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Preface

As one, lone law professor, | have little direct apitih reduce tuition costs for my students.
When writing this textbook, however, | decided to decline expressions of interest from the legacy
legal publishers in favor of making this textbook available as a free download over the internet (in
ePub format foiPads, Mobi format for Kindles, and pdf format for laptops), with acoat, print
on-demand alternative for those who like a hard copy. Fortunately, eLangdell (a division of CALI,
the Center for Computekssisted Legal Instruction) has been an idedinea in this regard.

In addition to eliminating (or lowering) student cost, this mode of publication will permit me
to quickly and fully update the book each December or early January, incorporating expiring
provisions, inflation adjustments for the comicalendar year, new Treasury Regulatiets, in
time for use in the spring semester, an approach that avoids cumbersome new editions or annual
supplements. This publication method also makes the textbook suitable for use as a free study aid
for studems whose professors adopt another textbook, as this textbook walks the student through
the law with many more fact patterns and examples than do many other textbooks. While this
practice adds length, | believe that it also makes the book more helpfutiémtst in confronting
what can be daunting material. Finally, having the textbook easily accessible to foreign students
enrolled in a course examining the U.S. Federal income taxation of individuals is important to me,
and having the textbook availableafree internet download succeeds well in that regard.

A Teacher 6s Manual iI's available for professdc
their course.

This textbook is not intended to be an exhaustive treatise; rather, it is intended tonbeefar
useful than that for beginning tax law students by equipping the novice not merely with unmoored
detail but rather with a rich blueprint that illuminates the deeper structural framework on which
that detail hangs (sometimes crookedly). Chapter inegtithe conceptual meaning of the term
Ai ncome 0 ftagpurpasesi(ag appoked to financial accounting or trust law purposes, for
example) and examines the Internal Revenue Code provisions that translate this larger conceptual
construct into positie law. Chapter 2 explores various forms of consumption taxation because the
modern Internal Revenue Code is best perceived as a hybrid hooorsgmption tax that also
contains many provisiodsfor wise or unwise nontax policy reasénthat are inconsistentith
bothforms of taxation. Chapter 3 then provides students with the story of how we got to where we
are today, important context about the distribution of the tax burden, the budget, and economic
trends, as well as material on ethical debates, econthraaries, and politics as they affect
taxation.

Armed with this larger blueprint, students are then in a much better position to see how the
myriad pieces that follow throughout the remaining 19 chapters fit into this bigger picture, whether
comfortably or uncomfortably.For example, they are in a better position to appreciate how
applying the income tax rules for debt to a d@mnced investment afforded more favorable
consumption tax treatment creates tax arbitrage problems. Congress and the enumsigh
combat these tax shelter opportunities (sometimes ineffectively) with both statutory and common
law weapons. Stated another way, students are in a better position to appreciate how the tax system
can sometimes be used to generate (or combat) @mdieconomically inefficient rersieeking
behavior.
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The ter m rileenctosnboomniecr e has a speci al meaning t
with the common meanimyf that word to thoserho pay money to a landlord to liuea flat One
way toreaeffisme ifm t his s ewealth accessiaenjoyesl Ayya pérdorat t h ¢
(the rentier)that would not have occurred in a perfectly competitive aagisprarent economy
Rent, in this special sense, represents the mere shift of wealth from others to the rentier (rather
than the creation of new wealth) througmanipulation of the social or economic eviment to
enrich oneself ornithe pithy words of the The Econommsta gazi ne, A[ c]J utting
slice of the cake r at hBlacknaihisarfornmad ikepahrgrseekmg c a k e
behavior, but much rerseeking behavior is perfectly legal. In the tax environment, it can mean a
Apr of i tadhing roeetthan agransfer, in effect, from the Treasury (other taxpayers) to the
rentier, a phenomenon that raises not only economic efficiency concerns but fairness concerns.
Rentseeki ng behavior i s a si gdbothingidaandoutgidethd | em |
tax systemd but the tax system can also provide policy makers with a ready tool to combat such
behavior (if they wish to use it).

The underlying conceptual framework, context, and ethical and economic theories provided
early on are then refenced throughout the book, providing the common thread with respect to
every topic studied.

In addition to providing a solid grounding in the conceptual and policy underpinnings of the
income tax imposed on individuals, this textbook explores a suffiai@ount of detail to teach
students how to continue learning on their own. Indeed, so much of law school is guiding students
in learning how to learrso that they can practice effectively over the course of their careers as the
law ever evolves. Such ap@oach should well equip the students who go on to take -lgar
tax classes (who will add even more detail to the structural framework learned here), as well as
those who wish merely to be aware of the fundamental tax issues that might ariseriarttaeir
practices (so that they know to do more research when the time comes or to seek help from a tax
specialist where necessary).

| also have a third audience in mind for this book, however: legislators, judges, policymakers,
and those who simply wislb be better equipped as citizens in evaluating what they read about in
the popular press about taxation in the U.S. Because this textbook does not merely recite and apply
rules but explores the deeper internal logic (and evolution and policy) underlgngntiie
structure of the Federal income tax, readers should leave with a more sophisticated understanding
of the often unspoken context underlying popular debates. In particular, Chapters 1, 2, and 3 may
be good vehicles to use as an introductory urdttiax Policy Seminar coudezspecially because
the book can be downloaded for free.

Indeed, | think that one reason why taxation is such a fascinating subject (no sniggers, please)
is that it affects literally everyone in society, whether directly orautiyd everyone from the
single mother trying to make ends meet, to the bright student putting herself through college and
incurring large debts to do so, to the entrepreneur with a good idea, to the Fortune 500 company
contemplating a merger. As Profesbbichael Graetz (Columbia University) once observed, many
more people file tax returns than vote in Presidential electiblosy we choose to tax ourselves
says a lot about how we view ourselves as a country and as members of a community that are
inextricably interrelated, as tax dollars create the common physical and intangible infrastructure

1 www.economist.com/economiesto-z/r.
2 Jeffrey Y. Yablon,100 Years of the Tax Code: 100 Tax Quotd®Tax NOTES1617 (2013).
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that permits the flourishing of both human capital and the economy. Fascinating stuff!

In addition to text, cases, and other primary authority (and problems),xtbiedk is unusual
in including not only charts and graphs but also links to a few New York Times articles that help
to illuminate contrasting viewpoints, to provide relevant data or history in a very short space, or to
reveal useful context surrounding tissue under study. | publicly thank the New York Times
Company for permitting links to articles without charge. (I would have done the same with articles
from other sources if they had similarly permitted such use without charge.)

Case excerpts are oftabbreviated to be more manageable as pedagogical tools (especially in
light of the many demands on student time). Case footnotes that are included use their original
numbering, indicated by being enclosed in brackets. My own original footnotes are utdzfacke

Senator Everett Dirksen is famously thought
and pretty soon y o u 0YAediffierent pairitsinghis ddolg some verglarge mo n e
numbers are inevitably used, including millions, billions, and trillions. As they all use the same
word ending, sometimes it is easy to lose sight of the magnitude of differences among them. For
example, tidies show that many people unconsciously estimate 1 billion to be about a third larger
than 1 million because it contains three additional zeros when written in numerals (1,000,000,000
versus 1,000,000), but one billion is actually 1,000 millions (andillién is 10,000 millions).

The difference between a trillion and a billion is similar.

Here is a helpful tool that aids in visualizing the vast differences among 1 million, 1 billion,
and 1 trillion. One million seconds is only about 11.5 days. Oherbgeconds is almost 32 years.
One trillion seconds is more than 31,688 years.

Finally, you will learn in the Introduction that Congress enacts our tax laws, as signed by the
President. Here is one bit of contextkeep in mind as you move through the course: in 2011 the
average wealth (the value of asdetsdebt) of U.S. Senators was $11.9 million, and the average
wealth of House members was $6.5 millfdvhile a few outliers can skew averages, even median
networth exceeded $1 million in each of the House and Senate id 20ffllestone.i | f t he i de
of Congress was that you have the butcher, baker, candlestick maker representing the people,
wedve come to a system where®we certainly don

| would like to thank several tax law professors who served as peer reviewers for many of the
chapters in this book. Their comments were substantive and insightful, and they resulted in
material changes in the cserof my final revisions that substantially improved the book. After

3 Although many claim to have heard Senator Dirksen speak this phrase, it has never been doSeeented.
www.dirksencenter.org/print_emd_billionhere.htm

4 Richard RubinSeconeHome Deduction Future Depends on Congress Usinaj It
www.bloomberg.com/news/204B7-23/seconehomedeductionfuture-dependson-congresaisingit. html.

5 SeeEric Lipton, Half of CongressMembers Are Millionaires, Report Sags
www.nytimes.com/2014/01/10/us/politics/mettean-half-the-membersof-congressare millionaires-analysis
finds.html?_r=0

5 Rubin,supranote 4.



working on this textbook for nearly two and ehalf years, | was so close to it that | could no
longer see some of the ways in which it could be improved, and | deeply appreciateethadim
effort that they took in their careful reviews. In alphabetical order, they are Ellen Aprill, Neil
Buchanan, Pat Cain, Adam Chodorow, Leandra Lederman, Roberta Mann, and Kerry Ryan. Many
thanks!

| would like to dedicate this textbook to the manynm&levelaneMarshall College of Law
students that | have had the pleasure of having in my classroom since | began teaching law in 1989.
You rock!

This 1.0 version of the textbook is current through October 2014. Happy journey!

Deborah A. Geier

Professoof Law

ClevelandMarshall College of Law

Cleveland State University

My bio can be found at:
http://facultyprofile.csuohio.edu/csufacultyprofile/detail.cfm?FacultylD=D_GEIER
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Introduction

Congratulations, law student, on your smart decision to take the introductory course exploring
the U. S. Feder al income taxation of individual
dispel several misapprehensions about the practice and study of tax law.

Some law students believe that tax lawyers spend their time filling out annual in@ome t
returns. Even John Grishdéna lawyer (though not a tax lawyer) before becoming a nodelist
wrote the following opening paragraph in Chapter 29 of his ridvelFirm the hero of which was
(walt for it) a tax lawyer.

A week before April 15, the workaholies Bendini, Lambert & Locke [a boutique

tax firm] reached maximum stress and ran at full throttle on nothing but adrenaline.
And fear. Fear of missing a deduction or a wotkor some extra depreciation that
would cost a rich client an extra million so. Fear of picking up the phone and
calling the client and informing him that the return was now finished and, sorry to
say, an extra eight hundred thousand was due. Fear of not finishing by the fifteenth
and being forced to file extensions and incurpegalties and interest. The parking

lot was full by 6 a.m. The secretaries worked twelve hours a day. Tempers were
short. Talk was scarce and hurrfed.

A good read but an absolutelyidiculous description of tax law practice! Holoring that
would be. The only annual tax return | have ever completed is my own, and | know some tax
lawyers who do not even do that. While some tax lawyers (particularly in smaller firms) may
complete annual tax returns for their clients as an ancillary setwithem, most tax lawyers in
law firms (and tax lawyers providing tax consulting services in accounting firms, as opposed to
compliance services) typically armeansactional lawyers who advise clients in structuring
transactions in a tagfficient manned wh et her the Atransactiono i s
divorce, or a business one, such as a corporate merger. Tax practice is, therefore|dokivayd
and can be very creative. Other tax lawyers work in resolving tax disputes between taxpayers and
the Federal government, first through Internal Revenue Service (IRS) internal appeals processes
and second, if necessary, through litigation.

In addition, some students worry that they will be at a significant disadvantage in this course if
they believethms el ves t o be bad at math (or fAmaths, o
took accounting or business classes as an undergraduate. Balderdash! My undergraduate major
was Psychology, and | was a Registered Nurse in Maternity Surgery for severayeeef. Yet,
| practiced tax law with the Wall Street firm of Sullivan & Cromwell. (I would have laughed out
loud if anyone had told me on the first day of law school that | would become a tax lawyer, but |
took my first tax law class and was hookedgrkbver, | am living proof that you need not be a
math whiz to be a tax lawyer. While simple math (such as addition, subtraction, multiplication,
and division) is often necessary to illustrate the underlgmriple at stake, tax law is actually a
deeplyconceptual body of law based on primary principles surrounding the meaning of the word

1 JOHN GRISHAM, THE FIRM 363 (Dell Publishing paperback ed. 1991).
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Ai ncomeod for tax purposes. Tax | aw practice i
Afgenerally accepted account i ng sepseinrceatipglae s . 0 |
Ai ncomed statement for financi al accounting

principles by inadvertently providing consumption tax treatment through the badékdoor
irrelevant concern for financial accounting purp@ses e\en providing bettethanconsumption

tax treatment in the form of tax shelter profits. Where accounting majors might have a teensy
weensyinitial advantage is in familiarity with some of the nomenclature (if they have heard tax
terms of art before), butahis quickly overcome. Just as your fiystar law professors assumed

that you had no prior knowledge of contracts, torts, or criminal law, this book assumes no prior
knowledgeHereis where you are expected to learn about the subject matter. Soméesttax

law students, in my opinion, are English majors because they have had lengthy praetidenm
language carefullywhich brings me to my next point.

