Tax

Professor Roin

Tax Rates

Ordinary Income

IRC § 1: sets out marginal tax rates for all four tax schedules for individuals and that for trusts/estates.  


Things to notice:

· Marriage penalty that occurs because second income is considered jointly with first and is therefore subject to higher marginal rates.  OR there is a penalty because the rates are higher even for married couples filing separately.  Either way, this couple pays more as married rather than as single.  

· This marriage penalty is even greater as compared to a married couple with only one spouse working.  They get the advantage of the lowest tax rates and the non-working spouse’s imputed income.

Capital Gains

1. IRC§1(h) sets out rate for net capital gain.  VERY complicated.  Remember only that long term capital gains taxed less than ordinary income.  How much less exactly depends on:

2. taxpayer’s marginal rate

3. type of capital gain

· Capital losses are treated unfavorably because can only be claimed against capital gains (See IRC §1211, limits on losses AND §1212, carryover restrictions)

· Except for up to $3000 for individuals. Individuals can carry losses into the future till death

· Corporations can only claim losses against capital gains and may only put them against gains made either in the previous 3 years or following 8 years.

1. Calculating “net capital gain” which is what counts for the rate advantage (see §1222(11)):

2. Find all sales of capital assets made that year

3. Divide into short and long term 

4. Add up all the long/short term gains and losses to find a net long and net short

· If taxpayer has a net long term gain and net short term loss, then net these.  If positive, this is net capital gains.  If negative, must look to see if any of it can be deducted from income under the rules (above) for capital losses.

· These are the rules because short term gains would be taxed as ordinary income

· And if the long term was a loss too, there would be no way for there to be a capital gain here.  Only loss.  Both short term and long term losses are subject to same deduction restrictions.

· Short term is held less than 1 year.

· What is a capital asset to qualify for such rates? (Want it to for gains, but not for losses!)

· See IRC§1221: defines capital asset broadly as “property” but then lists exceptions.  Exceptions include:

· inventory

· property used for business

· copyright, etc

· IOUs

· hedging transactions clearly identified as such on the day acquired, entered etc

· other stuff

THE INVENTORY EXCEPTION

· Van Suetendall (752): Argues that stocks were not capital assets (because he lost money) because they fall under the “inventory” exception because he sells the stocks to “customers” whenever he sells stock.  The court said this was not the case because he was selling primarily for himself, not acting as a middleman for the buyers.  A broker could have claimed this exception, but not this guy.

· The distinction may be relevant because if he could claim it against ordinary income a speculator would only selectively sell off the stock that is losing money, rather than just whatever stock his customers required. A speculator can’t do this under the capital gains rules because §1211 requires them to recognize gains too.  

· Biedenharn (756): Argues that property sold after it has been subdivided is still capital.  IRS says it’s inventory because the act of subdividing it is like a service provided by a middleman.  No longer just holding it for its increase in value over time.  This rule means that the income is classified according to the last purpose in holding the property.  

· To be able to get the capital gains treatment that SOME of their holding of this land should have given them, would have had to sell it in its entirety to a wholly owned corporation and then let them subdivide it and sell it again (separates investment from service income)

THE BUSINESS USE EXCEPTION

Under same facts as Biedenharn, if the company had sold the property immediately after they stopped farming it, would not have been a capital asset either because would have fallen into the “business property” exception.  BUT they still would not have had to claim it as ordinary income because of …

IRC §1231, which was enacted during WWII out of sympathy for those forced to sell property to government.

Under §1231, business property or property sold involuntarily gets best of both worlds treatment.

Gains: capital

Losses: ordinary income

§1231 allowed people to scam the tax regime by depreciating their asset all the way and then selling to a friend and only paying capital gains.

§1245 fixed this by disallowing §1231 treatment (capital gains) up to the amount already deducted against ordinary income through depreciation.

§1250 did the same thing for property not subject to 1245 (real property used in trade or business) but §1250 doesn’t affect anything anymore for some reason

End Result: 

§1231 still applies to real property used in trade or business and allows capital gains treatment even if you have depreciated it against ordinary income.

§1231 always applies to losses, not requiring them to be limited by capital loss rules.

