount  that
i. The lesser of

1. 5% of the FMV of what would be purchase price OR

2. Comparable rents 
ii. Is more than the rent paid by the employee

c. [So the taxpayer has to pay tax on the difference between what they are paying in rent and whichever is less 5% of purchase price or comparable rent – making it the lesser of the two gives the taxpayer the benefit of the double but still essentially taxes them on any HS income they are getting by virtue of having it for free]
4. Rule ( Excludes from income the value of meals and lodgings furnished to an employee by his employer, provided that the meals and lodgings are furnished on the employer’s business premises and for the employer’s “convenience.”

5. Application of §199
a. Kowalski (SCOTUS) ( meal vouchers to highway patrols were not excludable b/c not furnished by employer

b. Sibla (9th Cir) ( $3/day to participate in obligatory organized mess was excluded from income (9th Cir essentially overrules SCOTUS but is left unchallenged)

c. RR 71-411 ( Employer’s convenience is most often established by proof that the employee is ‘on call’ outside of business hours

d. Exclusion is only available to employees so not to self employed but would be available to the sole employee of a corporation even if that employee owned all shares and therefore was self employed in the practical if not legal sense (and the corp could also deduct the cost as a business expense)

e. RR 75-540 ( Official residences of the governors of the states, and presumably the White House also qualify as location of employment

iii. §132 ( Offers a ceasefire for those fringe benefits that taxpayers were taking anyways by saying certain things were excludable but that everything else was income – largely codified what was understood to be existing Treasury practice thereby making clear that 
1. (a) Gross include shall not include 

a. No-additional-cost service [such as extra airline seats]

b. Qualified employee discount [limited to gross profit % or 20% for services]
c. Working condition fringe [business use of company car, magazine subscription]

d. De minimis fringe [any property or service so small as to make accounting for it administratively impracticable]

e. Qualified transportation fringe [commuter highway transport, transit pass (to the extent that the combined value does not exceed $100/month) or qualified parking (up to $175 a month)]

f. Qualified moving expense reimbursement [money that would be excludable under §217 as moving expenses if paid directly by the individual]
2. No-additional-cost services and qualified employee discounts are subject to  two restrictions; the employee must work in the line of business AND the exclusions can not discriminate in favor of “highly compensated employees”

3. Reg §1.61-21(b) ( Basic valuation rules is that the amount to be included is FMV

4. Reg §1.61-21(b) also provides safe harbors; on-call chauffeur service, the FMV is the salary of the chauffeur

iv. §125 – expressly authorize cafeteria plans, without this provision the choice to take cash would render the plans ineffective for tax purposes ( plans allow you to designate a portion of your income to be set aside in a separate account that you can use to pay for medical expenses with pre-tax dollars

1. §125(f) – anti-abuse provision limiting what can be included in the cafeteria plan

2. Envy and myopic views drive cafeteria plans
v. Health Insurance – plans encourage cost consciousness which is perhaps not the best prevention method
1. Employers can deduct health insurance premium contributes as a tax deductible business expense

2. This would be included as income under §61 except that §106 provides an exclusion so it is not taxed as income
vi. Turner (this is an example of a bad decision)
1. Court implies that the valuation is subjective and what the taxpayer would have paid but this is incorrect
2. Like anything you win, it’s taxable as income up to the extent of FMV, if you don’t want to pay taxes on it, then you don’t have to take it, or the person who is giving it away can pay the taxes for you
3. Rooney v. Comr ( The use of any such subjective measure of value as is suggested is contrary to the usual way of valuing either services or property (this is right)
4. McCoy ( Winner of Lincoln (FMV $4453) drove it for four days and then traded it for car + $ (FMV $3900) – treasury taxed him on $3900 citing difficulty in valuation this was equitable but bad law (difficult valuation should not become subjective valuation but frequently it does, as it did here)
vii. Lotteries, Historic Homerun Ball, etc

1. Under pure tax law the baseball should be taxable to the extent of FMV (possibly based on what it would be worth in e-bay) but in this case the IRS specifically excluded it

a. You could always sell the ball and pay taxes that way

b. If you want to keep it then you have to pay taxes as if the ball was income

c. There are always ways to make freebies actually free if giver just pays taxes

d. We want to use FMV because if people keep trips and freebies we assume it was worth that much to them (and t/f an increase in their income that much) otherwise they could sell it and pay their taxes out of the sale money

e. PLUS people are still not paying full price, only tax, so it’s still a benefit

2. Reg § 1.61-4 ( Treasure trove, to the extent of its value in the United States currency, constitutes gross income for the taxable year in which it is reduced to undisputed possession

3. Imputed income ( Benefits that are not part of a commercial transaction and are t/f generally not thought of (or included) as income for tax purposes (though failure to include them results in problems of fairness and econ rationality)
viii. Bartering

1. §1.61-1(a) ( Gross income includes income realized in any form, whether in money, property, or services

2. §1.61-2(d)(1) ( If services are paid for in property, the FMV of the property taken in payment must be included in the income as compensation

3. If services provided didn’t count as income to the people who benefited from the services, bartering would become prevalent and people would move to jobs where services could be bartered reducing efficiency

4. If services are rendered at a stipulated price, there will be a rebuttal presumption that that is the FMV, the IRS would need some evidence in order to challenge it

5. Taxing bartering is supposed to make up for the money that the taxpayer would need to make (and be taxed on) in order to otherwise pay for the services

6. Since you are using post-tax dollars to pay for something at the store

ix. Use of non-cash benefits may make enforcement and valuation difficult

x. §117 ( (a) Gross income does not include any amount received as a qualified scholarship by an individual who is a candidate for a degree at an educational organization described in §170(b)(1)(A)(ii).

1. (c) Except as provided in ¶ 2, subsections (a) and (d) shall not apply to that portion of any amount received which represents payment for teaching, research, or other services by the student required as a condition for receiving the qualified scholarship or qualified tuition reduction

2. Those portions of a scholarship that are required to be used for tuition, fees, books, etc, does not count as income, but any portion that represents payments for teaching or research does count as income

c. Imputed Income – things we consume without realizing we’re consuming it
i. Property (other than Cash) – increase in value of a house is not taxed so long as it is unrealized and if passed at death with a stepped up basis will never be taxed and so the investment will escape taxation ( shows a congressional preference for home ownership and that tax system will influence actions
ii. Physic Income ( There is a tax on the earnings, but not the benefit of leisure that one “buys” by not working – so there is a tax benefit to being underemployed, you can buy leisure time with pre-tax dollars
iii. RR 79-24 – Bartering of services
1. Housepainter and lawyer who traded services must include the FMV of such services in their gross income (as if they had to earn that money, pay taxes, and then pay for the services in post-tax dollars)

2. A painter who painted a mural and the LL of the building who allowed the artist to live there rent free must both include the FMV of the services in their income

a. The assumption in both cases is that since it’s an arm’s length transaction the two services are of equal value to the two parties

b. BUT if not then the taxpayer will pay taxes on the value of services received
3. Reg §1.61-2(d)(1) ( If services are paid for other than in money, the FMV of the property or services taken in payment must be included in income.  If the serives are rendered at a stipulated price, such price will be presumed to be the FMV of the compensation received in the absence of evidence to the contrary

4. Reg §1.6045-1(a)(4) ( the term ‘barter exchange’ does not include arrangements that provide solely for the informal exchange of similar services on a noncommercial basis [the neighborhood babysitting co-op does not count as income]

5. RR 8-52 – people are taxable as on credits earned in a barter club

iv. Below market sales – you get a discount, which technically you should pay a tax on the difference between what you paid and what you should have, but generally the tax system does not make you [Bank account gives you free access to a safe deposit box; State university tuition]
v. If you buy a timeshare and use it, it is imputed income and not taxable (since you bought it with post tax dollars) and if you buy a week somewhere then you’ve bought that week in post tax dollars and even if the location changes it’s the same as cancelling a reservation one place and buying it someplace else so switching is not a separate taxable event

d. Gifts

i. Glenshaw ( “Here we have instances of undeniable accessions to wealth, clearly realized and over which the taxpayers have complete dominion.  The mere fact that the payments were extracted from the wrongdoers as punishment for unlawful conduct cannot detract from their character as taxable income to the recipients”
1. §22(a) – gross income are “gains or profits and income derived from any source whatever” ?!?!?!
2. Undeniable accession to wealth and over which the taxpayers have complete dominion is income

3. Narrow holding is that punitive damages are income, but has been interpreted broadly to mean everything is income unless Congress says otherwise

ii. Duberstein ( Totality of the circumstances test, with a strong deference to the trier of fact, it is a gift if made with detached and disinterested generosity, out of affection, respect, admiration, charity, or like impulses
1. Focus on whether it was made out of affection, respect, admiration, charity or like impulses based on the mind of the donor as understood by external evidence