One of the best reasons to take tax (even if you have absolutely no intention of consagering t
as a specialty area of law practice) is because it is the best course, in my opinion, in which to
practice the skill of reading, pulling apart, and making sense of complex statutory language. While
the U.S. still considers itself a common law countrgstrof the law that you will practice today
is actually embedded in statutes and their related administrative materials. Even much of the
formative common law in such areas as contracts, property, and criminal law has now been
codified. The skill of pullig apart the clauses and subclauses of statutory language and
understanding their complex sentence structures is not intuitive. It takes practice. After having
practiced this skill in tax, you should be in a much better position to pull apart the language i
statutes enacted in the future (and in other areas of law) that are not even a glimmer in the eye of
any current legislator today.

Finally, tax lawwill affect your civil practice. Whether you are advising the divorcing couple
who will be dividing property and arranging cash payments from one to the other, drafting a
complaint for an injured person who is wondering whether damage awards are inclu@abksin
Income, discussing with the entrepreneur the considerations to take into account in choosing the
best entity form through which to start her new business, and more, tax issues will arise in your
practice. If only to get a tax lawyer involved at tight time (ideallybeforethe event), you need
to be aware of potential tax issues, and this is the course in which to begin forming that awareness.

This textbook focuses on the Federal income tax as it applies to the individual, whether that
individual is an employee of another, the sole proprietor of a business, or the sole owner of a
limited liability company (LLC), an entity created under state law through which the business is
conducted. To explore the | atterkswbocahemeel
the saying goes. The plumber may choose to operate his plumbing business directly, without
creating any state law entity (a sole proprietorship), or he may choose to house the business in an
LLC that he creates under state law. So laagur plumber owns 100% of the LLC ownership
interests, the existence of the LLC is usually ignored for Federal income tax purposes, as though
the owner did not create the state law entity but rather runs the business directly as a sole proprietor.

In tax jargon, singlo wner LLCs are nAndisregarded entities.
all owabl e deductions appear on the sole owner

Many of you may go on to other tax courses, such as the course examining the income tax
consequeces of operating a business through a corporation, partnership, clowngt LLC.
Some will take the course exploring the Federal income tax consequences of international
transactions or the course examining the gift and estate tax consequenceshdfavesd#rs from
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one generation to the next. Some will take the course examining tax procedures, penalties, and
crimes or the course considering the taxation ofebeempt organizations. This course provides
the solid foundation for them all (and others).

As a tax lawyer, | cannot resist dropping a quotation from the late Erwin N. Griswold, former
tax lawyer, former Solicitor General of the United States, and former Dean of the Harvard Law
School, who once wrote:

It is high time that tax lawyers rise updefend themselves against the charge that
tax work is narrowing and stifling. On the contrary, it seems difficult to find a field
which leads practitioners more widely through the whole fabric of the law. A tort
lawyer is a tort lawyer, and a corporatiamwyer is a corporation lawyer. But a tax
lawyer must deal constantly not only with statutes and committee reports and
regulations, but also with questions of property, contracts, agency, partnerships,
corporations, equity, trusts, insurance, procedurepuatding, economics, ethics,
philosophy. [They] must be broad in [their] background and in [their] outlook, if
[they arze] to deal with the manifold problems which make up the modern field of
tax law:

Although written in 1944, the sentimentis truertoday an ever before in NAthe
l aw. 0

Federal tax law involves all three branches of government, which means that the study of tax
law is a study in administrative law, as well.

The legislative branch

Congress enacts tax statutes, which are periodicattpddied in Title 26 of the U.S. Code,
commonly referred to as tHaternal Revenue Codef 1986, as amendedhough a few non
codified tax statutes can be found outside Title®28nder the origingon clause of the U.S.
constitution? tax bills must originate in the House of Representatives, though the clause adds that
At he Senate may propose or concur with- Amend.]
guoted phrase, i ipowerpga ament is geaeratlyluederSoedta e es@ soad
that the Senate can replace the enti PEustext o
today the origination clause may mean little more than that the bill must have an H.R. number (for
House of Representatives) rather than an S. number (for Senate).

The most important (and powerful) Congressional committees when it comes to tax matters are
the Ways and Means Committee in the House and the Finance Committee in the Senate, both of
which have jurisdiction over tax matters. If the bills passed by the House and Senate, respectively,
differ (as they virtually always do), a Conference Committee is appointed to hammer out the
differences. Once the conference bill is passed by both housesgaed &y the President, it

2Erwin N. Griswold,The Need for a Court of Tax AppedB§ HARV. L. REv. 1153, 118384 (1944).

3 The year 1986 saw the latest recodification if the Internal Revenue Code. Prior to 1986, the Code was referred to as
the Internal Revenue Code of 1954, as ateen The 1986 recodification accompanied fundamental reforms enacted

in the Tax Reform Act of 1986, which you will read about in Chapter 3.

4 Article I, 8 7, clause 1.

5 ERIK M. JENSEN THE TAXING POWER: A REFERENCEGUIDE TO THE UNITED STATES CONSTITUTION 171 (2005).
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becomes law.
The executive branch

The law that Congress enacts is not-sgkcuting but rather must be administered by the
executive branch, primarily through the Treasury Department and the Internal Revenue Service,
with the later being a sermutonomous institution within the former. The Treasury Depant,
throughits Assistant Secretary for Tax Policy, played a particularly important role in tax reform
efforts in the 1980s, though its role in tax reform appears to berl@ssynced today.

Treasury Regulations.One of the most important functions of the Treasury is to draft and
issue Treasury Regulations. Most of these regulations are issued under the general authority found

in 8 7805 of the Code, which empowersthe Treasut o i ssue dall needful r
the enforcement of this title, including all rules and regulations as may be necessary by reason of
any alteration in law in relation to interne

regul atntes paetfived regul ations because they
by providing examples, resolving ambiguity, and filling in gaps. For example, you will learn in
Chapter 5 that 8§ 119 allows employees to exclude from Gross Income tleeovaheals and

lodgings provided to them in kind by their employemly if they are furnished for the
Aconvenience of the employer, 0 but Congress
empl oyero in the statute. rEds.lReg §81lTliParalprovidgs de f i |
several examples.

In addition, Congress sometimes specifically directs the Treasury in a particular Code section
to issue regulations that, in effect, create the law where Congress has not, referred to by some
commentatd as fisubstantiveo or Al egislativeodo regu
issued under 8 7805). The best example of this is found in § 1502, which delegates broad authority
to the Treasury to create the rules under which a group of commaengdocorporations can file
a single, consolidated tax return instead of separate returns. These regulations, found in Treas. Reg.
8 1.1502, are quite long, detailed, and comprehensive. Another good example is § 482, which
empowers the Treasury to issueulagions that allocate income, deductions, credits, among

related entities in order to fAclearly reflect
course examining the Federal income tax consequences of international transactions wikencount
the complex fitransfer pricingo regulations i s:¢

seek to prevent crogsrder income shifting between related entities through manipulated sales,
services, royalty, and interest rates and péiceartiaularly when it results in a shift to a tax haven
that does not have any real economic connection to the underlying business activities.

As these examples imply, the Treasury regulations pertaining to a particular Code section are
usually preceded bytheermb er @A 10 and a period, though you v
number (such as 301, 305, 31, 8ts) followed by a period (for procedural reasons).

Treasury egulationsare often issued in proposed form for public notice and comment in the
Federal Register before being made final. Tax lawyers are often very active in commenting on
proposed regulations, both as individuals and as members of professional organizatioas, suc
the American Bar Association Section of Taxation and the New York State Bar Association
Section of Taxation. The Treasury may (or may not) amend the proposed regulations before
finalizing them in reaction to suggestions from the practicing bar. UBdéB05(b), final
regulations can be made applicable retroactive to the date on which first proposed to the public,
though the Treasury may decide to make them prospective only if the final regulations make
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significant changes to the proposed regulations.

Some proposed regulations are also issued simultaneously as Temporary regulations if
immediate guidance is needed. Unlike proposed regulations, Temporary regulations are effective
immediately, but they automatically sunset in three years under § 780%{@gR2made final by
then. Temporary regulations are indicated with the letter T in its notation, such as 8§ 12963(a)

a regulation that |l ost iIits ATO0 in 2013 when i

While the statute enacted by Congress is the supreme source otitbgalty (and thus is your
best authority to cite in a legal memorandum or brief), Treasury regulations are not far behind.
Nevertheless, taxpayers sometimes argue in court that a particular Treasury regulation imposing
an unfavorable outcome is invalidlase yond Tr easuryds interpretive
with its related statutory language. Such cases are very difficult, though not impossible, to win,
but they raise a subsidiary question. What level of judicial deference is accorded to Treasury
regulations by courts? More specificaliijpesthe administrative law analysis provideddhevron
v. Natural Resources Defense Couhgibvern judicial review of Treasury regulations? Under
Chevron t he first question i s essbddgheprecise qDestogate s s
issue, 0 and this inquiry is made wusing the A
reviewing court believes that Congress has done so, the court must abide by the answer provided
by Congress, even if differentoim that provided in the regulation under review. If the court
determines that Congress has not directly ans
the agencybés answer is based on a permiessi bl e
court must defer to a fApermissibled construct
the construction is not one that the court would adopt on its own in the absence of the regulation.

Piort o the Supr eme CoMayotFéuasdati@nOvl Wnited Sthtéssome i n
academics and practitioners clung to a belief in tax exceptionalism, under whsgetasic, pre
Chevron cases called for greater deference to legislative or substantive regulations than to
interpretive regulations angsed different language to test the validity of each ${ayoput an

end to such specul ation, stating that Awe a
administrativer evi ew good for tax |l aw only. To the <co
the i mportance of maintaining a uniform®approa

Thus, it is now fairly clear that h e v rtveosstépsanalysis governs judicial review of the validity
of a Treasury regulation.

The national office ofthe IRGf f i ce of Chi ef Counsel (essenti :
various forms of guidance to the public, although this guid&nodike most Treasury
regulation® is not published in the Federal Register for notice and comment. Today, the most
importantof these are Revenue Rulings and Revenue Procedures, various forms of Chief Counsel
Advice (including email Chief Counsel Advice), Private Letter Rulings, and Technical Advice
Memorandums. Each of these is briefly described below.

Revenue Rulings and Revaue Procedures.RevenueRulings and Revenue Procedures are
someti mes referred to as Apublic rulingso to

6467 U.S. 837 (1984).

7131 S. Ct. 704.

8 These tasspecific cases includddational Muffler Dealers v. U.$440 U.S. 472 (1979Rowan Co. v. United States
452 U.S. 457 (1981), arldnited States v. Vogel Fertilizer Ca55 U.S. 1§1982).

®Mayo, 131 S. Ctat 713 (quotinddickinson v. Zurkp527 U.S. 150, 154 (1999)).
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individual taxpayer. Revenue Rulings usually contain a short description of a fact situation,
rele\ant | aw, and the | RS6s conclusion regarding
issued when a recurring fact pattern comes to its attention, and the IRS decides public guidance is
necessary. Revenue Procedures, among other roles, provideoguidgarding the representations

that taxpayers must make in requesting a Private Letter Ruling for a particular type of transaction.

For example, you will read about Revenue Procedure-280h Chapter 16, which contains the
guidelines that the IRS willse for purposes of issuing private letter rulings to taxpayers requesting
assurance that a proposed sale/leaseback transaction will be respected for Federal income tax
purposes. The IRS states in the Internal Revenue Manual that it will abide by ootstamdnue

rulings with a taxpayefavorable outcome, as the IRS always has the option of withdrawing the

ruling if it subsequently determines that its analysis is incotPédtus, you can be confident in

advising your client of the favorable outcomdeefed in a Revenue Ruling so long as the facts

are identical (or not meaningfully different) and the ruling has not been withdrawn or declared
obsol et e. |l f, in contrast, a Revenue Ruling a
desired atcome, and the taxpayer pursues litigation, what level of judicial deference will be
accorded to a Revenue Ruling or Revenue Procedure by a court?

No Supreme Court decision directly answers this question, but we can undertake an informed
analysis. The Qart held inUnited States v. Mead Corporatidnhat an agency interpretation that
is not eligible forChevrond ef er enc e may neverthel ess i c
persuasi v &kidmsre \ SwiftrkdC&fi gi ven the Ospeciradei zed
investigations and informationd available to
administrative and judicial un d&8&hehherdgheaagenaygs o f
guidance is due heightengghevron deference or onlySkidmorerespect turns on whether
Congress has del egated authority to the agen:c
whether the guidance in question has been issued under such authoriteddh€ourt made
clear that using notieendcomment pocedures may not be necessary for guidance to be subject
to Chevron deference and provided a mtftictor analysis to consider in making this
determination. Nevertheless, while we have no definitive answer, many commentators believe that
Revenue Rulingsral Revenue Procedures, which are not issued with notice and comment in the
Feder al Regi ster, do not car r ySkidnmoedefgérénoetit e o f
that!* That is to say, if a court remains unpersuaded that the analysis contaéneited Revenue
Ruling is convincing on its own merits, it need not defer to the IRS guidance by mere fact of its
publication. Going further, t hereldeaueruldgawer t ( di
generally not afforded any more weight than that of a position advanced by the Commissioner on
b r i 2tliough these pronouncements precedagioandMead.

| a
e

Revenue Rulings and Revenue Procedures appear in the Internal Revenue Bulletin, which is
issuedweekly and which is sen@innually bound into the Cumulative Bulletin. For example, in
Chapter 6, you will read Revenue Rulingd®, 19761 C.B. 23. The title of the ruling means that
it was the 98 ruling issued in 1976, and the citation means thairittlwe found on page 23 of the

10 Chief Counsel Publications Handbo®kTERNAL REVENUE MANUAL § 32.2.2.10 at
http://lwww.irs.gov/irm/part32/irm_3202-002.html#d0e850

11533 U.S. 218 (2001).

12323U.S. 134 (1944).