HEDGING EXCEPTION

· Corn Products (769): When you buy futures in agriculture, you are hedging against the risk of the price increasing.  When the time comes, you can either sell the future and buy local product or buy the product through the future.  Should be same economically, but tax treatment would differ if the sale of the future generated capital gains income while taking delivery and selling the product would always be ordinary income.  Would allow the farmers to always get favorable tax treatment.  Court said not OK.  Said that this type of investment (business purpose) generates ordinary income NOT capital gains.  

· This rule exploited with respect to losses from “business purpose” investments

· Arkansas Best (773): reinterprets Corn Products to say that it was just expanding the definition of the “inventory” exception, not narrowing the definition of capital assets.  The result of this new rule was to screw some industries (like airlines) that had relied on the Corn Products rule but didn’t technically have inventories.  

· Congress responded with §1221(7), the hedging exception, which provides a separate exception for any hedging transaction clearly identified as such at the time.

· It is unclear whether Corn Products survives this change

SUBSTITUTES FOR ORDINARY INCOME (effectively, a judge-made exception to the capital asset definition)

· Hort (780): Prepaid lease.  Guy wants to claim it as a loss first (in order to do so, must allocate basis to the leasehold, but this wasn’t allowed—see outline regarding basis allocation).  If not that, then he at least wants to treat the income as capital gains income because it was sort of a sale of a property interest, the leasehold, for a set amount of money.  The court says no way.  This sort of income is actually in the definition of ordinary income.  Just because he prepaid it doesn’t change its classification.  

· Could also think of this as another type of inventory exception because the holder of property has inventory of leases.  

· This is better than what the court said and more accurately reflects reality because tenants can treat the sale of the lease as a capital asset.  (and get 1231 treatment too!)

Ferrer (808): Like an executive who has a contract to be paid in gold bars.  If the price of gold bars goes up, then part of his income is for services but part is from speculation.

Definition of Income (arriving at adjusted gross income)

See IRC§61 and §62, which defines income and lists some exclusions (above the line deductions)

WHAT is Income?

Fringe Benefits: ARE TAXED if government can value them unless they are provided primarily for the employer’s convenience.

Old Colony: When company pays employee’s income tax, this counts as income also.  

Realization (or, When is income?)
Drescher (313): When an employer purchased a retirement fund for this guy, he is taxable on it at the time it is given to him.  Then, when he starts getting the payments later, he is not taxed unless/until the payments exceed the amount on which he has already been taxed.  The burden of proof is on the taxpayer to show that such an asset is not worth its face value to him (perhaps because of his inability to use the money in whatever way he wants).

· Note, however, that this is not the case when an employer simply promises a bonus.  Here, this is not an unsecured promise

· The key to Drescher is that the annuity is found to be a piece of property itself, not just a promise to pay.

· He can still only be taxed on what the property is actually worth to him.

Valuation (or How Much is Income?)

Benaglia (55): When an employee receives free room and board as part of his job, this should be taxed under Old Colony doctrine.  BUT, how much?  Potentially, could only tax the BENEFIT the employee received, but this is hard to calculate.  The Benaglia court drew a bright line and said the full value would NOT be taxed (excluded) if the benefit was provided for the convenience of the employer.

· §119 was added to the Code to settle this question.  It draws a similar line as Benaglia

· requires meals to be furnished on the business premises

· requires lodging to be a condition of employment

· see also corresponding treasury regulation 1.119

Other Statutory Exclusions from Income…

IRC §132: makes exludable

1. no-additional cost services, such as free seating for airline employees on non-full flights

2. “qualified employee discounts” such as percentage discounts at retail stores

3. “working condition fringes” such as the business use of a company car or a free subscription to a magazine related to work

4. “de minimis fringes”

5. on-premises gym and other athletic facilities

6. “qualified transportation fringes” such as parking or mass transit passes.  

Capital Recovery: exclusion and basis rules

You are, of course, allowed to exclude from income any amount that represents recovery of capital investment rather than income.  Calculating this may be difficult.

The general formula is found at IRC §1001, which says you may subtract off basis from sale price to calculate gain from the sale.

· Treas Reg. 1.61-6 deals with issues when you only sell part of an asset, how you may allocate basis among the parts.

· Taxpayers want to increase the allocation of basis to those parts they sell first.