2. Common law doctrine of gifts doesn’t work because everything is given for some kind of consideration – tax law can’t seem to define ‘gift’ clearly, and is defined differently for gift tax as compared to income tax

3. Duberstien test ONLY comes in once you’ve established that it’s not compensation for services, if it is for services then it doesn’t matter that you may also have feelings of affection and admiration [luck and good fortune and services you can acquire]

4. §102 (a) ( Gross income does not include the value of property, acquired by gift bequest, devise, or inheritance

a. §102(c)(1) – Subsection (a) shall not exclude from gross income any amount transferred by or for an employer to or for the benefit of an employee

b. §274(b) – businesses are not allowed to deduct expenses for gifts to the extent they exceed $25 (defines ‘gift’ by reference back to §102)
iii. Harris

1. Cites Duberstien – in distinguishing between income and gifts the critical consideration is the transferor’s intention, it is a gift id the transferor acted out of a detached and disinterested generosity, out of affection respect, admiration, charity, or like impulses

2. This is a criminal case, not a civil case so the burden of proof will be higher – generally finds that a person is entitled to treat items from lovers as gifts so long as there is something other than sex involved, and they are more than specific payments for specific sessions of sex, but law needs to be clear and established before 
3. Gov’t loses because they are unable to show old guy’s intent to make the transfer based on detached and disinterested generosity
4. Had they been married all transfers would been tax free under §1041
iv. Application

1. Reg §1.61-2(a)(1) – Ordinary tips are included in income on the theory that they are payments for services rendered [courts have used this to analogize to other services and included money given to city clerks/priest for marriages and craps dealers for “luck” since not detached generosity but rather hope of a benefit of some sort]

2. Surviving spouses – payments from corporations to surviving spouses ( [5 factors to determine if it’s a gift] payments made to wife and not to estate, no obligation of corporation to pay anything additional; corporation derived no benefit from payments; wife performed no services for corporation; services of husband had been fully compensated

3. RR 76-144 – Traditional welfare payments and other government payments are generally not excludable under §102 but rather not within the contemplation of income under §61
a. §85(a) – Gross income includes unemployment compensation [courts have to distinguish between taxable unemployment and excludable welfare]

b. §86 – Social security payments are includable under a complex system which excludes payments but phases out the exclusion as income rises
4. Bonus ( starting with most likely to be included as income (1) regular bonus from employer, (2) irregular bonus from employer, (3) regular bonus from 3rd party, (4) irregular bonus from 3rd party

e. Ethical obligation ( It is okay to tell a client that they are unlikely to be audited, you don’t have to say report this, don’t report that, you can say generally these are the kinds of things you need to report, but it is unlikely that you will be audited

i. Gifts are judged from donor’s intent so if donor thinks they are doing something unique and special then it may be out of affection even if given to a surgeon who gets gifts like this all the time

f. Transfers

i. Unrealized Gain and Living Donor

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

2. §1001 – provides that the amount of the gain is the excess of the amount realized over the adjusted basis

3. §1012 – the adjusted bases is the cost adjusted as provided in section §1016

4. §1015 – exception for property acquired as a gift, in which the donee takes the transferred basis in the property

5. §7701(a)(43) [definitions] transferred basis property ( the basis shall be determined in whole or in part by reference to the basis in the hands of the donor, grantor, or other transferor
ii. Taft v. Bowers
1. Basis – what you’ve paid, income = the difference between sale price and basis upon realization (sale or other disposition)

a. Everyone agrees that this was given as a gift and therefore no tax for donor, question is whether donee pays tax on increase since she held it or as computed from donor’s original basis

b. 16th A says congress can collect tax only on income but doesn’t limit who it can collect the tax from so long as there is some income
2. Donee has to pay tax on entire realization even though some of it was “earned” before she go the property – both because the law is clear and because the receiver of a gift is still better off

a. In some sense a rejection of the limitations of Eisner since the income earned here is earned as neither part of labor nor as capital

b. §1015(d) – provides for an upward adjustment of the donee’s basis to reflect any federal gift tax paid by the donor

c. §1016(d)(6) – post 1977 gifts the adjustment is limited to the gift tax attributable to the net appreciation in the value of the gift property

3. §1015 ONLY applies to gifts, so if there is an arm’s length transaction, the person receiving the property will take basis based on FMV rather than donor’s basis – so if shares were transferred as compensation, the basis would be FMV and payer would pay tax based on “sale or disposition” of property

iii. Transfers at Death

1. §1014 ( Basis of property is stepped-up (or stepped-down) to the the decedent’s basis to the FMV on date of death [this encourages people o hold on to appreciated property until after death]  (§2032 provides an optional valuation date of six months after death)
a. A person could borrow against the appreciation of the property without having to pay tax on any realization

iv. Gifts of Divided Income
g. Above the Line/Below the Line

i. BTL ( after you have your adjusted gross income you decide whether to take the standard deduction or whether to itemize

1. If BTL deductions add up to more than the standard deduction you would itemize

ii. ATL ( NO organizing principal, no categorical sense

1. ATL granted special status b/c they are individual deductible even for non-itemized deductions

2. BTL are simply all other allowable deductions and can only be taken in lieu of the standard deduction

3. A lot of tax lobbying is to make thins ATL deductible b/c if everyone can claim them no matter what they’re more useful – donations to religious organizations are below the line and most people who are giving $5 at church are not itemizing their deductions

iii. ****Gross income – ATL = AGI.  AGI  – (greater of BTL OR standard deduction) = Taxable income

h. Annual Accounting
i. Burnet v. Sanford
1. System uses annual rather than transactional accounting – court gets the law right even though it’s an unfair result
2. IRS policy – annyal is arbitrary and produces unfair results but so would anything

3. ∆ argues this is not “income” but court construes income broadl

4. §172 [amends the rule to provide some equity] = NOL can be carried 2 years back, 20 years forward [“enacted to ameliorate the unduly drastic consequences of taxing income strictly on an annual basis”]
a. A narrow version of income averaging to avoid the incredible inequitable outcome of S&B

b. §172(b)(2) ( the loss must be carried back to the earliest year possible… start as far back as possible and work your way forward

c. §172(b)(3) – allows choice to only go forward and not carryback (but then you can’t carryback for any year)

d. §172(d)(3) ( When you’re carrying over loss under §172 you can not also offset your income by personal exemptions or itemized nonbusiness deductions

5. There are no refunds for taxes paid – we have already made so many compromises that it no longer makes sense to give refunds

ii. North American Oil Consolidated v. Burnet (no question that they earned tax, the question is when, for what day – whether tax was due when earned, when LC issued decree, or when gov’t gave up their appeal – count held it was based on LC ruling since that established claim of right)
1. Claim of right doctrine ( You have to be legally entitled to the money (even if there is a chance you may later lose an appeal) AND you have to have received it without restriction

2. When someone holds land as receiver – they are taxable based on all or nothing, and taxes can be assessed against a receiver only to the extent that they are in charge of the entire property (since substitution of receiver for the corporation only actually takes place when the receiver is in complete control)

3. “If a taxpayer receives earnings under a claim of right and without restriction as to tits disposition he has received income which he is required to report 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.”

4. Illinois Power – power company rates went up to discourage use of electricity and company would have had to turn over extras to gov’t – money was not kept in a separate trust or account, but court found money not taxable since ∆ was essentially a custodian and could not have established claim of right

iii. Lewis
1. No exception to the claim of right doctrine just because the taxpayer is mistaken about the validity of his claim to the money (taxes paid on mistakenly large bonus which he gave back but which he had used completely as his own)

2. Income in earlier years, loss in later years, court says tough luck [don’t let perfection be the enemy of the good]
3. Amended returns ( used to claim a refund of overpayments but only about facts that were or should have been known before end of earlier year AND amendment is within 3 year SOL period

iv. §1341 [intended to lessen the inequitable outcome of cases like Lewis]
1. Start with a deduction in the year of repayment

2. BUT if deduction exceeds $3K THEN tax is lesser of…

a. Amount determined by claiming a deduction in ordinary manner OR

b. Claiming a credit in the year of repayment that would have been saved if excluded in earlier year (essentially allows taxpayer to reopen earlier year without interest for repayment)
3. 1341 applies ONLY to those items to which it appeared that the taxpayer had an unrestricted right in one year and to which a repayment is made in a later year because it was established after the close of the earlier year that the taxpayer did not have unrestricted right to the funds

4. §1341 does NOT apply to restorations based on mere errors or on subsequent events (refunds pursuant to K rights), or to repayment by an embezzler of stolen funds

v. Tax Benefit Rule

1. §111 [If you find money that you thought you lost] ( If you got no benefit (and the lack of benefit is final with no possibility of carryover loss in later years) then you don’t have to include the finding as income
a. BUT if you got any benefit then you have to include it as income

b. If valuation is difficult you can include it to the extent you deducted it, even though this ignores inflation
2. Congress adopts general rule ( results in inequity ( court claims separation of powers, follows general rule ( Congress carves out exception

i. Discharge of Indebtness

i. Loans [general rule] ( when you borrow money, it does not count as income (there is a presumption that you will pay it back – which does not count as a deduction)
1. Loans count as liability and t/f do not actually improve net worth