B Mead Corp 533 U.S. at 234.

1 See, e.g.Marie SapirieD OJ Wo n &€hevrdhDefetence for Revenue Rulind81Tax NOTES674 (2011).
B“General Dynami c,408C.€.r1(7.(1997) (citigoangm 6i ra v 88 T.C.B9AALB7T)).
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first of the two semannual issues of the Cumulative Bulletin published in 1976. Because the title
provides no indication of the rulingds subj ec!
online database.

Private Letter Rulings (PLRs), Technical Advice Memoranda (TAMs),Notices,and other
forms of Chief Counsel Advice (CCA).A taxpayer contemplating a particular transaction may
want advanced assurance from the | RSsoftheef or e
proposed transactionbdés tax consequences 1S C¢
annually issued naulings list (such as matters requiring fiading), the taxpayer (invariably
through her tax lawyer) may draft and submit a Pe\agtter Ruling request, accompanied by a
fee that varies based on the nature and compl e
proposed tax analysis is correct, it will issue a Private Letter Ruling to that effect, which the
taxpayer sulmits with her tax return in the year in which the transaction takes place. If preliminary
conversations with IRS personnel indicate that a ruling would not be favorable, the taxpayer can
withdraw the ruling request and weigh whether or not to proceedhétttansaction as planned.

Significant IRS budget cuts made by Congress has forced the IRS to reduce the issuance of
private letter rulings. Moreover, the cost and delay inherent in requesting a Private Letter Ruling
from the IRS causes many taxpayerdte ci de i nstead to ask their t
l ettero to them. As its name implies, an opin
regarding the likely tax analysis that will govern the proposed transaction based on tiee statu
Treasury regulations, rulings, and case law. Opinion letters can be an important part of tax practice.
Whether reliance on the opinion letter of a reputable tax advisor can permit the taxpayer to avoid
tax penalties if the advice turns out to be wroypically depends on whether the reliance was in
igood faitho and Areasdnabledo under the circu

e
|

While taxpayers initiate PLRs in advance of a transaction, TAMs are typically initiated by IRS
field personnel wh en a wdeldtagentgs uasuré o theppaiopes taxd S 1 €
analysis of a transaction uncovered on audit, she may request guidance from the national IRS
Office of Chief Counsel in Washington, D.C., regarding the proper analysis. The resulting answer
is referred to as a TAM.

Both PLRs and TAMs are couched in the form of letters (to the taxpayer in the case of a PLR
and usually to the field agent in the case of a TAM). While the IRS has long published Revenue
Rulings and Revenue Procedures, it once did not publish PLRs and. T@dvicerned that a vast
body of private guidance was effectively available only to large firms with a sophisticated tax
practice and routine contact with IRS personnel, the nonprofit tax publisher Tax Analysts sued the
IRS under the Freedom of Informatiéwet, requesting that the IRS be forced to publish PLRs and
TAMs, and wont’ Congress thereafter enacted § 6110, which since 1976 has required disclosure
of certain types of Awritten determinations,
taxpayer infomation is redacted. Section 6110(k)(3) provides, however, that these items cannot
be used or cited as precedent by other taxpayers. They are nevertheless quite helpful to the tax
advisor, as they provide insight into how the IRS analyzes a particulaat¢tam. At the least,

16 See, e.g.U.S. v. Boyle469 U.S. 241 (1985). Tax advisors can also be subject to certain penalties for aiding and
abetting an understatement of tax liability or promoting an abusive tax sBelere.qg.88 6700, 6701. The standards
under which tax lawyers and others can practice before the IRS are found in Circular 280y ats.gov/publirs
utl/pcir230.pdf See alsowww.irs.gov/TaxProfessionals/Circula230-Tax-Professionals(an IRS web site for
Circular 230 tax professionals containirgevant information).

17 SeeTax Analysts v. IR$05 F.2d 350 (D.C. Cir. 1974).
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they can help the advisor predict litigation risk.

Both PLRs and TAMS are titled by a series of numbers and a date. For example, Chapter 8 cites
PLR 201021048 (May 5, 2010), which is a Private Letter Ruling that was theil®y (the last
three numbers) issued during thé'®deek (the middle numbers) of 2010 (the first four numbers).
Because this numbering system provides no ins
to research them is through an online database.

Notices are issued by the IRS when immediate guidance is needed. Chapter 6, for example,
contains Notice 93, which was the third Notice issued in 1999.

In the early 1990s, the IRS significantly decreased the number of TAMs that it issued, replacing
them wih a new type of document called Field Service Advice (FSA) and claiming that FSAs
were not required to be published. Once again, Tax Analysts sued anti@mrgress thereafter
added A 6110(i) to the Code, speeilfiAdalilcg, Oe q
in very broad terms. Nevertheless, the IRS then argued that Chief Counsel Advice created in less
than two hours and sent to field offices by email was not subject to disclosure (theunmile).
Once again, Tax Analysts sued in 2p@% District Court granted summary judgment, the D.C.
Circuit affirmed, and the parties thereafter entered into a settlement in 2009 regarding the
procedures under which the IRS will disclose such general legal advice, including emait@dvice.

Today, gudance from the Office of Chief Counsel can come in a number of forms, including
Chief Counsel Advice (CCA), Notices, General Legal Advice Memorandum (GLAMS), and email
advice. While some of these can often be researched through online databases aird.gavthe
website, email advice is usually found most easily through weekly updates published by Tax
Analysts in Tax Notes Today (which also links to PLRs and other forms of Chief Counsel Advice).

Here is a good place to introduce Tax Analysts publicafioRsst access Lexis Advance, click
the tab for Lexis Advance Research, and then «
ATax Analysts, o and you will see literally do:
tax practitioners are TadXotes Today and Tax Notes Weekly. Tax Notes is published in hard copy
weekly and is likely available at your law library. It contains the weekly tax news on many fronts,
as well as descriptions of new cases and shorrdavew-type articles on hot tax pics. It is a
great resource for students looking to learn more about tax practice and what is going on in the tax
world. When accessed via Lexis, you can do word searches if you wish to learn about a particular
topic covered by Tax Notes over time. TaxtéToday (the first two levels of which | routinely
read every weekday morning on Lexis) contains the headline tax news of the day, links to material
in the weekly Tax Notes, and links to thjpdrty documents, such as reports drafted by the
CongressionaBudget Office, the Congressional Research Service, business and consumer groups,
and think tanks (of various stripes) that focus on tax issues, such as the Tax Policy Center (a joint
venture between the Urban Institute and the Brookings Institutionijehtage Foundation, the
Cato Institute, Citizens for Tax Justice, the Center on Budget and Policy Priorities, and many
others.

Finally, when a | ower court issues a decisio
case, the Office of Chief Caus e | wi | | someti mes i Ssue an iAC

18 See Tax Analysts v. IRBL7 F.3d 607 (D.C. Cir. 1997).

195ee2009 TNT 581, available atLEXIS, Tax Analysts, Tax Notes Today.

20 If you would like to watch a short videon the creation and development of Tax Notes, see here:
www.taxanalysts.com/taxcom/taxblog.nsf/Permalink/UBEBBVK4?OpenDocument
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announces the future litigation position that the IRS will take with regard to the issue. The AOD
may announce, for example, that the IRS does not acquiesce in the outcome and will continue to
litigate the issue. Or it may announce that it will acquiesce in the outcome and not pursue litigation
in similar cases. I f you find a judicial deci
research whether the Office of Chief Counsel hasegsan AOD, which you can find at
http://apps.irs.gov/app/picklist/list/actionsOnDecisions.html

Tax procedure overview

Some of you will undoubtedly take the course on tax procedures, penalties, and crimes, but |
want to provide a cursory overview of thasic civil tax procedural mechanisms that arise from
the filing of a tax return to the initiation of litigation, if necessary.

For virtually all individual taxpayers, the taxable year (considered in Chapter 21) is the calendar
year, and individual taxpaygrre generally required to file an income tax return reporting their
Taxable Incomes by April 15of the year following the close of the calendar year and to pay any
tax owed by the same date. Section 6065 requires the return to be signed under pepatjiesy.
Taxpayers may request an automatiménth extension of time to file without having to provide
any justification for the delay by timely filing Form 4868, but they must nevertheless pay the
estimated tax due by the April®8ue date. If théater filed return shows that the tax actually due
exceeded the estimated amount paid by no more than 10%, Treas. Reg. § 3D(CRBNY)
provides that the IRS will not assert penalties, though the taxpayer will owe interest on the
underpayment betweehe April 158" due date and the date on which the underpayment is paid.

The IRS engages in several types of audit review of taxpayer returns, including computer
matching of amounts reported by payors and payees (of compensation, for example),
correspondere examinations (by letter), office audits (at an IRS office), and field examinations

(at a taxpayerods business, for exampl e). I f t
i ssue a Ano change | etter 0 ninyagert encludextipattgxe r . I
has been underpai d, he will ddafytl at decamehanat

the proposed tax adjustment. Thed nomenclature arises from the fact that the taxpayer has

30 days from the date of issuarto invoke the appeals process within the IRS, though taay0
period is often extended. The taxpayer invoke
adjustment that describes her analysis of the facts and law, often drafted by a tax |alyer or
representative under a power of attorney executed on Form 2848. If the proposed adjustment is
less than $25,000, however, the protest can take the form of a simple letter requesting appeals
consideration.

During the appeal s epmesentativesvil meet withe thetappeais afficerr 6 s |
assigned to the case for a conference, which the taxpayer may (or may not) attend, in an attempt
to reach a settlement of the outstanding issues. The conferences are informal, with no transcript or
rules ofevi dence. ADepending on the kind of case
resolves 80% to 90% of the cases it takes, whether by full concession by the IRS, full concession
by the taxpaye? A focrl ocso nmpyr cangir seee. miesettierdentt whichme mo r i
is generally binding on both parties, can be entered under § 7121. Arbitration or mediation is also
a possibility.

If the taxpayer fails to request the appeals process within the required time (or the appeals

21 DAVID RICHARDSON, JEROME BORISON& STEVE JOHNSON CIVIL TAX PROCEDUREL26(2" ed. 2008).
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process does not result settlement), the IRS will issue a statutory notice of deficiency, often
referred -day alse t thday nodeddatue arBds from the fact that the taxpayer

has 90 days from the date of issuance to file a petition with the Tax Court un2&8,3mhich

tolls the statute of limitations, to litigate the proposed adjustment without first paying the asserted
tax owed. |l f the taxpayer does not file a Tax
at the expiration of the 98ay period.

The 1 RS0s for mal Afassessment 0 of the tax oWwe
recording of the tax debt in the | RS0s system
must occur within the applicable statute of limitations, which gdlgasmthree years from the
later of the date the return is filed or its due date (absent tolling). If a taxpayer fails to file a return,
therefore, the statute of limitations remains open indefinitely. There is no statute of limitations for
fraud, and cdain items have special statutes of limitations that differ from the generalyimmee
rule. Formal assessment is required before collection can commence, including the possible use of
property liens.

A few of the more important penalty provisions argcdssed in Chapter 16.
The judicial branch

As noted above, the statutory rules governing Tax Court jurisdiction permit the taxpayer to
litigate a proposed deficiency without first paying the asserted tax owed. The Tax Court is an
Article | (rather than Aitle Ill) court located in Washington, D.C., consisting of 19 judges
appointed by the President and confirmed by the Senate fgedrSerms. Retired judges whose
terms have expired may serve as fAAseniohe judge

Tax Court employs a number of HAspeci al trial
other Federal courts. Tax Court cases are typically heard by a single Tax Court judge, although the
judgeds opinion wil!/ b ethercjudges. inladdition,dhe Choef Judg® mme n

may designate a case to be heard by the entire court (other than senior and special trial judges),
referred to as a Ar e\enbawdedsionirahergorums) ibit congainani | ar
a novel issuer is one in which the court may reverse its own prior precedent. A reviewed decision

may have majority, concurring, and dissenting opinions. Although the court is based in
Washington, D.C., the judges ef f emtitevaeoungd dAr i d
the country throughout the year, which permits individuals to avoid the cost of traveling to
Washington, D.C. IRS lawyers from the Office of Chief Counsel represent the government before

the Tax Court.