Rules for Determining Basis

· IRC§1012: says that basis is the cost of property if acquired through purchase.

· IRC§1015 says basis for the donee is the same as that for the donor if the property is acquired by gift.  UNLESS the fair market value is less than that basis at the time of transfer, then the FMV is used to calculate loss.  

· IRC§1014 says basis is the fair market value if the property is acquired by inheritance.

· When you buy property with borrowed money, the amount of the loan is included in basis (see Treas Reg §1.1001-2(a)(1).  Then, this is deducted from full sale price to calculate gain when sold.

Complex Dispositions (allocation of Basis among parts of an asset)

Inaja Land (132): Man owned trout farm.  Sold easements to LA as part of an eminent domain proceeding.  Original price of land: $61,000.  Easements sold for $49,000.  Taxpayer allowed to claim entire $49,000 as basis recovery because of fear of overtaxation. The IRS wanted him to claim entire amount as income (assume the easements were zero percent of total value of land).  

· In subsequent cases, the taxpayer would be required to get an appraisal of the remainder to determine basis allocation

· The IRS also argued here that the $49,000 was a substitute for ordinary income and therefore not to be offset by basis at all since no “property” had been sold.  The court ignored this here.  An easement is therefore “property” such that basis must be allocated to it 

Hort v Commissioner (780): No basis can be allocated to a leasehold (unlike an easement, see above) because it’s just the income from the property, not really property itself.  This is partly because the court thinks it would be too hard to allocate basis to income flow from property.  Instead, they make you wait for a more permanent disposition to use up basis.  

Gavit: When a trust is involved, all the basis goes to the asset, none to the income.  Hence, the income is taxable (even when it is a gift, see IRC §102(b)).  This works so as not to encourage complex dispositions of property to postpone taxation.

Gifts: exclusion and basis rules.

IRC §102(a): makes gifts tax free to the donee.

IRC §102(b): says a gift of just income from a property is taxable.  This codifies the result in Gavit, in which it was held that making a gift of future income cannot circumvent the taxation of that income.  

IRC §1015: says as to basis, the donee takes the place of the donor (see above) unless the property has depreciated.  So, the donee upon disposition will pay tax on the increase in value that occurred while the property was in the hands of the donor.  Taft  v Bowers (119) says this doesn’t violate the 16th Amendment.

What is a gift in the business context?

Duberstein: The test is intent of the donor (detached, disinterested generosity) based on facts and circumstances.  It is relevant, but not conclusive, that the donor deducted the gift as a business expense.

· Altered by statute

· IRC §274(b) says that gifts over $25 cannot be deducted.  The fact of a deduction means it is not a gift if over $25.  

· IRC§102(c): any gift given by an employer to an employer is not excludable from income.
Part-Sale and Part Gift Rules (e.g., when donee must pay gift tax)

1. For charitable organizations: Use 1001-1(e), treating it as part sale, part gift.  Allocate basis accordingly.  See also §1011

2. Between family members: Treat the whole thing as a sale even though price is low.

Rules to Live by: 

· Never give away depreciated property.  Sell it first and claim the loss and then give away the proceeds.  This is because of the basis rules for gifts where donor’s basis exceeds fair market value.  The donee cannot claim nearly the loss that the donor can.

· Hold onto appreciated property until you die so your heirs can benefit from the stepped-up basis rules.  

Income from Discharge of Indebtedness

· Income is realized if you do not have to pay back a loan in its entirety.  This income is realized at the time the debt is forgiven- when you pay it back only partially.

· See, e.g., Kirby Lumber (180)

· See IRC§61

· See IRC §108 for full statutory language. 

· this income is excluded if the taxpayer is insolvent or was a debtor in a proceeding under the Bankruptcy Act at the time of discharge.  

· The excluded income is effectively taxed later because of reductions in other tax benefits (primarily things that could have been deducted, not being able to be deducted up to the amount of income that was excluded under this provision, including basis of the property)

· Solvent farmers can also exclude this type of income for “qualified farm indebtedness”

· The reduction of a purchase money debt is treated as a reduction of the purchase price

· Student loan forgiveness is also excluded

Zarin (184): When a debt is one in which there is contested liability (such as this casino’s unethical credit practices), the settlement of the liability may be viewed as an adjustment in purchase price.  Hence, this is not taxable.  “When a debt is unenforceable, it follows that the amount of the debt, and not just the liability thereon, is in dispute.”  