2. BUT if there is discharge of indebtnesses then it is income under §61 and taxable
ii. Kirby Lumber – did not expressly overrule KE, found here DOI was income
1. Income includes gains or profits from any source whatever and when the corp is able to pay off its debts with less than they borrowed (by purchasing bonds at a lower price than they issued them) then the difference is gain and income

2. Kerbaugh Empire [BAD law] – does NOT mean that you look at entire transaction but instead KE is distinguishable because it’s about currency exchange rather than DOI, in KE they paid back the full amount in marks, it was just less in dollars
3. Vukosovich – 9th Cir. Agreed that Kirby Lumber had effectively overruled KE – purpose of loan is irrelevant
4. RULE - ∆ in Kirby Lumber did not have to pay tax when they sold bonds because it was a loan, but when bought back bonds at lower price it was DOI a t/d income

iii. §108 – rules exempting DOI from income calculation

1. §108(b) – if taxpayer is insolvent or in b’y preceeding income from DOI is excluded

2. §108(g) – solvent farmers do not have to include DOI income for ‘qualified farm indebtedness’ [congress loves farmers}
3. §108(f)(2) – excludes cancellation or repayment of student loan that is made contingent to work on charitable or educational institution
4. Congress has said that foreclosing on homes when owners walk away is not DOI income, but this is probably irrelevant based

iv. Zarin – law is clear that ∆ should have had to pay taxes on DOI, but that is too inequitable for court and so they find ways around it
1. §61 include DOI is income, but §61 does not define indebtedness and so court looks to §108(d)(1) which refers to a charge on which the taxpayer is liable or subject to which the taxpayer holds property and finds ∆ satisfies neither of these
2. Court finds the gambling chips were a method of accounting rather than property

3. The debt was so large as to be unenforceable under NJ law, so court finds taxpayer o that says the taxpayer is only liable to the extent of the court settlement and t/f the settlement can’t represent DIO
a. Since ∆ was not be held liable on larger amount, reducing amount was not DOI

b. Chips were medium of exchange, and evidence of indebtness since they don’t have any economiv value outside the casino (since any other reading would give casinos a right to print money privately)

4. Contested liability doctrine ( if a taxpayer, in good faith, disputed the amount of a debt, a subsequent settlement of the dispute would be treated as the amount of debt cognizable for tax purposes and any excess over amount determined to have been due is disregarded for both loss and debt accounting purposes [judicially created]
v. Gambling

1. §165(d) – All gains are taxable, but lossess are only taxable to the extent they offset gambling wins from the same year

2. Reg §1.165-10 – “Losses sustained during the taxable year on wagering transactions shall be allowed as a deduction but only to the extent of the gains during the taxable year from such transactions”

3. Gambling could be considered consumptive and not deductible at all – you can’t deduct the cost of a meal, and theoretically you’re enjoying the time you spend in the casino

4. Basketing ( you have to put all your gambling together, you can’t use a net loss to offset any other gains

5. Boyd ( manager of a poker house was not allowed to include losses as business expense for attracting new clients, nor was he allowed to deduct the losses from his income which technically came from the poker house

6. Jasinski ( court refused to analogize between gambling and high risk bonds allowing market losses to offset interest earned by bonds

7. §3402(1) – race tracks have to withhold 20 of winnings from anything relatively large since evidentiary problems arise when gamblers pick up losing tickets
j. Illegal Income – Gilbert ( dirty money is taxable
i. “Embezzled funds can constitute taxable income. . . When a taxpayer acquires earnings, lawfully or unlawfully, without obligation to repay or restriction as to their disposition, ‘he has received income” on which he is required to pay taxes [in Gilbert, from James]

ii. BUT where a taxpayer withdraws money from a corporation which is intends to repay, and with reasonable certainty he will be able to repay and that such withdrawal will be approved by corporation he does not realize income under James test

iii. IRS view – once money is stole, it constitutes income to the thief and t/f thief owes taxes before returning anything to victim

k. Sale of a Home

i. No deduction for loss on a sale of a home, since if nothing else it balances out consumption during use of home

ii. New Rule – Each sale allows $250K exclusion (or $500K for married couples) so long as owned and used as principal place of residence for an aggregate of 2 of the past 5 years (but does not have to be the same 2 years for use and ownership)

1. This exclusion can only be used once every 2 years (not intended for house flippers) BUT you can save the deduction if you know you’re going to sell a second house and then use the exclusion for the later sale

2. This is a tax progressive approach because it now requires high income families to include income while continuing to exclude gains by middle income families [but still gives families a reason to move more than they otherwise would]

3. §121(b)(2)(A) ( EITHER spouse has to meet ownership requirements, BOTH spouses have to meet use requirements – but if one/both spouses disqualify them, then you can look at each separately as if both owned for the full time that one of them owned

4. §121(c) – sets up a proportionality rule SO LONG AS you are selling before 2 years DUE TO unforeseen change in place of employment, health, or other reason in the regulations, THEN you can exclude how much you’ve gained as proportional to how long you were there

5. [Old Rule – If you sell a house for a gain you can exclude it from gross income IF you buy a more expensive house within 2 years with one exclusion allowed after 55… this sometimes resulted in requirement to report gain if you moved from a high priced area to a low]

6. [Despite this rule Buchanan does not think it always makes sense to buy]

iii. Regs §1.121-3 – unforeseen circumstances, (for taking early deduction) based on facts and circumstances (multiple births, divorce, etc)

iv. Sale of home IS income, just not taxable income up to exclusion amount

3) Timing
a. Realization Doctrine – pay tax only upon sale or other disposition of income, not just whenever net worth goes up

i. §1001 ( Realization is sale or other disposition of the property

ii. Liquidity – don’t want to force people to sell to pay taxes on increase in value

iii. Divisibility – sometimes you can sell bits and pieces, but not always, and if it’s an all or nothing asset it may force liquidation before it would be efficient

iv. Valuation – pure accounting would require appraisals and administrative issues

v. Variability – things go up and down over time and without realization doctrine, equity would almost require refundability
b. Non-recognition ( Even if income and realized, may still not be included in taxable income if part of a specific non-recognition doctrine

c. Investment in Property

i. Eisner ( “Income may be defined as the gain derived from labor, from capital, or from both combined” [Taken to mean, unless came from labor or capital, not income, and t/f opened up possibility that gifts and penalties awarded were not taxable as income]
1. Constitutional analysis [that stock dividends don’t count as income taxable w/o apportionment] has been abandoned but court gets the realization doctrine right

2. Court is trying to say that it’s not realized and t/f no income which is wrong, b/c on these facts FMV didn’t change and so there was no income and t/f nothing to realize

3. Brandeis’ dissent points out loophole where form was elevated over substance and the tax outcome is based on whether it’s called a pure dividend (not taxed) or if SH is given option to buy (dividend is taxed)
ii. §305 [modern rules on taxing stock dividends]

1. §305(a) except as otherwise provided, 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

2. §305(b)(1) stock dividend is taxable IF the shareholder has the option to take cash or other property in lieu of that dividend

3. Regs. §1.307-1(a) ( taxpayer’s total basis of the old shares is allocated old and new shares based on FMV after distribution of stock dividend
iii. Bruun [takes possession of new building on leased land earlier than expected – results in good constitutional law, but actual result was overruled by statute]

1. Court finds that a realized gain in income occurred when property was transferred back to owner, it is not necessary that the improvement is severable from the land in order to be recognized
2. Policy ( valuation may be problematic (but here, parties have agreed) but liquidity and divisibility will be bigger problems, if taxpayer doesn’t have other money he may end up being forced to sell land

3. §109 ( Gross income does not include income (other than rent)derived be a lessor real property on the termination of lease, representing the value of such property attributable to buildings erected other improvements  made by lessee

a. You can temporarily (????) exclude the value of a building at the end of a lease
b. BUT to prevent abuse, you can NOT exclude value of property if building is in place of rent

4. §1019 ( Neither basis nor adjusted basis will be changed based on income generated for lessor that was not taxed due to §109

5. Once depreciation is claimed for tax loss, the taxpayer’s basis will also be decreased so that once the property is sold or disposed of the taxpayer may have a $0 basis

iv. Woodsam [IRS would probably have made more money in the long run if they conceded this case] ( foreclosure is a disposition event and gain/loss would have to be realized then, the change in the type of loan (from recourse to nonrecourse) is not a disposition of the property
1. Despite change in loan terms, taxpayer has control t/f not disposed of, t/f not realized