Revi ewed and A r e glistihgaishéd fronp memiorandwsn afdasstalse
decisions, described below) are formally reported in the United States Tax Court Reports. Long
ago, the last name of the actual IRS Commissioner at the time appeared as the government party
in Tax Court case naens . For example, you will see many,
the government party, after Guy T. Helvering, who served as the Commissioner of Internal
Revenue from 1933 to 1943 (and as a Congressman before and a Federal District Court judge after
his service as Commi ssioner). Today, the gove
in Tax Court decision®(@,O6 Donnahbai n yl34TCo3h(R018)sitedim@Ehapter
18).

Tax Court decisions involving the routine application of law to fact are published in
Amemorandum deci sions, 0 which are not formall\
Nevertheless, some private publishers have long published memoranduiendeaisd you can
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find them easily onlineg(g, Berry v. Commissioneil.C. Memo. 2006873, cited in Chapter 9).
Similarly, Asmall cased decisions under A 746
taxpayer elects to litigate under simpldiprocedures at the cost of waiving appeal rights, are not
formally published. The Ta xaldeasions{whethervesibrved, t e, |
regular, memorandum, or small case decisiongyat.ustaxcourt.gov

Two other trial forums aravailable in addition to the Tax Court, which creates the ability to
engage in some forum shopping: (1) the Federal District Court in which the taxpayerfesides
(2) the Court of Federal Claims, which is located in Washington, D.C. To gain accdbgtoki
these courts, the taxpayer permits the IRS to assess the deficiency by allowing 90 days to pass
without filing a Tax Court petition, pays the asserted tax owed, and sues the Federal government
for a refund of the claimed overpayment within the tinaene required under the relevant statute
of limitations. The taxpayer must pay the asserted tax owed because the subject matter jurisdiction
of these courts is predicated on the claim that the government owes the taxpayer cash.

These two refund forumsealso available in the case of overpayments outside of an audit, as
well, such as when an employer or other taxpayer withholds (and sends to the IRS) too much
estimated tax from a payment owed to the taxpayer. In that case, the taxpayer must firldimely
a refund claim with the IRS, generally within tlager of three years from the time the return is
filed or two years from the time the tax was paid. If the IRS fails to pay the requested refund, the
taxpayer can file a refund claim in either of thés® forums. The government is usually
represented by lawyers from the Department of Justice, Tax Division, in these two forums, and the
gover nment i's usually indicat eedg, United Stdtes v.t ed S
Gotcher 401 F.2d 118 (BCirc. 1968), cited in Chapter 6).

Choosing the forum.Because Tax Court jurisdiction can be obtained without first paying the
asserted tax deficiency, between 85% and 90% of tax litigation occurs there. A taxpayer litigating
in either of the refund forumavoids interest accruals on any tax underpayment because the tax at
issue has already been paid. Although interest continues to mount on the tax deficiency during the
pendency of Tax Court litigation (should the taxpayer lose on the merits), the tagpaysoth
prevent interest from accruing and maintain Tax Court jurisdiction if he pays the asserted
deficiencyafterissuance of the 90ay letter.

Depending on the nature of the dispute, a taxpayer may wish to have issues of fact determined
by a jury, aailable only in Federal district court, though jury trials are rare in civil tax cases.

Taxpayer cost can also factor into forum choice. A taxpayer living outside the Washington,
D.C., area may be able to avoid travel costs by litigating in either th€dia (as it rides circuit)
or his local Federal District Court. Unlike the Tax Court, the Court of Federal Claims usually hears
cases only in Washington, D.C. In addition, the Tax Court requires informal discovery before
formal discovery proceeds, whidan reduce costs. The two refund forums do not have similar
informal discovery proceedings. Finally, taxpayers can represent thempetvae relatively
easily in Tax Court, although this choice can
whor epresents himself has a fool for a client.
an empirical study and found thatto serepresentation was detrimental in tried cases, though it
did not affect the outcome in settled ca&es.

22 Bankruptcy courts can also hear tax disputes that arise in the course of bankruptcy adjudication.
2Leandra Lederman & Warren B. Hruigo At t orneys Do Their Clients Justice
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Final | y, speaprdtededbas well @ the precedent of the court that would hear any
appeadb s houl d be an i mportant factor i n decidin
precedents include decisions of the Board of Tax Appeals (cited as B.T.A.), the prededdsso
Tax Court. Similarly, precedents for the Court of Federal Claims include decisions of its two
predecessors: the Court of Claims and the Claims Court.

Decisions of both the Tax Court and Federal District Court are appealed to the Circuit Court of
Appeals in which the taxpayer resides. Decisions of the Court of Federal Claims are appealed to
the Federal Circuit Court of Appeals.

Prior to 1970, the Tax Court believed that its role as a national court required it to be free to
ignore Circuit Court ofAppeals precedent with which it disagréeelven if that meant that a
taxpayer appeal from an unfavorable Tax Court decision would likely result in an automatic
reversal because the taxpayer lived in a circuit containing clear precedent that was cotfteary to
Tax Courtodos view of the issue. Because this s
the Tax Court announced a change of hea@atsen v. Commissionét.Today, the Tax Court
will abide by precedent of the Circuit Court of Appeals in whiehtaxpayer resides under the so
calledGolsenrule if the precedent is directly on point, even if the Tax Court disagrees with it. As
you can imagine, whether a particular precedent is directly on point or is distinguishable in a
relevant respect remaran issue, however.

Cases can be heard by the Supreme Court if it gramtg af certiorari from the losing party
at the Circuit Court of Appeals level. The Court is most likely to gcant. in the case of a
significant split among the various Circitourts of Appeals regarding the matter at i§sue
although the Court is generally known to dislike tax cases.

Excerpt fromOf Crud and Dogs: An Updated Collection of Quotations in Support of the
Proposition That the Supreme Court Does Not Devote the Greast Care and Attention to
Our Exciting Area of the Law?®

Erik M. Jensen

66This is a tax <case. Deny. 6 That was [ Jus
[certiorari] fMequest in a tax case. d

61l f oneds in the dogho |, Beagetsthetrid. He hetsth€tax casés. [ J u -
d Justide Harry BlackmuR!

A dog is O06a case that you wish the Chief Ju
dull case, O0a ta& RecantlysetredJdistice LewisxFaRolpile . 6 6

0Asked why he sings al oRgh wqg arinsiClinismas darole f | u

Effects on Tax Court Litigation Outcomed WAKE FORESTL. Rev. 1235(2006) at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=899461

2454 T.C. 742 (1970).

2558 Tax NOoTES1257 (1993). Reprinted with permission of the author.

[l Bob Woodward & Scott Armstrond,HE BRETHREN362 (1980).

[ Quoted inStuart Taylor, JrReading the Tea Leaves of a New TéMnY. TIMES, Dec. 22, 1986, at B14.

BBl Quoted in Stuart Taylor, JRowell on His Approach: Doing Justice Case by Cak¥. TIMES, July 12, 1987, at
1.
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party, [Justice David Souter] replFies: 61 hav
Sigh.
Add to the 1i st above Justice Ruth Bader Gi

before she joined the D.C. Court of Appeals and then the Supreme Court) to her husband, the late,
great tax lawyer and tax law professor Marty Ginsburg, whendwegght a Tax Court opinion for
her to read one evening as they were working in their separate studies:

|l went next door, handed the advance sheet s
replied with a warm and friaend) yiReadl t hiis
one, 0 and returned to my rdoitomms ashod mor e t h

opiniond Ruth stepped into my room and, with the broadest smile you can imagine,
said, fALetbés take it.o And we did.

The 1970 case walloritz v. Commissiong? in which the Tax Court denied Mr. Moritz a
deduction under (now repealed) 8§ 214(a) of the Internal Revenue Code for expenses incurred in
caring for his dependent invalid mother. The statute permitted the deduction to be taken only by a
woman, a widower or divoed man, or a man whose wife was incapacitated or institutionalized.
Mr. Mortiz was denied the deduction solely because he was amevged man. The Ginsburgs
agreed to represent Mr. Moripro bonoin his appeal, and the Tenth Circuit Court of Appeals
reversed on equal protection grounds. And there is more to the story!

The government, amazingly, petitioned for certiorari on the asserted ground that

thel®Ci rcui t 6s decision cast a cloud of unco
of federal statue t hat , l i ke é A 214, contempl at ed
basis of sex. In those ppersonal computer days, there was no easy way for us to

test the Governmentoés assertion but the So
many of you will recall) tok care of that by attaching to his petition adist
generated by the Department 0 dafthosbef enseos
hundreds of suspect statutes. Cert. was deni@doiitz, and the computer list

proved a gift beyond price. Over the balance of thedkda Congress, [before]

the Supreme Court, and many lower courts, Ruth successfully urged the
unconstitutionality of those statutes.

So Mr. Moritzoés case mattered a | ot. First
from diligent academic to enormdyskilled and successful appellate advodate

which in turn led to her next career on the higher side of the bench. Second, with

Dean Gr i s Woritzéutmishedtree litigation agenda Ruth actively pursued

until she joined the D.C. Circuit in 1980.

All in all, great achievements from a tax case with an amount in controversy that
totaled exactly $296.7%.

[l Paul M. BarrettDavid Souter EmergesseReflective Moderate on the Supreme GAMALL ST. J, Feb. 2, 1993,
atl.

26 Martin D. GinsburgA Uniquely Distinguished Servicg0 GREENBAG 2D 173, 17475 (2007).

27469 F.2d 466 (10Cir. 1972), reversing 55 T.C. 113 (1970).

28 Ginsburg,supranote26, at 17576.
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Unit | :

The Core Structures of Income
and Consumption Taxation and Tax Policy

Introduction to Chapters 1 through 4

Taxation is the means by which all governments, including our Federal government, raise
revenue to pay for the costs of government, including the military, infrastructure, cdarhsys
Federal agencies, Medicare, Social Security, basic research that the private sector cannot
accommodate (such as led to the Internet), interest on loans used to smooth the peaks and valleys
of the tax revenue stream when economic activity decelerétesepessionstc.We can call the
aggregate tax collected in any particular y@drRegardless of whether you thii is too high
or too low, we must decide how the economic burde®X@f whatever the amoudtshould be
allocated across the members @ gopulation. Two attributes of a tax system that will affect the
allocation of$X are (1) the tax basee., what is taxed and (2) the tax rate structure.

For example, suppose that Mary earns $75,000 in wages and no investment income. John earns
$50,000in wages but also receives $30,000 in interest paid on his substantial investment in
corporate bonds. The burden®{will be allocated very differently between Mary and John if we
choose to tax, say, only i nveswagesportboth. ncome (s

Similarly, suppose that Mary spends only $60,000 of her $75,000 in wages on personal
consumption purchases for the year (such as food, clothing, rent, entertagtoesntd saves the
remaining amount (after paying any tax that she dWwegsiepositing it in bank savings account.

Of the aggregate $80,000 that John earns in wages plus interest, he spends $40,000 on consumption
purchases, depositing the remaining amount (after paying any tax that he owes) in a savings
account. The burden 8X will be allocated very differently between Mary and John if we choose

a tax base comprised only of amounts spent on personal consudnatidmot amounts saved.

The tax rate structure also has an effect on how the burd®X isfapportioned across the
members of the population. If our tax base comprises only wages, for example, notice how the
allocation of the tax burden differs depending on whether we decide that a single tax rate should
apply to each and every dollar earned (including the first dedened), a single tax rate should
apply to wages exceeding a floor of fa@&e wages, or progressively higher rates should apply to
each chunk of wages earned (such as, say, 0% of the first $20,000 of wages, 10% of the next
$30,000, 20% of wages betwe$d0,000 and $100,000, 30% of wages between $100,000 and
$500,00, and 40% of wages above $500,000).

Finally, the tax rate structure is necessarily affected by our prior choice of tax base. Generally
speaking, the narrower the tax base, the higher ratesbmts raiséX. The broader the tax base
(the more items that are taxed), the lower rates can be to raise thaXsahtels, decisions to
accord preferential tax treatment to certain classes of activities or income affect not only those who
benefit fromthese decisions but every remaining taxpayer who does not so benefit because their
tax rates are higher than they would otherwise need to be to$ide this way, decisions
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regarding how to tax, say, multinational corporations affect not only theersiiders of
multinational corporations (and their workers) but also the barista at the local coffee shop.

Our choice of tax base and tax rate structure will be affected by our shared (or contested) notions
of (1) fairness in allocatingX, (2) the evidene (or beliefs, even in the absence of empirical data)
of how different tax bases and rate structures affect economic activity (and thus aggregate societal
wealth), and (3) administrative concerns. Our stated goal always is téXarsa way that is fajr
administrable, and least damaging to economic growth. Or, as once stated more colorfully by Jean
Baptiste Colbert, minister of finance to King
the goose as to obtain the largest possible amounttbefsavith the smallest possible amount of
hi ssing. o

Chapters 1 and 2 consider the two most viable possibilities under our current Constitution for a
tax base broad enough to raise sufficient revenue for a modern industrialized state: income and
consumptio. Chapter 1 also introduces you to the essential structure of our Federal income tax,
which often departs from a theoretically pure income tax, including mechanisms to prevent a
certain amount of subsistence consumption from taxation. It also explodiffehence between
marginal and effective tax rates. With this information in hand, you will be in a better position to
consider the history of how we got to where we are today, data regarding economic trends, as well
as the ethical and economic theoradfecting tax policy debates, all discussed in Chapter 3.
Because the capitalization principle is the mechanism that primarily distinguishes an income tax
from a consumption tax, Chapter 4 rounds out Unit 1 with a deeper look at current law regarding
whichout |l ays constitute a ficapital expenditure.