Disposing of Property Subject to Debt: what is your basis and what is your income when you sell it?

Diedrich (194): A donor who gives a gift subject to the donee paying the gift tax realizes taxable income in the amount of the excess gift tax over the donor’s basis in the property. See Treas Reg 1001-1(e), dealing with transfers that are part sale and part gift.  Some approaches to this transaction:

3. For charitable organizations: Use 1001-1(e), treating it as part sale, part gift.  Allocate basis accordingly.  See also §1011

4. Between family members: Treat the whole thing as a sale even though price is low.

· When you sell property subject to debt, the amount of the debt that you no longer owe is included in your “income” subject to subtracting any remaining basis in the property you have.  Accordingly, loan money used to buy land is included in basis.  See Treas Reg §1001-2a and Crane (201) (extending this to nonrecourse loans)

· Tufts (211): applies Crane even when the face value of the nonrecourse loans is higher than the fair market value of the property subject to the debt.  So, if you give away property subject to 2 zillion dollars of nonrecourse debt, you must claim 2 zillion dollars of income.  You may, of course, deduct from it any basis you have left from whatever part of that 2 zillion dollars was used to buy/improve the property.  

· Recall O’Connor concurrence in which she notes that because the tax rates are different for capital gains and discharge of indebtedness (ordinary income), the transaction should be broken up into two components (a sale of property and a discharge of indebtedness).  Treas Reg. 1.1001-2 adopts this approach for recourse debt, but NOT for nonrecourse (see examples 7 and 8).  

· The real question left, then, is what basis the buyer takes when he takes such land.  The seller has claimed the whole debt amount as his gain.  To be consistent, the buyer should have basis of whole amount of loans too (because if he sells it (gives it away) and the Crane/Tufts rule is applied, it is only fair if he got to also claim that amount as basis.  One solution is in such cases not to apply the Crane/Tufts rule and instead only include in gain whatever amount was credited toward basis.  This is probably what is meant by the exception listed in Treas Reg §1001-2(a)(3)).  Other amounts used are zero (in which case none of the debt would be included as gain when sold) and the fair market value of the property (in which case this amount would be later included as gain when the property was sold). 

· Woodsam, in which the taxpayer exchanged recourse debt for nonrecourse debt in excess of the property’s value.  She wanted to include the extra loan money (not put into the property) in her basis as though she had sold the property at the time of getting the nonrecourse loan secured by the land.

· i.e., the switch from recourse to nonrecourse is not a sale or disposition of the property that would trigger a gain and basis adjustment.  

Realization

Gains

Eisner v Macomber (236): whether to tax stock dividend.  Court says that Congress has not the power to tax without apportionment stock dividends because 16th Amendment only applies to income, not capital.  The court construes this sort of unrealized gain to not be income.  This is no longer considered a constitutional principle, but it is embedded in our tax code.  

· §305  codifies this ruling, with limitations (if a taxpayer had the option to take cash in lieu of the dividend, it is taxable)

· Basis is allocated among the new and old shares equally

· New shares are deemed bought at time of old shares

IRC §109: income does not include the value, on the termination of a lease, of improvements made to the property by the lessee. 

· (this reverses the result of Helvering v Bruun, which also discusses the 16th Amendment and determines that taxation of unrealized benefits is constitutional, probably right) 

· §1019 also says that basis is not affected by tenant improvements (to be consistent with 109)

Woodsam: also included here.  Exchange of recourse for nonrecourse loans is not a recognizable event for tax purposes.  Especially since Crane does not treat nonrecourse loans differently.  

Losses…

IRC §1091: also does not let you realize a loss on stocks if you just sell them and then repurchase them in 30 days.  

Cottage Savings (261): An interpretation of 1001(a) “disposition of property.” Court incorporates a “materially different” requirement when property is exchanged in order to trigger realization.  However, because the possessors enjoy legal entitlements that are different in kind or extent, when the mortgage company exchanges mortgages this is a realization event.  (this is a different requirement than the like-kind requirement to trigger nonrecognition!)

