General Considerations
Policy considerations:
· Financing Government Expenditures

· Promoting Economic Stability and Wealth.

· When the economy goes to high or low tax when change inversely

· Equity

· Vertical

· Horizontal

· Neutrality - Don’t change economic incentives

· Creating special incentives

· Administratability
Composite Federal and State tax rates: 

· Fed tax rate + state tax (1 - Fed tax rate)

· i.e. Federal Tax on everything plus state tax on rest
Future Value

· F = P(1+r)^n

· Where P = principle, r = interest rate, and n = number of years.

Marriage penalty:
· Filing jointly is beneficial if the spouses earn vastly different amounts.

· Marriage is beneficially if the spouses earned vastly different amounts.

· Marriage penalty if the spouses earn similar amounts.

· Example: c260
Deductions Generally:
· Itemizers v. Non-Itemizers:

· Non-Itemizers get above the line deductions §62 standard deduction §63 and the personal deduction §151

· Itemizers don’t get the standard deduction but get everything else.
· Trade or business expenses § 162 

· Not Childcare See Smith, § 262
· Interest on Indebtedness § 163
· Allowed for business debt. § 163(h)
· Allowed for interest on mortgage § 163(h)(2)(D)
· Allowed for education

· Medical Care Exceeding 7.5% gross income § 213
· Definition under § 213(d)
· Can include insurance.

· Plant and print is not deductible Henderson (But this doesn’t imply employee provided stuff would be includable)
Income In-Kind
Haig-Simons definition of income: sum of taxpayers personal expenditures + the increase in wealth.

Glenshaw Glass: Broad holding: Income is any “undeniable accessions to wealth, clearly realized, and over which that taxpayers have complete dominion”.
Payment of Taxes:

· Third party payment of federal income tax is includable Old Colony Trust
· Employer would actually have to pay S/(1-T) total to do what they wanted.  Rev. Rul. 86-14
· Where S = Salary, T = TaxRate

· Employers can deduct as wages Id.
· Reimbursement of federal taxes erroneously paid is not includable Clark
· Derives from:  No income shall be realized form the discharge of indebtedness to the extent that it would have been deducted.  § 108(e)(2).
“Non-Statutory” Fringe Benefits:

· Guidance in § 132

· “Solely for the benefit of the employer” ( Deductible Regulation § 1.162-17(b)(1)

· Otherwise includable.  Regulation § 1.162-17(b)(1)

· Factors for fringes (first check statute)
· Does Business value > consumption value (would the taxpayer get this anyways?)

· Serve business interest beyond compensation?
· For the convenience of the employer? Benaglia (Hotel)

· Marginal cost increase for the employer see § 132

· Hypos:  

· Villa Example ( Includable

· Nice office ( Excludable

· Lunch money which they could use however ( Includable Kowalski (Easy, it’s cash)

· Free trip to South America ( Questionably Include Some! Turner (Opportunity to enjoy a luxury otherwise beyond their means but does safe them some money)
“Statutory Fringe Benefits” Exclusions

· Group Term Life Insurance § 79

· Accident/Health Plans § 106

· Rental Value of Parsonages (some religious junk) § 107

· Qualified Tuition Reduction §117(d)

· Cafeteria Plans § 125

· Day Care Programs § 129

· Meals-and-lodging § 119

Realization
Unrealized Gain:

· Property appreciation is not taxed unless there is an appreciation event Macombe
· Obvious administrative simplicity implications!

Receipt of samples:

· Not taxed when received (because of administrative difficulties). Rev. Rul 70-498 (overrules Rev. Rul. 70-330) Haverly  p45.9

· But when taxpayer donates the book she must include the book in income in that year. (because double benefit).  Id.
· Sims doubts the “complete dominion” and implies a test that would not require inclusion in most circumstances.

· Don’t have to include value of a baseball.  Info Release 98-56

Leasehold improvements:

· Bruun: Tax the building on the forfeiture of the lease.

· Current law:  Doesn’t tax the land at all (until sold) (basis = 0) §§109, 1019.