2. Foreclosure may result in DOI income, but §108(b) has exemption if ∆ insolvent

v. Cottage Saving [Buchanan thinks this was completely wrongly decided] ( finds there is a material difference requirement for realization and here, properties are materially different
1. Background ( this happened during S&L crisis, court acknowledges it was an important decision for the financial markets [taxpayers do have an actual loss and could claim a deduction if sold losses outright, but shouldn’t be able to claim loss and keep property]
2. §1001 – exchange of property gives rise to a realization only if the properties exchanged are materially different

a. Reg §1.1001-1 ( the gain or loss realized from the conversion of property into cash, or from the exchange of property for other property differing materially either in kind or in extend is treated as income or as loss sustained

b. Court decides this is reasonable has been rule for long enough and t/f accepts it

3. “An exchange of property gives rise to a realization event so long as the exchanged properties are materially different – that is, so long as they embody legally distinct entitlements”

a. Despite reliance on precedent, change in state law is not the new rule but rather it becomes distinct legal entitlements 

b. By allowing a tax loss based on what was really not materially different, court elevated form over substance
c. §1.1001-3 ( treasury issued some guidance over when a modification in the terms [Treasury’s attempt to keep this decision from swallowing the general rule of substance over form by using the regs to define “distinct legal entities”]

d. Distinct legal entitles test has the potential to work poorly in both directions making gains and losses require economic waste in order to get a tax benefit [swap ownership tags on cotton to claim a loss would require keeping areas of the warehouse separate, transferring titles to cars would realize gain on cars when the cars themselves are essentially the same]

4. §165 ( gov’t also tries to say the losses were not sustained in the taxable year, court gets this part correct and says you have to read this in context of realization doctrine rather than strict annual accounting

5. DISSENT ( Buchanan thinks they got it exactly right

a. While we may normally defer to regulatory agencies, only in their areas of expertise, and the FHLBB has no expertise in tax so no deference

b. Mortgages are different but NOT materially – that’s the whole point

c. If court had applied substance over form this would have short 9-0 opinion

vi. §1031 ( Like kind exchanges are granted non-recognition status (even when substantially different)… it is income, and it is realized, but congress has provided for it as a non-recognition

1. Court claims that since 1031 makes like kind exchanges are provided for in non-recognition doctrine, it would be surplusage to say that exchanges of similar properties would not count as a realization event under §1001

2. This makes no sense because the IRC is full of suplusage and because saying “no realization for things substantially similar” is NOT the same as saying “non-recognition for things that are of like-kind but are substantially different)

3. §1031(a) – no gain or loss is recognized upon exchange of property held for productive use in trade or business or for investment solely for property of a like kind to be held either for productive use in trade or business

a. §1031(a)(2)(A) – excludes inventory held for sale

b. §1031(a)(2)(B)-(F) – excludes financial assets easy to value & liquidate

4. MUST be held for investment or trade

5. Reg §1.1031(b)(2)(i)-(xii) ( arbitrary lines drawn by treasury defining like kind – within any of these categories IS like-kind, across any these are NOT like-kind

vii. RR 82-166 ( Whether gold v. silver are like kind?
1. Even if counts as income AND it has been realized through sale or other disposition, it may still fall into an express non-recognition doctrine (§1031 for like kind)

a. Realization ( whether something of tax significance happened

b. Recognition ( Whether there is a specific statuory provision mandating disregarding the realization event, possibly because…

i. The transaction did not general cash

ii. Gain/loss should not be recognized if valuation is difficult

iii. Nature of taxpayer’s investment did not significantly change

iv. Non-recognition would encourage mobility of capital

2. §1031(a) – no gain or loss is recognized upon exchange of property held for productive use in trade or business or for investment solely for property of a like kind to be held either for productive use in trade or business

3. Reg §1.1031(a)-1(b) – “like kin” refer to the nature or character of the property and not to its grade or quality (one kind of property may not be exchanged for property of a different kind or class)

4. RR 79-143 – exchange of US gold (held as a hedge against inflation) was NOT of like kind of South African gold (held as investment in world markets)

5. Treasury analogizes and determines gold and silver are held as different types of investment and t/f no like kind exchange – this factual assertion seems to be wrong, but Congress has passed an unclear rule that requires
viii. Jordan Marsh – court holds this was a sale and t/f a disposition, and so loss is realized
1. 1031 – addresses liquidity, not valuation concerns (“if taxpayer’s money is still tied up in the same kind of property”), when taxpayer closes out enterprise (it’s more than just a change in the form of ownership) liquidity is not a problem

2. Court takes note of fact that this was arm’s length transaction and all exchanges see to be for FMV so it was a legit exchange – the giving of one piece of property in return for another, not simply taking a lesser interest in the property

ix. §1033 – Nonrecognition when the property is compulsorily or involuntarily converted (theft, destruction, condemnation) and is replaced with property that is similar or related in service or use

1. If taxpayer receives cash and buys replacement property, non-recognition applies so long as property is replaced within 2 years

2. §1033(a) – new property much be “similar or related in service or use” (not “like-kind”) [BUT §1033(g) allows reliance on l031 like kind standard]

x. Boot ( money and other property transferred as part of a 1031 like-kind property exchange that is not like kind ( this is all about liquidity
1. §1031(b) – Transaction can qualify for non-recognition despite the boot, but if there is a gain, then it is recognized to the extent of the boot, so the amount of the gain recognized is the lesser of the amount of the gain realized the amount of the boot

a. [If the transaction would qualify as for non-recognition under §1031 except for boot “then the gain, if any, to the recipient shall be recognized, but in an amount not in excess of the sum of such money and the FMV of other property]
b. If it would otherwise qualify for 1031, the gain is recognized only up to the amount of boot

2. §1031(c) – If there is boot, “then no loss from the exchange shall be recognized”
3. §1031(d)
a. When there is no boot, the poerpty received takes the basis of the property relinquished

b. When a gain is recognized because of boot, the basis in the received property is increased in the amount recognized so that the gain will not be taxed again

c. Of the new total basis (which includes both the original basis and the new basis, added on account of the boot), a basis equaling the FMV of the boot must be allocated to the boot, with the remainder being allocated to the like-kind property

d. If the boot is paid, the amout of the boot is added to the basis of the received property

4. Algebraic equation ( Where A is original basis, B is the amount of gain recognized, and C is total basis to be allocated between like-kind property and boot, D is portion of basis allocated to the book (which must be equal to FMV of boot), and E is new, substituted basis of like-kind property received

a. Equations

i. A + B = C

ii. C – D = E

b. Examples
i. S has Farm X w/ basis $10K, and gets Farm Y which has FMV of $100K and $23K

1. Realized gain = $123K - $10K

2. Recognized gain = LESSER of realized gain ($10K) or boot ($23K) ( here $23K

3. Total basis [“total basis” = original basis + amount recognized] is now $33K minus the basis allocated to the boot, $23K and the basis in Farm Y is $10K (in this case, same as the original basis in Farm X)

4. If she sells Farm Y for $100K ( she will realize & recognize 90K gain

ii. S has Farm X with basis of $110K and gets Farm Y which has FMV of $100K + $23K

1. Realized gain = $123K - $110K = 13K

2. Recognized gain = LESSER of the realized gain ($13K) or the boot ($23K) ( $13K
3. Substituted basis is now total basis [“total basis” = original basis + amount recognized] allocated between farm X ($110K) and boot ($23K) $123K minus basis of boot ($23K) = $100 ( so now S went from having a basis of $110 in the farm to a basis of $100 (which makes sense because she paid taxes on $13K when she received $23K)
4. If she sells Farm Y for $100K ( she will realize & recognize 0K

iii. S has basis of $130K in Farm X and gets Farm Y with FMV of $100K + $23K
1. Realized gain is $123K - $130K = -7K (loss)

2. §1031(c) no loss is recognized, so no deduction can be claimed, and her total basis remains unchanged
3. Substituted basis is now total basis ($130 + $0K =) $130K – portion allocated to the book ($23K) ( substituted basis in Farm Y = $107K (?????) 