Revenue Ruling 84-145 (288): An example of an asset that you don’t want to have to sell to claim the loss.  The case deals with an airline that owned rights to a route that became worth nothing due to deregulation.  The holding was that the loss in value was not recognized without a sale of some sort.

Nonrecognition Rules

Provided for by specific statutes.  Largely in response to problems of too much realization going on.

2 parts to a nonrecognition rule

1. Non-recognition

2. Basis preservation rule (to prevent tax forgiveness)

IRC §305 (a response to Eisner v Macomber): IRS does not recognize gains from stock dividends that are reinvested as capital

· corresponding basis preservation rule is at 307

IRC 109 and 1019 (see above) do the same for tenant improvements

IRC §1031: Nonrecognition for exchange of like-kind property.  

· property must be exchanged

· must be held for business, trade, or investment

· like kind requirement (generally, all real estate is like kind)

· exceptions

· can’t exchange stocks, bonds or notes

· can’t exchange a cow for a bull

· other random stuff

· 1031(d) is a basis preservation rule

Jordan Marsh (276): sell and lease-back situation.  Occurs when taxpayers don’t really want to get rid of property but want to claim a loss.  Taxpayer can claim the loss because the sale is recognized the lease in return is not of like-kind.

Imputed Income: an unintended exclusion

Unintended exclusions: When you do work for yourself that is outside your regular paying job (like paint your own house

· second spouse imputed income is a huge example.  This decreases incentives to work because means must make significantly more for it to pay to work.

· See problem set #7

· Another example is home ownership.  While the income we use to pay rent is taxable, if we simply own the house that benefit is tax-free.  

· §163(a) allows a deduction for all interest (for investments, only up to investment income).  You can deduct the full amount for mortgage interest.  This allows those without the cash up front to get the benefit also of the imputed income from home ownership. §163(h) limits the types of interest that are deductible further.  

Tax Expenditures/Tax-Free Municipal Bonds: intended exclusions

Intended exclusions: Using the tax system as a benefit delivery system (often problematic)

· IRC §103: excludes interest on state or local bonds from gross income

· Ideally, this will allow the state/local governments to issue bonds at the exact lower interest rate to attract top bracket taxpayers to their bonds.  The taxpayer will not really get a benefit because his rate of return will be the same as it would have been on the private bonds after taxes. The result is a net transfer from federal government to state/local governments.

· This scheme got out of hand when state/local governments began offering industries bonds to finance their own projects.  This meant that all the bonds (even private ones) were working to give this subsidy to the local governments.  Ran out of top bracket investors and had to increase the interest rate slightly to attract lower brackets.  This meant that for top bracket investors, they got part of the subsidy that was intended to go to local government.  

· New laws fixed this by preventing state/local governments from putting any money into interest bearing obligations.  

Capital Recovery

· Business deductions for capital expenditures cannot be deducted immediately.  Must be spread out over the years that income is received or possibly deferred until sale (§163)

The question is: what must be capitalized and what may be immediately deducted as a business expense?

Encyclopedia Britannica (551): When the company pays an independent contractor to create a manuscript for a new book, this cost must be capitalized and slowly deducted.  But when they create the book in-house, the expenses are deducted as ordinary business expenses (because it’s too hard to separate out each expense for each book)

· Altered by statute (§263A) so that even in-house expenditures on such assets must be capitalized.  

· The Supreme Court has held that anything that creates long-term benefits to an organization must be capitalized (see INDOPCO, p 562, in which they required the costs of a merger to be capitalized)

Repairs and Maintenance:

Test seems to be whether the repairs increased the value from its expected amount.

Midland Empire (563): Unexpected repairs lead to current deduction in this case because it seems that they have only put the taxpayer back into the position he expected to be in.

· court effectively makes an exception to the realization requirement here by letting him deduct the cost of this loss currently rather than waiting for sale.

· Maybe deduction for repairs is a substitute for deduction for unrealized losses

Sprinklers in Hotel (567): Found to increase the value so capitalized instead of deducted currently.  

· Significant future benefits test used with a confusing result in Revenue Ruling 94-38 (568) where some repairs were deducted currently and others were capitalized.