Chapter 1: The Essential Structure of the Income Tax

Part A. of this chapter introduces the core structure of an income tax under tax theory and how
that theory is translated into positive law (or, in some cases, how positive law departs from theory).
The idea is to demystify the Code, as many of the pawsthat make up the backbone of the
current Federal income tax is what you would expect to find there once you grasp the contours of
that underlying theory.

Part B., in contrast, departs from core theory to explore three topics: (1) the mechanisms used
in current law that permit a certain amount of subsistence consumption to escape taxation, (2) how
several provisions categorize groups of deductions in a manner that devalues some of them (or,
stated differently, how certain deductions are given precedsecethers), and (3) the difference
between marginal tax rates and effective tax rates.

A. The theoretical core structure of a tax on
Aincomeo and how it is implemented

As you will read about more fully in Chapter 3, the modern Fedw®raime tax was enacted in
1913 after ratification of the ¥6a mendment to the Constitution.
mean for tax purposes? In the early days of the income tax, beforespetEic meaning of the
term was explored and developed, teenptation was great to borrow meanings from other
di sciplines where the term Aincomeodo had been

For example, suppose that Father died 200 years ago. In his will he directed that all of his land,
which is rented to tenant farmers, betibuted to a trust. The trust document instructed the trustee
(who managed the trust property) to distribute

wife for the rest of her l'ife (a nlifea dest at
di stributed to his son on his wifebds death. U
land to the son, and the trust would be dissolved.

Under trust | aw at the ti me, the rent col |l ec

would be distributed to the wife annually. If, however, the trustee decided to sell a plot of land for
$100 that had been purchased by Father before his death for, say, $75, the $25 profit from that sale
wouldnotb e consi der ed fii nc o méeodhe wite.&Ratherytheuchst (everif di st
not reinvested in a different plot of Il and) w
would eventually be distributed to the son under his remainder interest. Does that mean that the
$25 profitshoulh ot const i t gakpurpdses,rasveel?darly dnpsome argued that it

did. (And some continue to argue that the profit should not be taxed. Stay tuned.)

Similarly, financi al accountants had FFong be
businesses so that those interested in the economic health of the business (such as potential
investors and lenders) could have relevant information upon which to make informed financial
decisions. Here, the $25 profit earned on the sale of land fortBd0Bad been purchased for $75
woulds how up on the Aincomeo statement. But shol
might the rules of financial accounting deviate from the underlying values that inform how the
aggregate tax burde$X ought to e apportioned among the members of the population?



Chapter 1 Essential Structure of the Incomerax Chapter 1

Over time, theorists such as Henry Simons and Robert Haig (in the U.S.), George Schanz (in
Germany), and others began to develop astaqxe ci f i ¢ meani ng f or Ai nc
coincided with the meang of the term in other disciplines and sometimes did not. They
recognized that different disciplines may have different underlying purposes and values that
inform the contours of the term fAincomesd i n a
By 1938, for example, Henry Simons, a public finance economist at the University of Chicago,
described income for uniquetgix purposes in the following way.

Personal income may be defined as the algebraic sum of (1) the market value of
rights exercisedn consumption and (2) the change in the value of the store of
property rights between the beginning and end of the period in quéstion.

Whil e fithe period in questiono could theoreti
foradministrav e ease (and the regular collection of
year.

What does this language mean? Generally, the language after (2), above, implies that we should
taxthenet i ncreases i n the begnrinpayendd the yeadlzalis h bet
to say, the taxpayerdéds increases in wealth an
theneti ncrease (i f any) should be taxed. Suppose,
arises from, say, spendin,$00 on a vacation trip. The taxpayer is certainly less wealthy after
the trip than before because of the outlay, bt

wealth increaseodo for the vy eaeduttioninvealthlstouldnatage a-
reduce the tax base if that wealth reducti@flects personabonsumption spending because
consumption spendingirgended to remain within the tax ba¥ée can tax consumption spending

(the vacation trip) only if we forbid that wealth decrease from entering into our determination
under (2) regarding whether the taxpayer has enjoyed a net wealth increase or suffered a net wealth
decrease for the year. T§junore simply, the formula above could be restated essentially as:

Annual income equals wealth increasefesswealth reductionsbut only if the
wealth reduction does not represent personalonsumption.

In this way, wealth reductions spent on personasamption (such as the vacation trip mentioned
above) donotreduce the tax base (what is taxed). Because they do not reduce the tax base, they
are taxed albeit indirectly by remainingwithin the tax base.

Because Schanz and Haig came to essentiallyaitme £onclusion, you will often hear this
constructi on -Scianholnesdo tolaeigSiStahirmgh@e def i ni ti on of
purposes of income taxation. For shorthand, we can refer to it as the SHS economic conception of
Ai ncomed for tax purposes.

Let duse a simple fact pattern to explore how a given item would be treated under the SHS
economic conception of inconaad therproceed to the outcome ungmsitive law found irthe
Internal Revenue Code. As mentioned above, the ideaenmggify the Code: a lot of what i
the Codé at least with the respect to nermative,core provisiongthose that seek to properly
measure fAincomeo as a tdltehbelsandwhstles thedthen euttgr a s
it upd is what you would expecbtfind there, once you understand the underlyingmative
conceptshatdefinea t a x 0 nThiB exerase moonlyohelps to rationalize the core structure
of an income tax for you; the best tax lawyers are those whose knowledge of the underg/ing cor

1 HENRY SIMONS, PERSONALINCOME TAXATION 50 (1938).
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Chapter 1 Essential Structure of the Incomerax Chapter 1

concepts helps them to advise a client on the likely outcome when positive law is ambiguous.

John and Mary are married and have two minor children, Oliver (age D) and

Sophie (age 7). Mary is the CEO of a migize corporation and receives an

annual salary of $1 million. John is a dentist and the sole owner of an LLC

that houses his dental practiceAs described in the Introduction, a single

owner LLC is a disregarded entity for Federal tax purposes, which means that

its Gross Income and any allowable dedut i ons wi | | appear on J
Maryds joint i?ncome tax return.

Johnds gr os stedfrembidlingpaients o $3DOH00 each year. This

amount, however, is only hisigr oss o0 revenue. Unl i ke Mar )
employee, John incurs many costs in runing his businessFor example, he

pays his receptionist and dental assistants a salary, he pays rent and utilities

for his office space, he purchases new dental chair and Xray machine this

year, etc.

John and Mary owned investmentland that they rented to tenant farmers,
which they purchased more than two years ago in Mayor $12,000 (Year 1).

By December 31 of Year 1, the land had increased in value by $1,000 and was
worth $13,000. By the end of Year 2, it had decreased in value to $10,000. In
August o this year (Year 3), they sell it for $14,000 in cash. Before the sale of
the land, they receive $1,000 in monthly rent from their tenant farmers. They
also have a bank savigs account, which generates $200 of interest this year.

Johndés mo tas@stantiadgik & $10,000in cashto her son this year
so that he andMary can purchase a home for $1.5 million.

John and Mary buy food and clothing, pay rent for a flat (before they buy their
new house), pay utility costs with respect to both their rentedat and new
home (after moving in), and take the kids to Disney World this year.

Turning for a moment to positivaw, look at § 1of the Internal Revenue Codehich reveals
thatthe tax bas@® what is ultimately taxedd is calledii Ta x a b | e dbhxabtemaomeis
multiplied by the tax rates in 8§ 1 to reach the tax (liee tax rates you see in § 1, as well as the
floors and ceilings for each bracket, do not reflect the changes in law since 1986 or the inflation
adjustments mandated by 8§ 1(f). We shadlraine the current rate structure in Part B.) If Taxable
Incomeincorporates erfectly the SHSconcept of income, it should result in a tax base that
consists ofvealth increasedesswealth reductions but only if the wealth reduction is not spent
on persoral consumption.What isTaxable Incomeinder the Code?

For now, Taxable Incomé sGroBs Incomé | &lslso wdethuttien® i Gr oss | ncor
pertains to avealth increasgwhereas deductions pertain to certaealthreductions

Gross Income (wealth increases)
LessDeductions (certain wealth reductions)

Taxable Income (the tax ba@sevhat is ultimately taxed)

21f John had created a corporation instead of an LLC, the entity would not be ignored for Federal income tax
purposes. The Federal income taxation of corporations, partnerships, andvmmaltiLLCs and their owners are
beyond the scope of this introductdextbook, which focuses on the income taxation of individuals.
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Il ntroduction to A 61 AGross I ncomeod

Gross Income under the Code is defined in A
source derived, I ncluding (but not -ehdedmtiist ed t o
(even circul ar, by ref er enci mgticefnismtitathe difteeni n  d e
listed items do not exhaust the outer reaches of Gross Income because Congress included that
cruci al parenthetical: A(but not | imited to).

items of Gross Income exist in th@md that are not specifically found in that list of fifteen items.
In Chapter 6, we shall consider what items thanhatdisted in § 61 nevertheless constitute Gross
Income under that vaguesidual clauseat the beginning: Gross Income means incomm fro
whatever source derived.

Some of the |isted items are obvious SHS wea
for services, including fees, commissions, fr
and 8 61(a)(5) rents. In each cabe, recipient is wealthier after the receipt than before.

So |l etdbs return to Mary and John. Maryds $1
thus is clearly includable in Gross Income, as is true for the interest generated by their savings
account and the rent that they receive from their tenant farmers. The $500,000 that John receives
from his patients for performing dental servic
|l ncome derived fr om b u stesrfeesfar sejvices tha hetpérforsis fa mo u n
his patients in his sole proprietor business.

You might at first object that we should ni@ix John on the entire $500,000 under SHS
principles because even a cursory consideration of the facts indicates thaiciwh substantial
costs in earning that AGrosso I ncome (unli ke
he does not enjoy a wealth increase from his dental practice entine$500,000. While you
would be correct, remember from our cartgiion above that Gross Income under the Code is not
the tax base (what will end up actually being taxed) but onlfirtestepin reaching the tax base
of Taxable Income. John will be able to rediig Gross Incoméy any allowable deductions
(consideed below) in reaching Taxable Income. John cannot take shortcuts, however, and reduce
the $500,000 gross payments received from his patients to some lesser amount and include only
the net profit in determining § 8&rossincome in the first place. He mustlude every dollar of
that $500,000 in his § 61 Gross Income. Only then can he consider allowable deductions in
reaching Taxable Income.

Wh a 't about the $10,000 that Johnds mother g
purchase a home? Under SHSpiples, John clearly enjoys a wealth increase on receipt of the
$10,000 in cash and should include that $10,000 in the tax base. Notice, however, the introductory
|l anguage to A 61(a): Al u]l] nl ess as ot hbaonwi se p
notice that what may otherwise constitute includable Gross Income (a wealth accession) might be
rendered fAexcludabled under a specific statut
provision is § 102(a), which provides John with statusarghority toexcludefrom Gross Income

Agi fts, bequest s, devi ses, and inheritances. 0
concept of income here? Deviations from SHS income are not necessarily illegitimate, but they do
make us paugye®?arbd agsk uimwhl. We shall consi der

course is over, including an entire chapter devoted to the gift exclusion (Chagter Apw, |
introduce you to 8 102(aghiefly to familiarize you with theconcepto f an fneAcl usi o
A e x c | pertairs mod@ receipt or other wealth accessiothat nevertheless does not enter
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into 8 61 Gross IncomeT he fAwhyso and fiwhereforeso wildl h a
So we can amend our little formula from above.

Gross Income (wealth increasexclusion available?}
LessDeductions (certain wealth reductions)

Taxable Income (the tax ba@sevhat is ultimately taxed)

Notice that Atelkec | sIamend®hisg n@as Adeduction. 0O
economic effect of reducing the tax base (what is ultimately taxed), one (exclusions) pertain to
wealthincreased aninflow idead that never enter into Gross Income in the first place. The other
(deductions) pertain to wealtbduction® anoutflowidead that reduce Gross Income in reaching
Taxable I ncome (what is wultimately toatflowsd) . So
(wealth reductions) and consider whether they should be deductible from Gross Income in reaching
Taxable Income.

Deductions (part 1): nondeductible Acapital e
Aexpenseso

Which outflowsor wealth reduction®f John and Mary might be deductible in reducing § 61
Gross Income to reach Taxable Income? Our facts state that John and Mary pay salaries to his
receptionist and dental assistant, pay rent and utilities for his sff@ee, pay rent (before their
home purchase) and utility costs for their personal residence, buy food and clothing, and take the
kids to Disney World on vacation.