4. If she sells Farm Y for $100K ( -$7K loss (it is realized & recognizes now rather than during like kind exchange)

5. Ultimately you’re still taxed on the same amount of gain/loss, just not necessarily in the year of original realization

6. When Boot is paid out, it is added to the basis of the property – if you have $10K basis in Farm Y and give Farm Y to S along with $23K for Farm X, your substituted basis in Farm X is $33K

d. Recognition of Losses ( RR 84-145 – Diminution in value of property is not deductible as a loss if property is not sold or abandoned as completely worthless 
i. No closed or completed transaction

ii. Realization requires sale or other disposition, where the airlines have held on to their routes (despite drastic decrease in FMV) there is no realization and t/f no loss

iii. The routes may always go back up in value in which case you wouldn’t have to pay on gain until you disposed of property

iv. The moment of deregulation could have been a moment of realization but treasury in RR decided no

e. Marriage & Divorce
i. General rules

1. Property transfers are not taxable events – recipient does not pay income tax on gain, payor can not claim deduction on loss

2. Cash payments of alimony are the opposite and general rule is that they are included as income to recipient to and are deductible as a loss to payor (BUT this can be opted out of)

3. Child support payments are NOT deductible to paying non-custodial spouse and not included as income to custodial spouse since money is same as would be paid as a personal expense if living with child and not deductible

ii. Remarriage ( Generally alimony payments are deductible to payor and included as income to recipient, but if W remarries…

1. RR 82-155 – if recipient remarries and payor is no longer under a legal obligation to pay but does anyways, recipient still has to include it in income if payor does not know that legal obligation no longer exists

2. If payor does know that obligation know longer exists but pays anyways, then not included as income by recipient 

iii. Property Settlements
1. US v. Davis
a. Exchange of shares for release of inchoate marital right was disposition of property and t/f a taxable event

b. “Absent a readily ascertainable value it is accepted practice where property is exchanged to hold that the values of the two properties exchanged in an arm’s length transaction are either equal in fact, or are presumed to be equal” ( here, court assumes arm’s length and t/f marital rights are worth FMV of shares

c. §1001(b) ( Amount realized is the sum money + FMV of property received

d. Three taxable events, court gets two correct, ignores the third

i. H transfers shares ( treated as disposition, taxed on gain as difference between basis upon acquisition and FMV upon disposition

ii. W later sells shares ( treated as disposition taxed on gain as difference between basis as FMV upon date of receiving it and FMV on date of disposition
iii. W transfers inchoate marital rights ( court ignores this, her basis is arguably zero and so she would pay taxes on FMV of shares upon transfer since she is transferring something of value which she has $0 basis in

iv. H later disposes of marital rights of W ( court ignores this as well

2. Farid-Es-Sultaneh v. Com’r
a. Similar to Davis but here, the marital rights are inchoate, but this is just an option K, based on transfer of contingent rights, and still serves as consideration

b. Davis dealt with marital rights, but as these are inchoate there is the same problem in determining basis in W’s inchoate marital rights but even harder to value, and stronger argument for $0 basis

c. Buchanan doesn’t think anyone could have basis in marital rights and so both should have paid taxes upon K based on disposition of property

iv. §1041 ( transfers of property incident to divorce

1. (a) No gain/loss shall be recognized on a transfer of property from an individual to a spouse or former spouse (if the transfer is incident to the divorce [defined in §1041(c) to mean occurring within 1 year after marriage ceases OR related to the cessation of the marriage]

2. (b) In this case the transfer is treated as acquired by gift and the basis of the transferee will be the adjusted basis of the transferor

3. Statute makes the difference between community separate property irrelevant

4. Recipient of property will have to pay tax on original basis (same as in Taft v. Bowers) BUT only for 
v. Property Disposition After Divorce – H&W jointly own a house w/ basis of $100K, and FMV of $400K – they divorce and H executes note to W for $200K…

1. Under Davis (without §1041) – W would realize gain of $150K, recognizable upon divorce, H’s substituted basis becomes $250K ( She pays tax on note, he pays tax upon sale of house

2. Under §1041 – W recognizes no gain (and never pays takes on note), H takes full basis ($100K) and if sells house for FMV would pay taxes on $300K (minus possible $250K exclusion for non-recognition under §121)

3. IF H & W are in same tax bracket and dependent on §121 exclusions then it may not matter to the IRS overall, but under §1041 spouse that takes the property is worse off, since they will be left with entire tax bill – which you can take into account in calculating “equal” post-tax split

4. IF house is sold some time after divorce w/ proceeds to be split evenly, §121(d)(3)(B) allows a spouse who has not lived in the house for some time to use ex-spouse’s use of the property to establish use/ownership requirements

vi. Alimony & Child Support

1. §71 – [general rule] payments received are taxable to recipient under §71(a) and deductible to payor under §215 [PLUS this deduction is an adjustment to AGI t/f available to taxpayers who do not itemize (§62(a)(10))

a. §71(b)(1) – payments must be in cash [the complement of §1041 which addresses property transfers between spouses]

b. §71(b)(1)(A), (b)(2) Payment must be received under an instrument of divorce or separate maintenance, it can not be oral

c. §71(b)(1)(B) – this is the default rule and can be opted out of – parties must not have agreed to provide for other tax treatment – but only to the extent that you would elect to make it neither taxable to recipient and not deductible to payor

d. §71(b)(1)(C) – parties must not be members of the same household [no amicable divorcees living together taking a tax break]

e. §71(b)(1)(D) – payments cannot continue after the death of the payee spouse [since this now looks like a property settlement]
f. §71(c) – can not be payments for child support [these are neither included as income, nor deductible to payor, so any payments contingent on events of a child’s life/age will not be alimony]

g. §71(f) – Can not be front loaded [see specifics]
2. Front loaded alimony payments ( §71(f) [regs are obsolete]

a. START at §71(f)(4)(B) – “The sum of the amount of alimony paid during the 3rd year + 15K”
i. §71(f)(4)(A) – amount paid during 2nd year

ii. §71(f)(4) – Amount from (f)(4)(A) MINUS (4)(B) ( this amount is the excess payment for the 2nd year = (f)(4) = (f)(2)(B)
b. THEN §71(f)(3)(B)(i)(I) ( Alimony payment in year 2 MINUS (f)(4) [excess payment from step above]
i.  §71(f)(3)(B)(i)(II) ( the alimony paid during 3rd year

ii. AVERAGE of these two number [(f)(3)(B)(i)(I) + (f)(3)(B)(i)(II) / 2]
iii. PLUS $15K = (f)(3)(B)
c. THEN §71(f)(3) – Excess (if any) for second year is…

i. §71(f)(3)(A) [amount paid during first year] MINUS (f)(3)(B) [from above] = (f)(2)(A)
d. THEN §71(f)(2) – Excess alimony payments are the sum of…

i. (f)(2)(A) [f(3)] PLUS (f)(2)(B) [f(4)]
3. Reg §1.1041-1T, A7 ( a transfer of property is treated as related to the cessation of the marriage if the transfer is pursuant to a divorce or separation instrument . . . ant the transfer occurs not more than 6 years after the date on which such marriage ceases

4. Diez-Argulles v. Com’r (Tax Court)
a. §166(d) ( non-corporate taxpayer can deduct non-business bad debts as a short-term capital loss in the year such debts become completely worthless, 

b. §166(b) ( bad debts are deductible only to the extent of the tax-payer’s basis

c. Long v. Commissioner ( failure to collect alimony was not a “bad debt” as the taxpayer had no basis in the debt

d. Imeson (9th Cir) ( states in dictum that a taxpayer may have basis in expenditures to support her children
e. Here, court continues to deny the deduction since there is no basis, but B thinks this is just wrong and that between the 9th Cir and the facts of this case, it has been established that she (1) has basis and (2) the debt is hopelessly lost and unrecoverable

f. Perry v. Com’r ( deduction for bad debt again not allowable, court tells taxpayer to go to congress and get it fixed there

5. Topsy-turvy benefit of itemized deductions

a. [generally] Higher income ( higher marginal rates ( deduction is more valuable per $ ( regressive effect

b. Could change this, as WI has, by making deductions into credits so that they are the same dollar amount for everyone

6. Regs §1.166-1(c) – to claim a deduction there must be a valid and enforceable obligation to pay a fixed or determinable sum of money

a. BUT in Diez case – the debt was valid, enforceable, and clearly could not be collected
b. When the law is bad like this, you should use persuasive commentary or get professors to write a note or amicus brief on the issue [especially in tax where you can go for a split in the law between tax court, court of claims, circuts]

c. McClendon v. Com’r – legal fees spent recovering child support are not deductible

4) Personal Deductions, Exemptions & Credits

a. Mechanics & Role of Personal Deductions

i. Personal deductions are subtracted from AGI to get taxable income [itemized deductions]

1. Gross income minus ATL deductions = AGI

2. AGI minus BTL = TI

3. BTL = (itemized deduction OR standard deduction) PLUS personal exemption

ii. People can choose to take the standard deduction (which is adjusted annually) rather than itemize

iii. BOTH personal deduction and itemized deductions are phased out once you reach a certain threshold

1. §68 – itemized deductions are reduced by 3% of the excess of adjusted gross income over threshold amount (this phaseout is arithmetically identical to a marginal tax rate increase

2. BUT this phase out is being phased out ( if Congress fails to act, the income phase out will no longer exist

iv. 1986 Tax Act ( Substantially raided the standard deduction more than just inflation in order to keep up with the average person would otherwise be able to claim as deductions so that people don’t have to keep shoeboxes full of receipts
1. These deductions are not in any way tied to income but an acknowledgement that sometime out of the usual happened and the gov’t thinks its appropriate for the taxpayers collectively to subsidize this