Corporate Distribution Mechanics:

· Stock Distributions

· Excludable § 305(a) Macomber
· Basis distributed over total shares § 307(a)

· Cash OR (other) property distributions

· Dividends amount out of earnings (as of end of year) §316.

· Includable § 61(a)(7); 301(c)(2)

· (Reduce earnings of the corporation!!)

· “Non dividends”

· Excludable to the extend of basis. § 301(c)(A) then taxable Reg. § 1.1001-1(c)

· Reduces basis § 301(c)(2)

· Justification: Allows investors to reduce their investment in stock.

Inija Land c32-34

Usually:  Usually reapportion basis to remaining parts and gain/loss realized on that part.  Regulation § 1.61-6.

However:  When apportionment is impossible, reduce the basis instead.

Service and Property Swaps:
· If services are paid for other than money the FMV of item is includable.  § 83; Reg. § 1.61-2(b)(2); Rev. Rul. 79-24

· When you only know the value of one, assume the value of the other is equal if the exchange is at arm’s length. Phili Bridge p981

· The amount realized is FMV - AB (of the property given. Id. at 980

· Non recognition for business swaps §1031
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Gifts & Decedents
Charitable organizations

· Contributions to 501(c)(3) organizations are deductible under §170(c)(2)

· Contributions to 501(c)(4) organization are not see ???
· These groups are however allowed to lobby.

· Note that contribution of services are not deductible b/c basis is zero because imputed income. See Reg. 1.170A-1(g)
Gifts:

· Excluded from gross income. §102(a)

· AB stays the same if FMV > AB 

· But is stepped up for loss if the FMV < AB at time of sale.  §1015(a) see also Taft p152

· Thus it makes sense to realize loss before gifting property.

· Annual exclusion of about 11 or 12k 
· Trusts:  Interest is taxed to the beneficiary not to the trust.  (Because the income is not really the trust’s) Irwin (making a trust that would pay interest to A for X years and remainder to B) p143 

· Ben must pay taxes §652(a)

· Trust can exclude income if it must distribute it §651(a)

· Annuities: TRANSFEROR is treated as “amount not received as an annuity” of cash surrender value - current investment in the contract. §72(c)(3)(c) Basis is stepped up.
· Basically forces realization of interest

· Can’t deduct § 274(b)

· Can’t depreciate gifts received Early p147 §273

· Giving of property to a spouse or ex-spouse incident to divorce is NOT a realization event!  §1041 but see Esultana Davis c91-92
· Technically doesn’t apply to those getting married but layers can delay transaction until after marriage.

· Policy: Makes divorces less messy and fits within the framework of spouses as family.

· Not gifts:

· From an employer §102(c)

· Bartering in an arm’s length transaction. (Sims)

· Question of fact whether the payor acted out of affection and respect or constraint and obligation. Duberstein p72
· Gifts for specific sessions of sex.  Harris p200

Decedents:

· Stepped up basis §1014

· Exceptions:

· Annuities §1014(b)(9)(A)

· IRD §1014(c)

· Giving property to a dying relative just so they can step it up §1014(e)

Phased out in 2009! §1022(a)

Compensation for loss
Clark c50
Holding:  
· Compensation for a prior non deductible loss is excludable from gross income.

· Federal Taxes are non-deductible ( recovery is not taxable.

Rationale:  If the loss was non-deductible then it was paid out of tax-paid dollars.

Note:  Old Colony trust doesn’t apply because the employer’s income was not tax paid dollars.
Raytheon c45
Holding:  
· Damage awards are taxed like that which they compensate for.

· Goodwill is deductible ( the award is fully taxable.

Glenshaw Glass c10
Holding:  

· Windfalls are taxable.

· Punitive damages are windfall, are taxable see § 1.61-14

· Macomber (Income = gain derived from capital, income, or both) is not “touchstone”.
House example (materials + labor):
See 1.1016-2(b) p1762
Personal Injuries and Medical Expense Recovery

· Suit or Agreement for damages on account of personal physical injuries or physical sickness are excluded. § 104 unless they were already deducted under §213

· But See Murphy (saying constitutionally income can’t bar all non-physical injuries, will prolly be overturned)

· Conceptually many damage awards that are included under §104 should be excluded.