Recal |l our restatement of the S:Hfnhuatiocanee pt i o1
eguals wealth increasdssswealth reductions but only if the wealth reduction does not represent
personal consumptiom. he | anguage after Al esso in the for

must satisfy two, independent conditions before it should retthéceax base via a deduction (if
we are to honor SHS principles):

To be deductible under SHS principles,
(1) the outlay or event must decrease wealt®ND
(2) the wealth reduction mustnot represent personal consumption.

Let 6s first cManrsyiodse rp ulrochhnabsse aonfd t he i nvest me
tenant farmers) for $12,000 in Year 1. Should that $12,000 cash outlay be deductible under SHS
principles? To be deductible, the first requirement is that the outlay must decrease their wealth.
Are John and Mary any | ess wealthy after taki
using it to purchase langorth $12,000? No, they are not any less wealthy. Rather, they have
merely changed the form in which they are holding their wealtin fildlar bills to land. Thus,
their cash outlay to purchase the land should not generate a deduction (reducing their Gross Income
in reaching Taxable Income).

In general, the nomenclature for an outlay that doesedotewealth but rather mereghanges

the form in which wealth is helds ¢ adapital dxpeaditite. 0 | n ¢ cerpenseaG ti, n an
general, isan outlay thatmmediately reduces wealtim other words, a capital expenditure is the
opposite of an expense (and vice versa). Notice, by thpeewat hat fHAexpenseodo i s t
of tax art. You must not make the mistake of using the word casually to mean any old outlay, even
though the word fHexpenseo is common and wused
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expenditur eo incaualednyersationme s up

In order to deduct a wealth reductionnder the Internal Revenue Code, you must find a
Code section containing the magic words fther
and every requirement contained in that Code section. Even if you satisfy this Code section, you
mustthenconder whet her another, different Code sec
all owabl edo deducti on.

|l s there a Code section that says Athere sha
No, there is not. Indee@&, 263expressly disallowsdeduction of capital expenditures Why did
Congress go to the bother of enacting a Code section expressly forbidding the deduction of capital
expenditures if they would not be deductible in any event with silence? Before 1954, no Code
section expressly forbadlee deduction of capital expenditures, but that does not mean that capital
expenditures were deductible; they were not deductible even before 1954 because no Code section

authorized the deduction. But how dodiweurlkrsaow
(nondeductible) and which constitute fAexpense
express prohibition on deducting fAcapital exp

Department to issue Treasury Regulations that help determine whether an outlayi®r is
notd a capital expenditure (the topic of Chapter 4).

For example, look at Treas. Treas. Reg. 8 1.263@®)d ) (1) and (2), Ex. (
taxpayer must capitalize amounts paid to acquire or produce aung@! or per sonal |
including é | and and | and i mprovements, buil d

fixtures, o and the example provides that the
store is a nondeductible cagiexpenditure. The purchase of a new cash register merely changes
the form in which the taxpayer is holding wealth rather than decreases his wealth.

Thus, Mary and John are not permitted to deduct the $12,000 outlay in purchasing the land in
Year 1 becawsthe outlay is categorized as a capital expenditure. Similarly, John cannot deduct
the cost of the new dental chair andRdy machine that he purchases this year in connection with
his dental practice, and they cannot deduct the purchase price of tivgoersonal residence.
None of these outlays reduce Johnés and Maryég
form in which they hold their wealth.

The same would have been true if they had decided to purchase shares of corporate stock
(intangible poperty) instead of land, equipment, or a personal residence (tangible property). Look
at Treas. Treas.Reg. 81.263af b) (1) and (c) (1) (i ). Together,
capitalize an amount pai d t oshigicteyestinraeorparation, nt an
partnership, or limited liability company, among other items.

By being denied deductions for the land, dental equipment, and personal residence purchased
in Year 1, John and Mary are indirectly taxed on these businesstriverg, and personal
purchases of lortived property in the year of purchage SHS income tax taxes additions to
savings (such as stock purchases, land purchases, purchases of business equipment, purchases
of personal residences, additions to a savinge@unt, etc.) by denying deductiorier these
Acapital e (meree chahges in ithe foran in which wealth is held as opposed to a
reduction in wealth).

A 61(a)(3) fngains derived from dealings in pr
We have seethat John and Mary were not permitted to deduct the cost of their $12,000 outlay
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when they purchased the land in May of Year 1 because the outlay did not reduce their wealth.
The facts also tell us that the land increased in value to $13,000 by Decdnabéfer 1. Does
this $1,000 wealth increase result in a § 61 Gross Income inclusion for them at the end of Year 1?

If the Internal Revenue Code perfectly incorporated the SHS concept of income, the answer
woul d be fAyes. 0 Mar y emmber3Dad Yearlthan theyweradn Januarg r o r
1 by $1,000 because the value of the land that they purchased in May increased by that amount.
Yet, the current Internal Revenue Code doeteach this wealth increase for tax purposes until
arealization event occur® most commonly &ale for cash, an exchange of the property for
other property, the destruction or theft of the property, i.e., an identifiable marketplace event
of some sort. Similarly, potentially deductible decreases in property value aroatssen into
account (such as the decrease in the value of
As | mentioned above in connection with the gift exclusion, deviations from SHS principles are
not necessarily illegitimate, but they dogiv us pause to ask fiwhyo?

The answer cannot be mere lack of liquidity (cash) to pay tax. The cash to pay the tax could
come from their savings or Maryods current sal
land itself to obtain the cash with whichgay the tax on this increase in wealth. Do not make the
mi stake of thinking that Ai ncomeo means ficas
mention cash but, rather, asks only whether the taxpayer is wealthier.) Indeed, if Mary is paid her
$1 million salary onénalf in cash and onrkalf in shares of corporate stock, the shares of stock
usually must be valued and included in her Gross Income on receipt under 8 61(a)(1), as the receipt
constitutes compensation for services rendered. If wealth increasesendered nontaxable by
the mere expedient of not using cash, we would simply become a barter society, which would be
very inefficient economically (reducing aggregate wealth). It would also be unfair in that only
those with greater bargaining powsuch as CEOs, would be in the position to demand nontaxable
property in kind rather than cash, as it is far easier for most employers to simply pay cash
compensation

The answer also cannot be that the wealth increase or decrease may be temporary A& nature.
business may be profitable in Year 1 and operate at a loss in Year 2, but we do not delay taxation
of the profit in Year 1 to see what will happen in Year 2. A loss in Year 2 may perhaps generate a
refund of tax paid onalNeaw Yéar ptosiprobiut t o
place until the end of the taxpayerods | ife (t
lifetime). Rather, the general rule undlee annual accounting principlas that wetake each year
as it comes and the realization principle is a major and important deviation from the annual
accounting principle. To be administrable, the tax system must artificially compartmentalize our
lives into annual units. Indeed, compensation, interest, \atsare all taxed on an annual basis,
whether paid in cash or in kind. Why should increases in property value be different?

The obvious answer is administrative concerns, as it would be an administrative nightmare for
every taxpayer to value each and evagce of property at the beginning and end of each year in
order to pay tax on the net increase in wealth (or perhaps to deduct the net reduction in wealth).
This administrative concern is minimized, however, with respect to some kinds of property, such
aspublicly traded corporate stock, where all you would have to do is look up the trading price on
December 31. For this reason, certain dealers in securities and investors in regulated futures
contracts must Amar k t o ma rflkuees oontracts eeach year,e c ur i
including the increase in value in Gross Income and deducting the loss in value (because these
would be business or investment losses under 8§ 165(c), more below) under 88 475 or 1256. The
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ordinary investor in corporate sharaedree from 8§ 475, however, and can ignore the changes in
value of her securities until a realization event, such as a sale or exchange, just as Mary and John
can ignore the changes in value of their land in Years 1, 2, and 3 before its sale.

The abilityto defer the taxation of unrealized gain in property until a realization event provides
a critically important financial benefit to those whose income is in the form of such gain. Even if
no special, reduced tax rate applies to such gain when the prisparentually sold, the aggregate
tax paid
increases were taxed each year as they accrued becausgréthalue of money

by

t he

owner

i s

€ss

i n

r eal

econom

Suppose, for exaNMprlydgs tthila,t0 W0 hwmedasl tamdi ncr eas
by the end of Year 1 would have generated a 10% tax of $100 if the realization requirement were
repealedi(e., i f the | and were taxed under a fimarKk

requiredto pay the $100 tax at the end of Year 1, the current cost (as of Year 1) would have been
the full $100. Now suppose, however, that they can defer paying that $100 tax (without paying
interest to the government for the privilege of deferring the paymaetit)tbhe end of Year 10
simply by delaying the sale until then. How much would the current cost be for John ar@d Mary
measured at the end of Yead iIf they could earn, say, 3% (afteax) interest on their wealth
increase
would be only $74.40, as this is the amount that they would have to set aside today for it to grow
(after taxes) to $100 by the end of Year 10. We know this by looking at Table B, below, where the
number &the intersection of Year 10 and 3% is .744.

Year

OO ~NOOULPE, WN P

3%

1.03
1.06
1.09
1.13
1.16
1.19
1.23
1.27
1.30
1.34
1.38
1.43
1.47
1.51
1.56
1.60
1.65

i n

4%

1.04
1.08
1.12
1.17
1.22
1.27
1.32
1.37
1.42
1.48
1.54
1.60
1.67
1.73
1.80
1.87
1.95

t he

Table A: Compound Interest
Amount to Which $1 Now Will Grow by End of Specified Year at

5%

1.05
1.10
1.26
1.22
1.28
1.34
1.41
1.48
1.55
1.63
1.71
1.80
1.89
1.98
2.08
2.18
2.29

me aon t (i arre ? c Ulrhree nitp r e etn)t

Compounded Interest

6%

1.06
1.12
1.19
1.26
1.34
1.41
1.50
1.59
1.68
1.79
1.89
2.01
2.13
2.26
2.39
2.54
2.69

7%

1.07
1.14
1.23
131
1.40
1.50
1.61
1.72
1.84
1.97
2.10
2.25
241
2.58
2.76
2.95
3.16

-10-

8%

1.08
1.17
1.26
1.36
1.47
1.59
1.71
1.85
2.00
2.16
2.33
2.52
2.72
2.94
3.17
3.43
3.70

10%

1.10
1.21
1.33
1.46
1.61
1.77
1.94
2.14
2.35
2.59
2.85
3.13
3.45
3.79
4.17
4.59
5.05

12%

1.12
1.25
1.40
1.57
1.76
1.97
2.21
2.48
2.77
3.11
3.48
3.90
4.36
4.89
5.47
6.13
6.87

15%

1.15
1.32
1.52
1.74
2.01
231
2.66
3.05
3.52
4.05
4.66
5.30
6.10
7.00
8.13
9.40
10.60

ofal ukea
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18 1.70 2.03 241 2385 338 4.00 555 7.70 12.50
19 175 211 253 3.02 362 432 6.11 8.61 14.00
20 181 219 265 3.20 387 466 6.72 9.65 16.10
25 209 267 339 429 543 6.85 10.80 17.00 32.90
30 243 324 432 574 7.61 10.00 17.40 30.00 66.20
40 3.26 4.80 7.04 10.30 15.00 21.70 45.30 93.10 267.00
50 438 7.11 1150 18.40 29.50 46.90 117.00 289.00 1080.0C

Table B: Present Value
What $1 at End of Specified Future Year Is Worth Today

Year 3% 4% 5% 6% 7% 8% 10% 12% 15%

971 962 952 943 935 926 .909 .893 .870
943 925 907 .890 873 .857 .826 .797 .756
915 890 864 .839 816 .794 751 .711 .658
889 855 .823 .792 763 .735 .683 .636 .572
863 .823 .784 747 713 .681 .620 .567 .497
838 790 746 .705 .666 .630 .564 .507 .432
813 760 .711 665 .623 583 513 452 376
789 731 677 .627 582 540 .466 .404 326
/66 .703 .645 591 544 500 .424 360 .284
10 .744 676 .614 558 508 .463 .385 .322 .247
11 722 650 585 526 475 429 350 .287 .215
12 701 .625 557 .497 444 397 318 257 .187
13 681 601 530 .468 415 .368 .289 .229 .162
14 661 577 505 422 388 .340 .263 .204 .141
15 642 555 481 417 362 .315 .239 .183 .122
16 623 534 458 .393 339 .292 217 .163 .107
17 605 513 436 .371 317 .270 .197 .146 .093
18 587 494 416 .350 296 .250 .179 .130 .0808
19 570 475 396 .330 .277 .232 .163 .116 .0703
20 554 456 377 311 258 215 .148 104 .0611
25 478 375 295 232 184 .146 .0923 .0588 .0304
30 412 308 .231 .174 .131 .0994 .0573 .0334 .01551
40 .307 .208 .142 .0972 .067 .0460 .0221 .0107 .00373
50 .228 141 .087 .0543 .034 .0213 .00852 .00346 .00092:

O©oo~NOoOoOoTh,WNE

Similarly, John and Mary would have liked to deduct the loss in value of their land in Year 2 when
it occurred because of the time valuemainey, as deducting $1 today is worth more than deducting
$1 in a future year. They are prohibited from doing so, however, under the realization requirement.