One theory is to allow a current deduction for replacement parts that have a shorter useful life than the asset as a whole.  This approximates the correct result (which would be achieved by depreciating each component part of the asset according to its specific useful life).  Things that are not replaced but upgraded (e.g., sprinklers above) are capitalized.  This only explains SOME of the cases (replacement roofs, e.g., must be capitalized!).  This is because there is a competing theory that the depreciation rates are actually averaged over the lives of all the component parts so all repairs should be capitalized under this theory.  

Depreciation allowed for other stuff:

· amortization (the term used to deduct expenses put into something that won’t really depreciate, like a book that an author writes.  As it creates income, he can deduct the expenses incurred in the writing of it).  

· You can elect to amortize start-up costs (also like the author example) over the period of at least 60 months.  Otherwise, no deduction at all for them.  See §195

· You can also amortize good will and other intangible things that don’t depreciate exactly like other things.  See §197 and below

How much depreciation should be allowed?

In theory, straight-line depreciation should be used so the value of the asset should be divided by its useful life to determine annual depreciation.  But, Congress wanted more favorable rules. Hence:

Declining Balance Method: Straightline percentage is determined and then increased by a specified factor.  

IRC §168 (applies only to tangible assets): 

· in general the method used for 3, 5, 7 and 10 year property is the 200% declining balance method.  So, an asset worth 10,000 with a useful life of 10 years and no salvage value would be depreciated by $2000 the first year, then $1600 the second year. And so on until $1000 was reached and then it would be depreciated for the remainder at $1000/year.

· in general, the 150% declining balance method is used for 15 and 20 year property

· generally real property is done straight line still  

· Salvage value is statutorily assumed to be zero (§268(b)(4))

· For some property, straightline is still used

· nonresidential real property

· residential rental property

· any railroad grading or tunnel bore

· property with respect to which the taxpayer elects 

· etc

· The useful life of any tangible asset is statutorily determined according to what class of thing it is (see also 168)

· In general this is below the actual useful life so this is advantageous to taxpayers too

Intangible assets: 

Generally governed by §197 depreciation rules.  

· 15 year period

· long-ass list of intangibles.  

The Business (allowable deduction)/Personal (no deduction) Borderland

“Not for Profit” activities…

Nickerson (460): Guy bought a dairy farm in scenic area.  IRS doesn’t want him to be able to claim his losses because believes it is his form of enjoyment.  Rule is that for “not for profit” activities, there is no deduction for losses (§183) except to the extent that they offset gains.  Test for whether the activity is business (for profit) vs personal (not for profit) is:

· if it has made a profit for 3 out of 5 previous years, then assume it’s a for-profit venture (§183(d))

· if not, then must use the multi-factor test outlined in Nickerson, in which the court found it acceptable that they were later expecting to earn a profit

· Note that when §183 applies and losses are only allowed to offset gains, other provisions still apply (§67 and §68) so that the activity’s gains will still be positively taxed even though the overall venture was a loss.  

Business lunches…

Applying §162, there is a “primary purpose test” for deductions for expenses related to trade or business.  Moss deals with this limit.  

· Moss (497): Daily business lunches with fellow attorneys.  Employee deducted the expense.  Court found it was a personal expense (nondeductible) because the food wasn’t necessary for the business purpose (CAN deduct if there’s a client around).  

· If the employer had paid for the food, would not be deductible under §119 because not on business premises.  Would therefore tax the employer for this amount as a form of substitute taxation because we know that the employee would not be claiming it as income.  

· If the court had decided the employee could deduct the meals, would then ALSO have to apply §274

General Rules…

1. Business Nexus test (§162)

2. Specific disallowances (274(n), (l), (m))

3. Substantiation requirement (receipts etc)

Deductions: Calculating taxable income (below the line deductions)

Calculating Taxable Income: the mechanics 

Below the line deductions for individuals:

Can either take the standard deduction or itemized deduction (see §63) AND the amount for personal exemptions (§151)

Notice that deductions create an upside down subsidy (as do exclusions) because of the tax rate structure.  This becomes important in deciding when to phase out deductions.  Are the deductions part of the definition of income or are they meant to be a subsidy to the pitiful?  Legislative compromises lead to floors and phase-outs and complex stuff.