2. So every deduction will have a reasonableness limit ( deductions are a matter of legislative grace

3. In making the personal deduction larger, Congress got rid of a lot of the smaller itemized deductions to even things out

4. The zero tax bracket means people aren’t paying any income tax but this doesn’t mean they are paying no tax at all

b. Medical Expenses

i. §213 ( Expenses paid for medical care are deductible to the extent that they exceed 7.5 percent of AGI
1. §213(d)(1) ( defines “medical care” broadly [Congress is leaving line drawing up to courts]

a. (d)(1)(A) for the disagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of affecting any structure or function of the body

b. (d)(1)(B) for transportation primarily for and essential to medical care

c. (d)(1)(C) for qualified long-term car services, when provided by licensed health care practictioner
2. §231(d)(9) ( limits deductions for comestic surgery

3. RR 75-318 – the cost of Braille books was deductible over the cost of regular books

4. RR 64-173 – deduction allowed for cost of person to walk with a blind child through the halls

5. Regs §1.213-1(e)(1)(iii) ( Outlays to make a house handicap accessible, or as necessitated by illness are only deductible to the extent they do not increase the FMV of the house

6. Legislative history set out accommodations that when made for the primary purpose of accommodating a personal residence do not increase the FMV and are thus generally eligible in full for the medical expense

a. Constructing entrance/exit ramps

b. Widening doorways

c. Modifying hallways 

d. Installing railing, support bars, or other modifications to the bathroom

e. Lowering or making adjustments to kitchen cabinets

f. Installing porch lifts or other forms of lifts

g. Modifying fire alarms, smoke detectors

h. Modifying stairs

i. Adding handrails or grab bars

j. Modifying hardware on doors

k. Modifying areas in front of entrance and exit doors AND

l. Grading of ground to provide access to residence

ii. Policy of §213
1. Serves a mandatory “free” (and bad) insurance with a 100% co-pay minus taxpayer’s marginal rate with a 7.5%AGI deductible

2. §213 then creates a disincentive for individuals to buy medical insurance

3. SINCE employor plans are deductible to the employer and not included as income to employee there is a stronger incentive to offer group health insurance with low or no deducitble (even with higher premiums)

4. Generally though, attempts to influence individual choices do not work because medical costs are so inelastic – instead if people put off routine care, it will end up costing more

5. Amounts spent for extraordinary medical expenses are not really consumption

6. Individuals who pay their own expenses relive gov’t of the cost

7. Deduction is a proper encouragement to get people to take care of themselves

8. Injury/illness tends to stem from/interfere with work

iii. Health Savings Accounts (HAS) – allows you to save money for health care 

1. §223(c)(2) – deductible must be at least $1K and not more than $5K

2. An employee that has a health care plan within this can claim tax deductible contributions to the LESSER of (1) the amount of the deductible or (b) $2250 (self coverage)/$4500 (family coverage)
3. These contributions are considered an adjustment to gross income under §62(a)(19) and t/f can be claimed by those who do not itemize

4. §233(e) – Amount earned in the accounts are not taxable
5. §223(f)(1) – Amounts paid from the account to reimburse employees for medical expenses are nontaxable to the employee

6. §223(f)(2) – Amounts paid out that are not for medical expenses are taxable and subject to a 10% penalty

7. In effect this serves as a retirement account as the deduction is allowed even though amounts were left over from prior years couples with the broad allowable use of this money (§213 term is generally broader than insurance definition) gives people an incentive to use up the money on medical expenses

iv. Taylor v. Com’r
1. §262 – general background rule – no deductions for personal expenses

2. §213 puts the burden on taxpayer to show that this was not a medical expense – would have to show that he wouldn’t have taken this deduction otherwise and that it could not have been accomplished another way [fact driven inquiry]

v. Henderson v. Com’r – van for son w/ spina bifida
1. All parties acknowledge the van was for medical, but §213 only allows deductions for expenses paid during the taxable year – here the family had claimed deductions based on the depreciation of the value of the van

2. “Depreciation is not an expenses paid or amount paid within the meaning of §213 and t/f the petitioner’s claim cannot be allowed”

3. B thinks the ∆s did the correct thing and that the IRS should have said that “expenses paid” should be read as part of the IRS code where costs are allowed over the depreciable life of the object, and if the IRS is worried about a slipperly slope, they got it backwards
4. Reg §1.213(e)(1) – you re allowed to deduct the entire amount of the expense when you buy something [much like in Woodsam, this rule hurts treasury over long time]

vi. Ochs v. Com’r – children to boarding school
1. Majority dismisses this as §262 personal expenses since someone would have needed to take care of kids even if there was no sick mother – but B this ignores the fact that there IS a sick mother

a. Majority is worried about permitting a deduction for what they view as a personal expense that also happened to result in a medical benefit to the wife

2. Dissent acknowledges that the majority is worried about a slippery slope and so proposes his own test

a. Would taxpayer normally spend their money in this way

b. Did the taxpayer buy such luxeries in the past?

c. Did a doctor prescribe this?

d. Did taxpayer act in most economically efficient way

e. Was this over and above normal living expenses

f. Was this closely geared to a particular condition rather than general health

3. Dissent is willing to limit the deduction to the expense that were necessary for the cure as opposed to the expenses incurred as part of loss of patient’s services ( would t/f have limited deductible expense to the care of the children at times they would have otherwise been around the mother

c. Charitable Contributions

i. §170
1. §170(a)(1) -  Charitable contributions are allowed as itemized deductions
2. §170(b)(1) – limits contributions to these organizations to 50% of taxpayer’s contribution base [anti-abuse provision, but allows a 5 year carryover, so if you can’t deduct your entire contribution you may be able to carry it over and deduct it in later years
a. §170(b)(1)(B) – if donation is principally for a private foundation it is limited to 30% of AGI

b. §170(b)(2) – corporations are limited to donations of 10% of taxable income

3. §170(c) – Defined as gift to of for the use certain enumerated eligible donees that are organized and operated for listed charitable purposes [organized to be operated exclusively for charitable, religious, scientific, or educational purpose… so if it’s a school run for profit it may still be okay – but would not qualify for tax exempt under §501(c)(3)]
4. §170(c)(2)(D) – Organization that engages in lobbying may lose its status as a tax-exempt status [organizations generally just set up PACs, but written badly so most religious organizations violate it]
a. Purpose of schools is to education and have discussions so they can invite candidates to speak without losing §501(c)(3) status
5. §170(f)(8) – Taxpayers who claim a deduction for any form of contribution in excess of $250 must be able to substantiate the deduction with a written acknowledgment of the donation by the donee organization

6. §170(f)(8)(D) – The donee organization can alternatively file info the IRS directly

7. §170(f)(11) – Contributions which are not readily values and for which the deduction is ore than $500, the taxpayer much include with the return a description of the property

8. §170(f)(12) – When vehicles are donated the deduction is limited to the proceeds of the sale

9. §501(c)(3) – defines tax-exempt companies, significant but not entire overlap w/ 170, just know they don’t entirely overlap

a. No part of net earnings of a §501(c)(3) company can inure to a private corp/individual

ii. Policy ( Way for gov’t to help encourage (and partially subsidize) people/charities that need support

1. Raises issue of “need” [does opera house help the “needy”]

2. Democracy by the dollar, results if everyone slightly subsidizing programs they don’t agree with

3. Technically when you donate services you can donate the expense but you also then have to include it as income so you would have to pay taxes on it and it still comes out a wash
iii. Contributions of Capital Gain Property
1. When taxpayer donates property, which would otherwise produce long-term capital gain, the amount is allowed as a deduction for the full FMV of the property

2. §170(e)(1) – If donation would result in a short term capital gain the deduction is limited to the taxpayer’s basis in the property

3. Bright line rule ( 1 year is difference between short term/long term gain

4. Deductions for gifts of property that would be long term capital gains are limited to 30% of AGI [20% to a private foundation]

iv. Ottawa Silica (Ct. of Claims)( Adopts the “substantial benefit” over the “predominant purpose” test
1. Does not adopt the predominant purpose test – predominant purpose of the donation must be for a public purpose – here even if predominant purpose was to help, it was in part for business reasons, therefore he got a substantial benefit (receives or anticipates receiving a sub. benefit) t/f no deduction
2. Ct of claims will not let you deduct if your partial purpose based on getting a big enough benefit
3. Receipt of benefit by donor do not always preclude a charitable contribution ( if the benefits received by the donor are substantial , greater than those that inure to the general public, more than merely incidental, then the transferor has receive a quid pro quo sufficient to remove the transfer from the realm of deductibility