· e.g. Alienation of affection see Rev. Rul. 74-77

· Medical expenses are deductible to the extent they exceed 7.5% of income. § 213 

· Does not include indirect costs of illness Ochs (Woman w/throat operation)\

· If you agree to give up your rights that is includible.  It’s like you are selling your services.
Accounting Periods & Tax Ben
Methods of accounting:

· Taxpayer can choose yearly period: §441
· Taxpayer can choose method of accounting: §446

· Cash see Reg. §1.446-1(c)(1)(i)
· Income is constructively received when it is credited to taxpayer’s account and there are not substantial restrictions on its access.  See §1.451-2 (with guidance on “substantial restrictions”) (prevent not picking up the check)
· Accrual see Reg. §1.446-1(c)(1)(ii)
· Others that clearly show income.

Net operating loss §172 but see Sanford (shafting corporation that was awarded a lump sum on a losing transaction)
· Carryback of 2 years §172(b)(1)(A)(i)

· Carryover of 20 years §172(b)(1)(A)(ii)
Tax Benefit Rule:

· Rule:  Gross income doesn’t include recovery of deductible amounts if they didn’t reduce tax. § 111

· Inverse (also true): Gross income does include recovery of deductible amounts if the taxpayer benefited. 
· This inverse statement is sanctioned by Sims

· See Rosen (Charitable contribution); Hughes & Luce (previously deducted service costs past the SoL means current year revision of loans is includible)
· Erroneous deduction exception: (minority view!) Tax Benefit rule only applies when the original deduction was proper.  Rejected in Id.
· If you forgot the deduct something in a previous year and they were able to recover for it, PERHAPS you would have to include that recovery in gross income BECAUSE the statute says “should be deducted”
Tax Ben v. NOL

· Tax Benefit Rule

· Applies to individuals
· Not Time limited

· Transactional

· Net Operating Loss

· Mostly limited to trade or business
· Time Limited

· Not limited in scope to a particular transaction
Interaction of NOL and Tax Ben:

If deduction was turned into a tax credit and still isn’t used, include recovery under Tax Ben rule

· Hypo:  Company has a loss from 1913-1916 has a loss.  Then in 1920 recovers from their loss.  Loss was converted into net operating cost carryover that has not been used.

· 111(a),(c) says that recover is INCLUDABLE in gross income IF (and even though) the net operating cost has not been used.  Why is this not a problem?  Because you have the net operating loss sitting right there.  Therefore either the net operating cost will be used right there or it will be used for previous years.

Taxation of Financial Instruments

Financial Instruments: See Sims’ chart.
· Bank account: Interest as it accrues

· Bond: Interest as it accrues, usually higher interest rate but requires that the investor keep her money tied up for a longer amount of time.

· Annuity § 72: Gross income includes: 
· R*(K/ER)

· (Received)*(Investment in the K)/(Expected return)
· Expected return = Annual Payment * Years Left § 1.72-9 p1047-48

· Exclusion limited to unrecovered amount
· Unrecovered amount = Investment - excluded so far.

· More beneficial because taxes at a rate = to the average interest in a bank; therefore includable is lower in the beginning.
· If you die too late, you use up all the basis and are taxed on everything

· If you die too early, you can deduct your unrecovered amount.

· Usually the insurance company will pay you the investment - amount collected if you die early.

· (a) Thus beneficiary gets that amount and it is excluded to the extent it doesn’t run out of basis. §§72(e)(5)(A),(E)
· (b) The decedent’s estate would get the deduct anything left over from (a). §72(b)(3)
· Deferred Annuity: Not taxed on interest until withdrawn.

· Guided by “amounts not received as an annuity” § 72(e)

· Include cash value minus the remaining investment.

· Subject to anti-abuse standards.§72(e)(11)
· Insurance: 
· Premiums are not deductible §264

· But death benefits are excludable §101

· Insurance count as an annuity “not received as an annuity” under §72(e)(5)(C)

· As a result, withdrawal is applied against basis first!