Things that are deductible below the line:

1. interest sometimes (§163)

2. state and local taxes (§164)

3. charitable donations (§170)

4. non-reimbursed trade or business expenses (§162) (if for meals, limited by 274(n))

5. medical expenses (§213)

6. casualty losses (§165) including loss from theft, capital losses not otherwise covered, wagering, etc.  Subject to specific limitations ($100 floor and generally only allowed to offset casualty gains, unless more than 10% of adjusted gross income)

7. expenses for the production of income (§212)

8. NO DEDUCTION for personal living expenses (§262)

9. NO immediate deduction for capital expenditures (see §263).  Must be capitalized and slowly deducted through depreciation rules if at all.

10. Note that losses from sale of property are above-the-line deductions (see §62) even though other capital losses can still be deducted below-the-line (see §165)

Phaseouts that Apply

Miscellaneous itemized…(floor) 

IRC §67(a): For all deductions that don’t fit within other specific statutorily-allowed deductions (medical , interest, taxes, casualty, charity, etc), but NOT including those disallowed (e.g., for personal living expenses), there is a 2% floor.  So, you can only deduct these expenses if they are greater than 2% of your income.  

Medical Expenses…(floor)

IRC §213 (a): allows these deductions but only to the extent that they exceed 7.5% of adjusted gross income

Phase out for deductions in General…

IRC §68(a): Reduces the total amount of itemized deductions for rich people.  If income is greater than $100,000, you must subtract from your total deductions 3% of the excess income over $100,000 UP TO 80% of your total deductions.  

Exemptions for Self/Dependents…(phased out)

IRC §151: $2000 each for self, spouse, and kids so long as either under 19 or students under 24 and not married.

· phase out: When income exceeds the threshold amount ($150,000 for joint return, $125,000 for head of household, $100,000 for single, and $75,000 for married filing separately), the exemption is reduced by 2% for every $2500 over the threshold amount (1250 for married filing separately)

In general, list the deductions on the left side.  Then write out the amount each deduction is to be reduced by.  Then total the deductions.  Then apply §68(a) to reduce the whole amount

· Notice that the phasing out of deductions increases the tax rates between two incomes more than is indicated by just the differing marginal tax rates listed in the rate schedule.  

· There are two ways to change taxes 

1. marginal rates directly

2. tax base calculations (how much of taxpayer’s income counts)  

· can be altered by phasing out deductions.

· Phasing out of deductions indicates that we think of deductions as subsidies, not as part of the definition of income, which should stay the same for all income ranges.

Personal Deductions Further Explained

Casualty Losses

HOW MUCH MAY BE DEDUCTED?

· May deduct only up to basis

· There is a $100 floor (see §165(a)

· Can only claim what is above and beyond 10% of adjusted gross income!

WHAT IS A CASUALTY LOSS?

· See §165 (c ) (3)

· Suddenness, negligence and statutory language all play a role in definition

· A drought doesn’t count, but a flood does

· A cat having an epileptic fit does not count (Dyers, p 408)

· Guy who burns down own house while burning his wife’s clothes does not count because of gross negligence (Blackman, 411)

Medical Expenses

§213(d) gives a very broad definition.  Narrowed by common law.

Taylor (416): No deduction for law mowing even though doctor told him not to do it himself.  

Ochs (417): Costs of private school for kids while wife sick not deductible (although sending her away would be deductible) This may be to make it fair for those with dead wives who can’t deduct this.

Charitable Donations

· Typically justified as “direct democracy” thing

Bob Jones (436): involved a challenge to taking away tax exempt status of school (§501(c)(3)) and deductibility of donations (170(a))

· Court said Bob Jones (racist) doesn’t fit the statutory requirements because reads in a common law definition of charitable to mean that it can’t be violative of public policy

· The dissent felt that Congress, not the courts, should make this determination

· The result is that we have IRS oversight over charities.  Is this good?

Wealth effects of charitable contributions

· Because of the rules regarding charitable deductions, it used to be bad to donate long-term capital gains property

· Now, however, Congress more than fixed that by adding §170(e)(3) (for inventory property) and §170(a)

· 170(a) is the most favorable which is real estate, intangible personal property, and property that is related to the charitable cause.  