4. Duval (Tax Court) ( Primary or dominant intent test – ∆ entitled to a charitable deduction when, based on objective inquiry into the nature of the transaction the court determines that the primary/dominant intent was to give something back [Ottawa would have had a better chance of winning in tax court]
a. Claims that the test is objective inquiry into predominant intent ( objective manifestation of subjective intent
5. RR 67-246 ( he amount of any non-business-related deduction for a charitable contribution is limited to the excess of the payment to the charity over the value of any benefit received by the donor [quid pro quo contributions]

a. §6115 – for anything over $75 the charity must provide the donor with a written statement that the entire amount is not deductible and give a good faith estimate for what is deductible
b. Items below the $75 threshold are still not entirely deductible, there is simply to rule requiring charity to provide documentation
6. You only get deduction for charitable contribution to the extent that something is overpayment

a. Psychic benefits are not included [don’t need to account for getting your name on a wall]

b. Court has a de minimus threshold so ticket discounts do not have to be included either
v. Collegiate Athletics [Buchanan thinks this is corrupt American politics]
1. RR 86-63 ( Where taxpayer gets option for tickets based on contribution there is a presumption that the contribution was of substantial benefit and so no deduction is allowed
2. §170(l) ( [based on political pressure] allows a deduction for 80% when contribution would be deductible but for direct/indirect option to buy tickets

vi. Bob Jones University ( To qualify for tax exempt status an organization must both fall into one of the enumerated categories and promote a general public policy of charity
1. Interesting procedural posture both sides trying to moot issue and court requiring them to continue with it
2. RR 71-447 ( §170 and §501(c)(3) incorporate the common law charity concept

3. A declaration that a given institution is not “charitable” should be made only where there can be no doubt that the activity involved is contrary to a fundamental public policy [here, relies on Brown & Norwood v. Harrison that discrimination in education, public or private, violates the most fundamental national public policy]
a. Relies on understanding of tax-exempt status and tax deductions as subsidies

b. Willing to make public subsidize things so long as the organizations are generally promoting some public policy, even if not one that individuals agree with
4. Congress gave IRS power to administer tax laws, normally silence is weak acceptance but here Congress affirmatively manifested acquiescent to RR 71-447 when it adopted §501(i)
a. §501(i) ( No tax-exempt status for organizations that discriminate based on race, color, or religion

b. Not limited to field of education, and does not bar discrimination based on gender
5. Court addresses free exercise clause without passing on validity of religion, but accepting beliefs as true but finding governmental interest to be both compelling and narrowly tailored [completely sidesteps legitimacy of religion question by assuming true belief but finding it passes narrow tailoring]
6. CONCUR [Powell] Worries about having tax-exempt status turn on providing a “clear public benefit,” since it seems to suggest that tax-exempt organizations are supposed to act on behalf of the government and things that this should be a legislative choice, not one for the court or the IRS
a. Wants to narrow the holding b/c it fears there are contradictory charities which should be tax exempt

b. Worried about the slippery slope, organization must violate fundamental policy [in application this holding has essentially been narrowed to its facts, BUT court would probably be willing to expand it to a non-education setting that discriminated based on race]
7. DISSENT [Rehnquist] Agrees that Congress could and should deny tax-exempt status, but thinks that they have so far failed to do so and so the only requirements so be (1) corporations (2) one of eight enumerated purposes, (3) nonprofit basis, (4) free from lobbying

d. Earned Income Tax Credit
i. §32 ( Refundable tax credit, does not just offset liability but also results in payments
1. §32 is refundable so you could end up with negative tax liability

2. §32(k) – Since it can be negative  q
qd
ii. Remember difference between deductions and credits – credits to taxpayers in zero bracket raise issues of refundability [remember that fed income tax is not only tax poor people pay]

iii. Both phased in and phased out, sometimes resulting in a marginal rate greater than 79%

iv. NOT the same as TANF, available only to the working poor
5) Allowances for Mixed Business & Personal Outlays

a. Basic Provisions

i. §67 – These are itemized deductions – allowable only to the extent that in the aggregate they exceed 2% of AGI
1. BUT if self-employed no 2% threshold

2. §62(a)(2)(A) – the threshold can otherwise be avoided with cooperation of the employer by establishing a reimbursement or other expense allowance arrangement
3. Administrability issues – some padding is already built in
ii. § 162(a) – Deductions permitted  for ordinary and necessary expenses paid or incurred in carrying on any trade or business [BTL itemized deductions]
1. We want the business to be able to deduct everything in order to produce income

2. It’s not really “income” if paid out for production

3. “Ordinary and necessary” is key term of art

4. Applies to business and individuals [but businesses can deduct this ATL, individuals can deduct it BTL]

5. Without this provision we would have a revenue tax rather than an income tax

6. Tension – to distinguish between money spent to generate income and spent on personal expenses
iii. §212 – Permits a deduction for expenses generating income from sources other than a trade or business [BTL itemized deductions]
1. If read broadly this could seem like surplusage w/ 162… but it has been read to mean producing income through “financial income” rather than business [day traders]
iv. §262 – No deduction shall be allowed for personal, living, or family expenses

b. Controlling Abuse

i. Hobby Losses ( Nickerson v. Com’r [abuse of §162 costs treasury $30 Billion]
1. Must be sincere, though not necessarily realistic expectation of profit
2. §162(a) – allows deduction for ordinary and necessary expense paid or incurred during the taxable year in carrying on any trade or business
3. §183 – limits the availability of these deduction is the activity is not for profit – anti-abuse provision
4. §183(b)(2) – Expenses incurred in activities not engaged in for a profit can be deducted only to the extent that the gross income derived from such activity exceeds otherwise allowable deductions [BUT only to the extent that it exceeds the 2% AGI threshold (§67)]
5. §183(d) – Petitioners bear the burden of proof to show that they engaged in activity with bona fide profit motive, but there is a presumption that this was the purpose when a profit was realized in three of past five years [changed from two of past five]

6. Reg § 1.183-2(b) – Totality of circumstances test, but court can consider following…

a. Manner in which taxpayer carries on activity

b. Expertise of taxpayer or his advisors

c. Time & Effort expended by taxpayer in carrying on the activity

d. Expectation that assets used in activity may appreciate in value

e. Success of the taxpayer in carrying on other similar or dissimilar activities

f. Taxpayer’s history of income or losses with respect to the activity

g. Amount of occasional profits, if any, which are earned

h. Financial status of taxpayer

i. Elements of personal pleasure or recreation

7. Petitioners do not need to show that they intended to make a profit based on their current level of activity but that the start up costs/energy that they invested would later reap a profit – startup costs and laying ground work permissible deductions 

8. Court can’t think of any other reason he would perform manual labor other than to make a profit and t/f assumes it was for profit, but this flips the presumption and puts it on the IRS when it shouldn’t be
ii. Other Hobby Cases

1. McCarthy v. Com’r ( father was allowed to deduct managing costs of 13 year old son’s motorcross racing career even though he had no likelihood of making a profit in any particular year ( Pre-opening expense doctrine under which expenses incurred before taxpayer begins business operations must be capitalized [unless they are a farmer]

2. Farish v. Com’r ( Likelihood that taxpayer engaged in business to make a profit can be considered in light of geographical and occupational factors – breeding horses was found deductible for Texans engaged in oil drilling
3. Daily v. Com’r ( Trips to Europe are not deductible as a business expense when antique dealers never advertised any items for sale, never offered anything for sale, and never actually sold an item
iii. Start-up Costs

1. For non-farmers start-up costs are treated as capital expenditures and included in the basis of the property

2. Farmers are allowed to treat start-up costs as deductible expenses

iv. Home Offices & Vacation Homes

1. §280A – Used for both home offices and vacation homes [method to numbering, hence “cap A”]
a. §280A(a) ( General rule is to deny deductions for any use of a home for business purposes [technically unnecessary w/ 262 but serves as a reminder that personal expenses are non deductible]
b. §280A(c) ( §280A(a) shall not apply to any item . . . which is exclusively used on a regular basis - 
i. As the principal place of business for any trade or business of the taxpayer

ii. As the place of business which is used by patients, clients, or customers in meeting or dealing with the taxpayer in the normal course of his trade or business, or 

iii. In the case of  a separate structure which is not attached to the dwelling unity, in connection with the taxpayer’s trade or business [if you set up a separate structure, the code is more forgiving, and does not require that business be principal use]
2. Popov v. Com’r ( On the facts of this case, the court finds the professional musician is entitled to deduct expenses for the portion of her home used exclusively for musical practice
a. §280A(c)(1)(A) ( Deduction allowed for a home office that is exclusively used as the principal place of business for any trade or business of the tax payer

b. Soliman test – court considers both (1) the relative importance of the activities performed at each business location and (2) the time spent at each place

i. Tries to balance importance of practicing with acknowledgment that “services” were actually delivered at concert halls and recording studios – concludes that relative importance test yields no definitive answer
ii. Here, she spent significantly more time practicing in living room than she did anywhere else ( court finds it was principal place of business

c. Finds “relative importance” test is not determinative [even though concurrence thinks it should be]
d. Drucker v. Com’r – court finds support in this 2nd Cir decision that allowed deduction for musicians employed by just one employer but not given space to practice
e. Notes after case ( there are lots of considerations that go into what kind of house you purchase, but there is a difference in hobby and profession, analogous to difference in §162, and §262 and so considerations for personal circumstances are not deductible