While you may never be asked to calculate the precisevatueof-money benefit of being
able todefer inclusion of a wealth increase (or being able to accelerate a deduction to an earlier
year), it is quite important for you to appreciate the time value of money as a general principle
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because it often is the silent, underlying stake at issue pldaaxing. As you move through this

cour s e, you wi || begin to appreciate better t
item includableo or fAis this item deductibl e, ¢
of the onion) actdal whenit s t hi s it ewheminscltuhdasbligocenordefduct i

being equal (and they are sometimes not, for reasons that we shall also examine in due course),
taxpayers are often willing to go to quite a bit of tax planning to defer Grossie or accelerate
deductiond all because of thitme value of money

While John and Mary were able to ignore the changes in land value during their ownership
period under the realization requirement, the sale in Year 3 is a realization event. S€abi(3) 6
requires that they include fAgains derived fro

What does the word fgainso mean in A 61(a)(:
l and for $14,000. I s $14, 00 Onthein@rass Ihchnee? Afteri g ai n
all, they now have $14,000 in cold, hard cash in hand after the sale. But you have already learned
that Aincomed is not the same as Acasho (reme
shares of stock). Indeed, John andryvkshould not include the entire $14,000 in cash received if
we want to conform to normative income tax principles because $12,000 of that cash was made
part of the tax base in Year 1 (the purchase year) through deduction denial. Only $2,000 is new
wealththat has never been included in their tax base before.

Two fundament al precepts underlying a tax

(1) the same dollars should not be taxed to the same taxpayer more than once,
and

(2) the same dollars should not provide a double tax benefit to theame
taxpayer.

How do we know that $12,000 of the $14,000 that they receive on the sale has already been
taxed to John and Mary? Recall the earlier discussion that determined that theyohériged
from deducting the $12,000 outlay when they purchésethnd because it was a nhondeductible
capital expenditureRecall that the denial of a deduction in the year of purchase meant that the
$12,000 was effectively taxed to them in that year by remaining within their tax base. If we had
allowed them to dedudhe $12,000 cost of the land in Yeds ¢ontrary to current lad that
$12,000 would have been removed from their tax base in Year 1, and the entire $14,000 received
in Year 3 would then properly constitute amounts that have never been taxed to them before.
Because Mary and John were already effectively taxed on that $12,000 in Year 1 through deduction
denial, however, they cannot now be taxed on that same $12,000 a second time without violating
fundamental precept (1), above.

The two fundamental preceptbove differentiate an income tax from a wealth tax. For
exampl e, homeowners subject to state property
are taxed to them again and again each year because a property tax is typically calculated by
multipying t he propertyébés aggregate fair mar ket Vva
more favorable to wealth creation than a wealth tax in that a $1 increase in wealth is taxed only
once to the same taxpayer (in the year in which that $1 wealtragecie realized) rather than
again and again, year after year.

So how does the Internal Revenue Code implement these precepts to ensure that only $2,000
of the $14,000 received on the sale is included in their Gross Income under § 61(a)(3)? While
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Agaisnaniot her term (li ke Aexpenseo) that you mj
Revenue Code defines it precisely as a tax t
(another common word used in everyday life). Read § 1001(a) amwb\{b)It defines realized

figaind a se xtcheess of MAamount real ame ddab hevemaess 6fa d | u s
adjusted basis over amount realized. More terms ofia&!mo u n t r (&/R fori skzot) & 0

defined precisely in § 1001(lsii t h e samymoneyf received plus the fair market value

of the property (ot henrthe proparty digpasitioa.yBgcauseelohe and e d 0
Mary sell their | and for $14,000 in cash, the
instead received $9,00n cash plus shares of corporate stock with a fair market value (FMV) of
$5,000, their amount realized would have remained $14,000 (the sum of the $9,000 cash and the
$5,000 FMV of the stock received in exchange for the land). If they had exchangedriteir

entirely for stock worth $14,000 (and no cash), their amount realized would, once again, have
remained $14,000 (the sum of $0 cash and the $14,000 FMV of the stock received in exchange for

the land).

Wh a 't is Johnbés and Ma orliod) infire dapduttsat teeg sold fos i s 0
$14,000? Section 1001(a) refers to A 1011, whi
or any other relevant basis section in the |Int
Section1012,ihur n, provides that the basis of proper
another Code section governs the basis of the particular property at issue. Because John and Mary
purchased the | and, A 1012 doeasmthelandvi de t hem

What if the land had not been purchased but rather, say, inherited or obtained in a property
settlement in a divorce action? These situations (and others) are where threferesses in 8§
1011(a) and 1012(a) to (essentially) any otleéewant basis rule found in the Internal Revenue
Code come into play. We shall examine some of
Maryods basis is easy to determine, though. Be
that 8 1012 (& opposed to some other Code section) governs their initial basis in the property at
its $12,000 Acost. o

Moreover, you will have to take my word for it for now that none of the adjustments listed in §
1016 (we shall examine § 1016 shortly) would havecédfibtheir initial $12,000 cost basis, which
means that their Aadjusted basiso at the ti me
Maryds fArealized gai les3$12,000 APB). ,(NDIC® by(tHe vdy, thad O A/
Aamount rnethhiezedmei as figain realizedo or #drea
precisely defined term found in § 1001(b) and is $14,000 on our facts. | do appreciate that these
terms of art are very confusing at first, but you must get comfortable in tserg or
communication chaos results.)

Notice that Abasiso is the mechanism that al
not taxed to the same taxpayer more than onc®asis generally represents previously taxed
dollars (or concurrently taxed dolles in the same yeanhat should not be taxed a second time
to the same taxpayeilhus, basis can always be recovered tax free, in the sense that John and
Mary 6s $12, 000 $&racsviersd tax free fromehe $14,000 obiained on the sale. Only
$2,000 of that $14,000 (the amount realized in excess of basis) could nogessorétom taxation
asbasis recovery. You wittften hear of thisrulas fir ae r et ur n-freefrecovays i s 0 o
of capital. o Whil e 0 nsaton flom @etwon, in neality it eferstethee c i a |
fact that these dollars weatready once taxetb John and Mary (when they purchased the land
and were denied a deduction for the outlay) and thus should not be taxed to them a second time.
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What do | men by the parenthetical abov@or concurrently taxed dollars in the same gear
The dollars may not |l iterally have been Apr
(nondeductible capital expenditure) occurred in a prior year. The same result wauld Mary
and John had bought the lafod $12,000 in January of Year 1 and sold it in December of Year 1
for $14,000. The purchase price in January wouldriiendeductibleapital expenditure (creating
basis) which would be recovered tdxee on the Bcember sale under 8§ 100t0her realized
(i ncludabl egganeqa $2/0@. woul d

Letbébs return to Mary and consider again the
onehalf in $500,000 cash and chalf in shares of corporate stock worth $500,000. We have
already determined that Mary must include the entire $1 milliomas€income under 8 61(a)(1),

i.e,, not only the $500,000 in cash but also the shares received as compensation in kind with an
FMV of $500,000. What is her 8 1001 realized gain if she later sells the shares for, say, $700,0007?
Under 8§ 1001(b), her amourdalized (A/R) is the $700,000 sales proceeds. What is her adjusted
basis (A/B) in the shares?

Now that you appreciate the critical role of basis as the means by which we can keep track of
previously (or concurrently) taxed dollars, you kidoeven before loking at any authoriy that
Mary musthave a basis in the shares equal to the $500,000 that she included in Gross Income on
their receipt under § 61(a)(1), even though she did not purchase that stock herself for $500,000. If
we were to conclude, insteadatlshe takes a $0 basis in the shares, her sale for $700,000 would
produce a § 1001 realized gain of the entire $700,000 ($700,00@#9$0 A/B). Such a result
would violate precept (1), above, by taxing the same dollars ($500,000) to the same taxpayer
(Mary) more than once. Because Mary must include the $500,000 FMV of the shares in her Gross
Income on their receipt as compensation under § 61(a)(1), she should be able to recover $500,000
of the $700,000 without tax.

As expected, Treas. Treas.Reg.®2 (d) (2) provides that Maryos
received as compensation for services rendered equals any amount that she paid for the shares ($0
on our facts)plus the amount that she included in Gross Income as compensation for services
rerdered under § 61(a)(1) ($500,000). Thus, her initial basis in the shares is $500,000, and her §
1001 realized gain on the later sale for $700,000 is $200,000 ($700,008s8#800,000 A/B).

Basis can generally be created in one of two ways: (1) the magi of a nondeductible
capital expenditure or (2) a Gross Income inclusion.

An example of (1) is the purchase by John and Mary of their land for $12,000. Because the land
purchase is a nondeductible capital expenditure, they take an immediate basi®@d $1hat
land to reflect the nondeduction of the $12,000, which means that the $12,000 remains in their tax
base for the purchase year and is thus indirectly taxed to them in that year. John and Mary should
not be taxed a second time on that same $02,08us, when they sell the land for $14,000, they
can recover their $12,000 basis-faee under § 1001(a). Only the excess of the $14,000 A/R over
their $12,000 A/B is A 1001 fAgaind that is in

An example of (2)s the receipt by Mary of corporate shares worth $500,000 as compensation
for services rendered. Because Mary must include the $500,000 FMV of the shares in her Gross
Il ncome under A 61(a)(1l) upon receipt,thosehe t ak
shares to reflect the fact that she includes that $500,000 in Gross Income in the year of the share
receipt. She should not be taxed a second time on that same $500,000. Thus, if she sells the shares
for $700,000, she can recover her $500,000 basigde under § 1001(a). Only the excess of the
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$700, 000 A/ R over her $500,000 A/B would be A
Income under 8§ 61(a)(3).

Deductions (part 2): which fAexpenseso are ded

You have learned alotalay ! You have | earned, for exampl e
mere changes in the form in which wealth is held (rather than wealth reductions), are not deductible
under SHS income principles because they fail to satisfy the first requirement reielved
(with a new, clarifying parenthesis).

To be deductible under SHS principles,

(1) the outlay or event must decrease wealthe(g, the capitalization inquiry);
AND

(2) the wealth reduction mustnot represent personal consumption.

Thus, you now know that Margnd John cannot deduct the cost of the investment land, the
business equipment (the new dental chair arfRb} machine), or the personal residence that they
purchased. Each of these purchases constitute
pat entially deductible current Aexpenses. o0 In
were indirectly taxed on these outlays (via deduction denial) at the time of purchase, they take a 8
1012 cost basis in these properties, which can be recoveeedf tax under § 1001 if and when
they dispose of these properties.

Letds move on t o docsorvive thel gteql capitalizatianyinguirytj.dn, dot
outlays thatdo represent acurrent wealth decreaseand thus are properly categorized as
fiexpense® i nstead of Acapital expenditures. o In J
salaries that he pays to his receptionist and dental assistant, the rent and utility costs for his dental
office space, the rent that John and Mary pay wispeet to their apartment (before they moved
into their new home), the utility costs for both the apartment and their new home, and the costs of
the vacation trip to Disney World (among other everyday living costs). Because each of these
outlays represent @urrent wealth decrease rather than a mere change in form in which wealth is
held they argroperly categorized dexpense3 i nst ead of fAcapital expe
the stepl inquiry noted above.

On to step 2! Recall our earlier point thaer a current wealth decrease should not reduce the
tax base under SHS normative principles if the wealth decrease represents the purchase of personal
consumption in order to ensure that personal consumption costs remain in the tax base and are thus
indirectly taxed. When we turn to positive law, we findthat 26 2 conf i rms t hat 0
shall be allowed for personal, living, or familyexpenses (using that term of tax art). As with §
263 with respect to capital expenditures, 8 262 is not necessdenyodeduction for personal
expenses. Remember that, in order to take any deduction, you must always find a Code section
expressly authorizing it with the magic words
by enacting 8 262, Congress providadhandy place for the Treasury Department to issue
regul ations that help us to determine whether

As with the introductory language to § 61, which reminds us that other Code sections might
expressly autmi ze an fAexclusiond of a Gross | ncome
under 8§ 61, the introductory language in § 262 reminds us that other Code sections might expressly
provide authority t@leductcertain personal expenses that would otherwisebdeductiblainder
a normative SHS income tax. Examples include the deduction for charitable contributions made
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to certain taxexempt entities (8 170) and the deduction for interest paid on a loan incurred to
purchase a personal residence (8 163(h)(33) eawhich (and more) we shall examine in future
chapters. The term used to descréberovision that deviates from a pure, normative SHS

income taxi stax Bxpenditure, 06 and we shall examine the con
closely in Chapter3.Betkas e none of Johndés and Maryods per sc
cannot deduct any of their personal expenses.

The amounts that John pays as salaries to his receptionist and dental assistant, as well as the
rent and utility costs for his office spa@re, however, current expenses that do not purchase
personal consumption but rather help to generate business Gross Income. In other words, these
costs satisfy both conditions for deduction under a normative SHS income tax.