· donating overvalued property can actually lead to the donation leading to a profit!

· to prevent this, Congress imposed punitives in these cases and substantiation requirements.  Also §68 phases out these deductions for the wealthy.

What is a donation?

Ottawa Silica (426): Not a charitable donation if you get a substantial business benefit (more like a sale then).  Intent of donor test is used.  The Service doesn’t push this test too far.  

What is Above the Line (definition of adjusted gross income, §62) vs. Below the Line (definition of taxable income, subject to phaseouts, floors, etc)?

 Work Expenses

1. If reimbursed, above the line according to IRC §62(a)(2)(A)

2. If not reimbursed, below the line.  Allowed as deductions under IRC §162 (trade or business expenses), but subject to both §§67 and 68 limitations. AND §274(n) further limits deductions for meals to 50% of the cost.

· §§67 and 68 only apply to individuals

· so sole proprietors only limited by 274(n)

· the idea is that employers police expenses

· the lesson is that you must look to the code to determine above-the-line vs below-the-line deductions.  If it’s not in §62, then it’s below the line (right?)

· Losses from sale of property are above the line (see §62)

· Employer and Self-employed employee health insurance payments are above the line (and, of course, the reimbursements paid to you aren’t income.  It’s just like they simply paid the costs for you)

· Private health insurance payments are below the line deductible like other medical expenses.  Less favorable

· Business expenses are above the line

Tax Shelters

Tax arbitrage: when you substitute income taxed at a lower rate (e.g., capital gains) for ordinary income.  A transaction where the only reason you do it is to avoid taxes.

· In some sense, this is what you are doing when you borrow money to buy a house (substituting imputed rental income (taxed at zero) for ordinary income from salary (because can deduct the interest payments from your ordinary income)

· Also done with respect to tax free municipal bonds when the interest rates on bonds were high enough so that the tax benefits were greater than the loss in face value return for top bracket tax payers.  If you borrow money to buy these bonds, then this is arbitrage if the interest on that money is deductible because you are substituting the tax-free (though imputed tax due to lower interest rates) for ordinary income.  Congress fixed this through 265(2), which says this interest is no longer deductible.

Knetsch (624): Guy borrows money to invest in an annuity.  The interest on the loan is higher than the return on the investment.  But the return on the investment is not taxed for a very long time so he gets huge time value of money benefit.  

· §264 enacted to stop this arbitrage scheme.  But you can still do it if you buy the annuity with your own money (not arbitrage really anymore)

Growth stock arbitrage scheme: invest in growth stock rather than bonds with a constant return because you won’t be taxed on the return until you cash out.  This is arbitrage if you borrow money to do it and deduct the interest.  Because this means you are substituting income (note, however, that doing it with own money is sort of the same because you are substituting this type of investment for what would be a more profitable type of investment if it weren’t for tax consequences)

· §163(d) limits the amount of interest payments a taxpayer can claim in any given year so they can’t claim more interest than they claim as investment gain.  This destroys this arbitrage scheme.

· All the taxpayer gains through arbitrage is the benefit of the tax rates already available to those with big bank accounts.

Franklin (631): A wash transaction occurs whereby property is “sold” to the Franklins for $1000000.  This purchase is accomplished by a loan from the seller to the Franklins for the same amount.  Then, the Franklins lease back the property to the seller and the rental payments are the same amount as the loan payments.  No money and no property changes hands.  But the Franklins can deduct $100000 worth of depreciation from their ordinary income and thus defer those taxes until they dispose of the property (at which time they will receive income from discharge of indebtedness)

· Court said no dice because seller was the lender too

· Allows massive overpricing of the asset (without overpricing, the only way a tax gain can occur is if the seller is in a lower bracket than the buyer, because otherwise he could have simply taken the deductions himself)

Other rules to prevent tax shelters:

· §465: Cannot deduct as depreciation any amount greater than that which you have invested of your own money (amount at risk) or amounts for which you are personally liable (until you receive gain; you can always deduct the losses from the gains from the same activity)

· §469: Cannot claim losses for passive activities except, again, to offset gains.  Passive activities include

1. all trade or business in which you don’t “materially participate”

2. rental activities except for those carried on by real estate professionals