i. A bright line that never allowed deduction would be both unfair and economically inefficient since it would discourage people from using their living space in an efficient manner
v. Office Decoration ( Henderson v. Com’r – plant, print, parking space not deductible [Henderson II]
1. Where both §162(a) and §262 may apply, §262 takes priority

a. §162(a) allows a deduction for all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business

b. §262 personal expenses are non deductible
c. Court finds insufficient nexus between what she is buying and her professional activity

i. Parking seems closest issue – that may turn into a factual inquiry about whether she really needs her car to travel to clients when its not otherwise available
2. Larrabee v. Com’r ( It is not enough that there may be some remote or incidental connection with the taxpayer’s business
3. If it was a private business, she would have been able to deduct the print, Treasury has an arbitrary bright line rule where expenses under a certain amount are deductible under §162 but large expenses [expensive desk] would have to be capitalized

a. Under Ottawa Silica Henderson would lose if she tried to donate to city and then tried to deduct b/c she got a substantial benefit since she bought it for her office

b. Under Duval it would turn on primary intent, but it still seems as though she would lose since they were things she wanted only for her office [and not for department in general]
c. Travel & Entertainment Expenses

i. §132 – Employees are not taxed on whatever personal benefit they receive out of employer-provided business travel

1. If the trip is characterized as non-business then it is treated as a form of salary and deductible as income

2. The cost of employee business travel is deductible

3. Non-business-related trip employer pays for is deductible to employer (along the same lines of salary if it meets ordinary and necessary business expense test) but is taxable to the employee

ii. Rudolph v. United States ( dismissed as CIG, because too fact specific [insurance conference in NYC]
1. CONCUR – Trip was includable as income under §61, and LC found no element of compulsion that husband had to attend for job, t/f not an ordinary & necessary business expense that would otherwise be deductible under §162
a. Is this income? Regardless of what type of expense, this is income

b. If income, is it deductible as §162 expense? Concurrence finds that primary purpose was pleasure t/f no deduction

c. Harlon thinks conferences turn on a fact specific inquiry and here, it was primarily pleasure [doesn’t mean some conferences won’t be deductible as §162]
2. DISSENT – Attending a conference should not be included as income

a. Focuses on no elements of sham device, or dishonesty

b. Reg §1.162-2(c) – Where a taxpayer’s wide accompanies him on a business trip, expenses attributable to her travel are not deductible unless it can be shows that the wife’s presence on the trip has a bona fide business purpose.  Incidental service does not qualify as deductible business expenses
c. Here, finds both the wife’s service and the trip to be within the realm of ordinary business expense, because if nothing else, the wives keep the husbands in line [BUT treasury refuses to endorse the “boys will be boys” theory]
iii. §274 – Additional rules for deductibility of travel and entertainment

1. §274(a)(1) – taxpayer can deduct the cost of any activity which is of a type generally considered to constitute entertainment, amusement, or recreation only if the activity is “directly related” to business or “directly preceding or following a substantial and bona fide business discussion (including business meeting at a convention or otherwise) that such item was associate with, the active conduct of the taxpayer’s trade or business
2. §274(n) – 50% limit for deduction of meals/entertainment [compromise by Treasury]
3. Reg §1.274-2(c) – Deduction is not allowed when entertainment is intended merely to establish goodwill

iv. Danville Plywood Corp v. United States – company trip to super bowl
1. §162 – deduction for ordinary and necessary business expenses

2. §274 – disallowance provisions; expense must be directly related to or associate with the active conduct of the taxpayer’s trade or business

3. To be deductible, an entertainment expense must meet the requirements of BOTH §162 and §274
4. Wives’ expenses are not deductible unless they service a bona fide business purpose more than merely incidental service – here, not deductible

5. Reg §1.162-2(a) – only traveling expenses which are reasonable and necessary to the conduct of the taxpayer’s business and which are directly attributable to it may be deducted

6. Here, the court finds the trip not in the ordinary and necessary course of business as required for §162(a) deduction and so never gets to issue of §274
7. There will be times where smoozing clients is a legit business expense, but based on these facts court finds it is “incidental to main event” – planning is everything
d. Deduction for clothing as an ordinary and necessary business expense (still 2% threshold) [mixed persona/business]
i. Pevsner v. Com’r – court adopts an objective test for deductibility of clothing costs

1. General Rule – deductible as a business expense only if
a. The clothing is of a type speficially required as a condition of employment

b. It is not adaptable to general usage as ordinary clothing AND

c. It is not so worn [here, 1 & 3 are not in dispute]
2. Court decides on objective test so that no reference is made to the individual taxpayer’s lifestyle or persona test – but instead it depends on what are generally accepted for ordinary use
a. Administrative ease – otherwise too much inquiry into specific lifestyle required

b. Objective test would also promote fairness since it wouldn’t make the deduction dependent on style, lifestyle, or socio-economic class [BUT is this really fair, it seems to be comparing differently situated actors and considering them to be the same simply because they have the same job]
3. Horizontal equity ( could be argued either way, that two managers who both buy clothes should either both be allowed deduction or neither should be allowed, BUT in other direction this doesn’t work because if managers are of different socio-economic classes then it’s not horizontal

4. Vertical equity ( lower classes will be less likely to take advantage of deduction because less likely to have specialized uniforms [seems violative of vertical equity]

5. Best outcome seems to be if employer buys it (since they can deduct it under §162) though then it would be taxable to employee as income [but better taxable then have to pay for the whole thing]
ii. Nelson v. Com’r – taxpayer were allowed to deduct cost of clothes for TV filming even though they were supposed to be portraying “average American family”

iii. Mella v. Com’r – tennis pro was not allowed to deduct cost of tennis shoes and street wear even though he went through a pair every couple of weeks because the items “are fashionable and . . . have become common in America”
iv. Williams v. Com’r – Amway motorcycle deliveryman could deduct “leather uniform” but not helmet or steel tipped boots

6) AMT
a. Structure

i. Definitional – AMT is defined as the amount over what taxpayer would otherwise owe, so it is not one or the other, but rather both, since AMT is defined as the excess

ii. Broadens the base and decreases the rate at which people are taxed to ensure that people with significant income can’t take deductions and reduce income to nothing

iii. To the extent the AMT is imposed based on timing, the payment is treated as a credit and can be used in later years to reduce regular tax

iv. Attack on preferences in general, deflecting attention from why Congress provided beneficial tax treatment in each case

1. Main preferences for individuals [deductible expenditures under regular tax, but not AMT]

2. State/local taxes [AMT will t/f affect blue starts more]
3. Certain job related outlays

4. Raising the threshold for medical expenses from 7.5% to 10% over AGI

5. Personal deductions [AMT provides for its own personal deduction]
v. Currently, huge administrability problem requires both IRS and individual tax payers to calculate two taxes
vi. Klaassen v. Com’r
vii. Under regular tax ∆ deducted for local taxes, medical expenses, and personal deductions for them and their ten children

viii. §56(b)(1)(A)(ii) – state & local taxes have to be added back in

ix. §56(b)(1) – reduces the deduction for medical expenses from 7.5% to 10% threshold
x. §56(b)(1)(E) – in computing personal exemptions under §151 shall not be allowed

xi. §55(d)(1) – Instead of §151 personal exemption, the AMT provides a substituted fixed exemption for purposes of AMT computation [current ( single taxpayer = $42500, jointly = $62550 – not indexed so congress keeps making one year fixes or else it would revert back to original date]
1. You’re not losing your personal exemption, its given in a different way
xii. Under the plain language of the statute there is no ambiguity and no requirement that taxpayer has to be high income to be subject to AMT

xiii. Also – no constitutional problems b/c since tax statute are neutral they are presumptively constitutional and taxpayer can overcome this presumption only by a showing of the most explicit demonstration of hostile and oppressive discrimination

xiv. CONCUR – does not want to say court can never consider legislative history, but comes to same result, but proposes solutions to temper the inequity – eliminating itemized deductions and personal exemptions as adjustments to TI, exempting low and moderate income taxpayers, raising/indexing AMT exeception amount [but any of these should be done be congress, not the courts]

b. Prosman v. Com’r
i. §55(a) – imposes a tax equal to the excess of the tentative minimum tax over regular tax

ii. §55(b)(1)(A) – rate is 26% for first $175K, and 28% over that

iii. §55(d) – Exemption for married couples is $45K

iv. §55(b)(2) – AMTI – taxpayer’s TI with adjustments provided in §§57-58

v. §56(b)(1) – No deduction is allowed for state/local taxes, or personal exemptions

vi. There may have been a substance over form argument to be made since the per diem expenses could have been classified differently by his employer – but since they weren’t the math is clear and court finds AMT applies
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