· § 7702 (not in book) prevent abuse by limiting the investment to protection ratio! 
Depreciation:
· Cannot deduct entire business cost for long-term assets. §263

· Creating a separate asset must be capitalized.  The commissioner might also be able to tax even if it doesn’t create a separate asset INDOPCO c132 (capitalizing IBanker’s enpenses for takeover) Chirlstein questions this. 

· Instead depreciate §167

· using DDB (double declining balance) §168(b)

· i.e. each year deduct the greater of 

· 2(basis/years) AND 

· initial investment/years

· assets have standard length of value see §168(e)

· can’t deduct e.g. land or artwork
· Improvements should be capitalizable.
· Repairs are instantly deductible.

· BUT Foreseeable repairs that are part of aquiring an asset should be included in capitalization. Mt. Morris Drive-In Theatre c130 see also Reg. 1.162-4
· Special circumstances:
· Taxpayers can depreciate items that are perishable even if they appreciate in value. Simons c179 (keep in mind that when sold the basis would be low...)

· Assets cannot be depreciated in order to build depreciable assets! Idaho Power p629

· Intangible things are capitizable. Newark Morning Ledger c182 (goodwill).

· Now uses a straight-line depreciable basis. §197

· Deferred expenses: where expenses are paid before they are nec. to generate income they cannot be deducted until they do. (quasi capital expenditure)

· e.g. too much gas for the truck
Debt
· Borrowing or lending money has no direct effect on gross income.
· Repayment:

· Interest: is deductible if its for business expenses. §163(h)

· Principle is not deductible.

· Cancellation:
· Generally includable.

· Cancellation of debt that, if paid, would have been deductible  is excludable. §108(e)(2). (Kinda like tax benefit rule).

· If the debt of purchaser of property is reduced by the seller it doesn’t count as COD but rather price modification. §108(e)(5) (Think car rebate).

· Even though you can’t claim a net loss while gambling, you can still offset income.  cf. Zarin (Sim’s rationale, case actually went off on enforceability of the debt).

· Debt financing for tax-favored assets:  Not allow it becomes no longer tax-favored. 
· Test outlined in Rev. Pro. 72-18 p445

· Sham transactions might still be plausible although congress is cracking down.  Knetsch c153 (business purposes doctrine)

· Exception: Home ownership. §163(d)(3)(B)(i)

· §265 takes care of bonds, 
· §163(d) takes care all investment except homes. 

· §469 takes care of depreciation
· Non recourse loans:  
· Non recourse loans are treated just as recourse loans when FMV < loan Crane c308 (reasoning that when FMV < loan, the taxpayer will have an incentive to repay.

· Non recourse loans are treated just as recourse loans all the time! Tufts c325 (i.e. AB = amount invested from the loan) Woodsam c321 (taking out a non-recourse loan for greater than the value of the property is not a realization event).
Capital Gain/Loss
· Capital Loss can only be used to offset capital gain. §1211

· Individuals up to 3k can apply to anything. §1211(b)

· Capital losses can be carried forward or back §1212

· Definition of capital assets §1221

· Not inventory, not depreciable or real prop used in trade or business

· See Sim’s Chart for Capital Gain Mechanics §§1221-23
· Find out long-term capital gain/loss

· Find out short-term capital gain/loss

· Use excess short-term loss to counteract longer-term gain.
Wash Sales
Wash sale provision §1091

· Creates a window whereby if I buy the stock again I can’t take a loss.

· If you DO buy in the window you get back the same basis (adjusted for any change).

· You can’t work around wash sales by selling to a relative §276

· Creates a risk that the stock might run away from you.

Losses
· Losses are limited to (non-compensated) §165(c)
· Trade or business

· Transactions entered into for profit

· Casualty losses.
· Complete transaction to realize loss: Loss must be evidenced by closed and completed transactions, fixed by identifiable events, and actually sustained during the taxable year. SS White Dental p659 (Germans seizing assets qualified).
· Negligent acts can qualify as “other casualty” under §165. Carpenter p469

· Bad Debt
· Bad business debt is fully deductible if it becomes fully or partially worthless. §166

· Bad non-business debt is treated as capital loss and is only realized when the debt is completely worthless. §166

· Promoting corporations is not business under §165.  Whipple c162 (prevents low upside tax but fully deductible loss).
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