Turning to positive law,wesned t o find a Code section cont ai
be allowed a deductiono Aod62hewbioht papsj dan
shall be allowed as a deduction all the ordinary and necessary expenses [as opposed toalapit
expenditures] paid or incurred during the taxable year in carrying on any trade or
busi neUnkss sane other Code section steps in to take away these otherwise allowable
deductions (and there would be nonseexpensesJ ohno
incurred in his dental practice from his $500,000 of Gross Income under 8§ 61(a)(1) or (2) in
arriving at 8 1 Taxable Income (the tax base).

The deduction for business expenses does not reflect some sort of special solicitude or
preference fobusiness activity (as opposed to personal consumption). Rather, business expenses
are normatively required to be deducted if we wish to ensure taxation of SHS iriReoad.
fundamental precept (1) of an income tax: the same dollars should not be taxedttee same
taxpayer more than once.lf we require John to includevery dollarof his $500,000 gross
revenue from his pati ent anddidmetthemaliow lsimto dedudt 6 1 G
from this gross revenue the costs incurred to produce it, wévb@ doubly taxing John on the
same dollars in a very real sense (equal to the undeducted costs), violating fundamental precept
1)

To see why this is true, return for a moment
land. There, we denied Joand Mary a deduction on their $12,000 outlay in purchasing the land,
which meant that they were indirectly taxed on that $12,000 in the purchase year. This
Anondeductiono created a $12,000 Abasiso in t
reflected in the land. When they sold the land for $14,000, we did not require them to include the
entire $14,000 gross sales proceeds in § 61 Gross Income. Rather, they were permitted to recover
their $12,000 basis tefxee under 8§ 1001 first so that only $200was Gross Income within the
meaning of A 61(a)(3) (Agains derived from
fundamental precept (1) was honored by not taxing that $12,000 twice to John and Mary, which
would have occurred if weoth denied thema deduction of the $12,000 purchase pacel
required that they include the entire $14,000 gross sales proceeds in § 61 Gross Income.

Section 61(a)(3) is unusual in the sense that the Gross Income from the sale is afretady a
figure because of thesimt aneous basis offset under A 1001.
before even arriving at 8 61 Gross Income in the first place regarding the land sale. Congress could
have reached the same end result by requiring John and Mary to include théientined u n t
realizedo of $14,000 (the entire sales procee
Adeductiond (not actwually found in the Code)
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at $2,000 of Taxable Income (the tax base). But ksscthe undeducted purchase price of the land

is so obviously a cost of the later profit on the sale of that very land, basis is created in the land
directly and offset against the amount realized directly under § 1001 in arriving at 8 61 Gross
Income in tte first place.

The salary that John pays to his employees, the rent that he pays for his office space, and the
utility costs incurred for that space are clearly connected to creating the $500,000 of gross revenue,
just as the $12,000 purchase price ofldra was clearly connected to the $14,000 sale price of
the land. Unlike with the land costs and sales revenue, however, we cannot say with any precision
whet her the receptionistodos salary this week (
to any ©particular patientds payment. We cann
particul ar business cost that could be used toc
in revenues in order to arrive at a 8 ®fiossincome figure that is (like the land profit) already
reduced to aetprofit figure. In short, while the expenses are clearly incpnoelucing costs of
his business, the connection betweenaryicular expense and arparticular revenue receipt is
not easy to determine, unlike the land purchase and later sale.

For this reason, Congress requires John to include every dollar of his $500,000 gross revenue
in 8 61 Gross Income (unreduced by any of the costs that he incurred to produce this revenue) but
thenalso explicitly provides him with a current deduction frd&ross Income under § 162 (in
reaching Taxable Income) equal to all of the business expenses incurred in producing that gross
revenue stream. When the smoke clears, he will be taxed only on his net profit, in order to ensure
that we are not doubly taxingldim on the same dollars, just as John and Mary were taxed only on
their net profit from the land ownership.

What about fexpenseso (current wealth decr ec
(generally, selling goods or services to others) orirsyit of personal consumption (the trip to
Disney World) but rather in pursuit of investment profit (managing your own savings)? For
example, suppose that you rent a safety deposit box at a cost of $20 per month to safeguard a
winning lottery ticket untilyou have the opportunity to claim your prize. There has always been a
version of § 162 in the Code. In an early case construidigigins v. Commissiongithe Supreme
Court concluded that managing oneds tradeor i nves
businesso within the meaning of the predecess
portfolio. (Mr. Higgins was a very wealthy man who hired employees to manage his large holdings
of U.S. investment properties for him while he lived adrpaindeHiggins, the $20 safety deposit
box fee could not be deducted under 8dl@®en though the lottery proceeds are clearly wealth
accessions that are includable in Gross Indbinecause collecting lottery winnings does not
compri se operratbiursg ne sist. road e

Requiring inclusion of the full Agrosso pro
disallowing deduction of the expenses incurred to produce that investment Gross Income would
twice tax the same dollars to the same taxpayer foatie season that we would be doubly taxing
John on the same dollars if we required John to include every dollar of the $500,000 received from
his patients in Gross Income and, at the same time, denied him deduction of the expenses (such as
his employee sat@s, office rentetc) incurred to produce those receipts. Under SHS normative
principles, the only salient inquiry is whether the outlays contribute toward prodaocladable

3312 U.S. 212 (1941).
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Gross Incomef some sort (as opposed to purchasing personal consumption).

Congress responded lthggins not by statutorily expanding § 162 to reach investment activity
in addition to business activity but by enacting an entirely new Code section pertaining, essentially,
to investment expenses. Section 212(1) and (2) allow ttlectlen of expenses incurred in an
incomepr oducing activity not risfng to the | evel

Deductions (part 3): A 1001 flosso (and more

Suppose that John and Mary had sold the land (purchased in Tee812,000) when it was
worth only $10,000 in Year 2. You know now that John and Mary stedwldysbe permitted to
recover their $12,000 basis tiee (in order to honor fundamental precept (1)), so you know that
the entire $10,000 received on the sateild constitute tatree basis recovery and would not be
included in § 61 Gross Income. But what about the $2,00@retcovered bastsThey would have
obtained a tax benefit from that basis if they had been able to sell the land for more (in the form of
tax-free recovery of basis), but the land is now sold. Can they obtain any tax benefit for their
unrecoveredasis?

Notice that the amount of unrecovered basis on a property disposition satisfies the statutory
def i nilosworf oafndi i Ml sAssihOall1ll( ab)e: t he excess of th

the amountJohmremldrdedMary would have realized a
defined terms of tax art in 8§ 1001(a)) if they had sold their property with a basis of $12,000 for an

amountreal zed of only $10,000. Their realized fl os
basi s. I n ot her woisudrecpverbdyass.ef i ni ti on a Al o0ssoO

We now have a clear (and realized) wealth decrease (basis that we now know will never be
recovered)satisfying the first requirement in our SHS inquiry regarding deductions. This property
is not personal consumption property, such as a personal residence or an automobile used for
personal purposes, so the second requirement is satisfied as well. $kisololsibe deductible
under SHS principles.

Under positive | aw, we need to find a Code s
be all owed a de 8eel65(apand(c).fConsisteatwithISHSpsinciples, we see
authorization todeduct business and investment losses in 88 165(a) and-(@)(but losses
realized with respect to personal consumption property are generally disallowed under § 165(c)(3)
(with minor exceptions in 88 165(c)(3) and (h), which we shall peruse in C&)ter

We can now go a step further in defining wha
normative SHS income tax sense. To illustrate, suppose that Becky owns an art gallery and that
she purchases a painting for $10,000 (its FMV) that incréasedue several years later when the
artist becomes popular. At this time, the painting is formally appraised at $50,000. Two of her
regular customers consider purchasing it for its $50,000 appraised value. Before the sale, however,

a thief burgles the ste and, alas, makes off with the painting. While Becky thought that her store
inventory insurance was up to date, it has in fact lapsed, and she is unable to obtain any insurance
recovery for the loss.

I f you ask the hypot mentoiumdl oiff ma&Bre ckry 6tsh é | Ltsrsed
likely response would be $50,000 because Becky clearly lost $50,@@0rmdmiovealth. Before
the theft, she owned a sketch that was demonstrably worth $50,000, but after the theft she owned

4 Section 212(3) was added much later and has aelifféiavor entirelySee infraChapter 18.
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nothing. Folincometaxp ur poses, however, what is the amoun
§ 1657See§ 165(b). Becky is limited to deducting her $10,088isin the painting rather than its
$50,000economic valueWhy? What would be wrong (as a matter of income tax theory) with
allowing Becky to deduct her full $50,000 economic loss (rather than a deduction limited to her
$10,000 basis)?

Recallfundamental precept (2): he same dollars should not provide a doubl&ax benefit
to the same taxpayerBecause of the realization requirement, Becky did not include in her Gross
Income the unrealized $40,000 appreciation in value of the painting. If Becky were both entitled
to excludethis $40,000 (under the realizatiorgugrement) andleductthis same $40,000 (if 88
1001 and 165(b) permitted her to deduct the full $50,000 FMV of the sketch), Becky would enjoy
a double tax benefit for the same dollars, violating fundamental precept (2). This outcome is also
anotherreminde t hat the word Al oss, 0 while used i n e
the I nternal Revenue Code. A unietouesed liasjsvhacht F e d e |
generally represents previously taxed dollars, noMaisie

Indeedif we are to honor SHS principlesall deductions under the Internal Revenue Code
(not jsuos td efid uocst bhesuppoited byyreviously or concurrently taxed dollars
(i.e. after-tax dollars) in order to ensure that we are not providing a double tax beefit to
the same taxpayer for the same dollargboth exclusion and deduction) This outcome is
explicit under AA 1001 and 165(b) with respect

is explicitly | imited t o llyutme vt tespectte dny dthera s i s 0
deduction that is premised on normative income tax principkesthose deductions that are
necessary to properly measure Aincomeo in th

deductions and A s2102 diedwes ti noalysiecalfsetiegaamiesent e d
outlays stemming frormcludableGross Income, usually in the same year.

Recall, for example, Johnés $500, 000 of incl
the 8§ 162 business expense deductis t hat he was all owed for his
office utility costs,etc. Those deductions are justified ottlgcause athe Gross Income inclusion
of the entire $500,000, from which he was able to pay these business expenses. lorogher w
they are fisame dollarsodo (previously or concur

Under a normative income tax, deductions must be supported by previously or
concurrently taxed dollars if we are to ensure that the same taxpayer does nafjey a double
tax benefit for the same dollars under fundamental precept (2). Thus, a wealth reduction in
the SHS sense means, more particularly, an outlay or loss of previously or concurrently taxed
dollars, i.e.after-t ax dol | ar s. fi B example of preveously ¢or eoncurteltla r e s t
taxed dollars, but business and investment expenses, as well as depreciation (below), also
should represent previously or concurrently taxed dollars because they pertain to producing
what was (or will be) includable Goss Income.

Deductions (part 4): depreciation

We have seen that John and Mary are not permitted to deduct the acquisition costs of their land
or personal residence and that John is not permitted to deduct the acquisition cost of the new
business equipmeéthat he purchased this year (the dental chair arayXnachine) because each
of these outlays are properly categorized as capital expenditures, creating basis, rather than current
expenses. We have also seen that basis can be recovehexttar latessale of the property, as
when John and Mary sell their | and, producing
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basis be recovered earfiebefore sale or other disposition?

Read 8§ 167(a). It allows a taxpayer to take a series of basis dedusti,  depreclatob i
deductions, during the life of the property, so long as the propdrtgi3 of a type subj e
and tear o and (2) used i n busi neigshusmessdnel d f
investment property). Notice that no depreciation deductions are allowed with respect to personal
consumption property, consistent with the SHS principle that property used to provide personal
consumption (as opposed to producing Gross Income) should not reduce the taxibase. i we a r
and t ear 00 exgogedin Chapteeld in more defaiéssentially means that the property
at issue must waste away as a result of the business or investment activity in some predictable
manner. In other words, it must have an ascertainggtul life up front, when placed in service
in the business or investment activity. Property with a potentially infinite life, such as land,
collectibles, or corporate stock, is never depreciable because it does not predictably waste away
from use. Buildngs, no matter how solidly built, can be depreciable assets because they do
eventually collapse, even with good care.

Thus, John and Mary cannot depreciate their investment land (because it fails to satisfy the
Awear and tear 0 r e qluesidencadbedayse ibis personad consunmpteom s 0 n
property). John can, however, depreciate the business equipment (dental chaiagmaaxhine)
that he purchases this year for use in his business. The actual mechanics of how to schedule these
basis dedutns over time under 88 167, 168, 197 and related provisions are addressed in Chapter
14. For now, it is enough to know that John will be able to accelerate the tax benefits of his basis
in the business equipment. Why does John like this result? Alhergedw:because of the time
value of moneyDeducting his basis beginning in the year of acquisition (instead of waiting until
he either sells it or junks it and recovers his basiftaxe e or t akes a Al osso
1001 and 165) has real valteeJohn!

Some may think that allowing deduction of property basis prior to a sale, exchange, or
destruction of the property (where the basis would offset amount realized, if any, under § 1001) is
inconsistent with the realization principle. A fuller dission of this issue must await Chapter 14,
but the short version is that losses can legitimately be considered final and irretrievable (and thus

Areali zedd in a nontr i vdsalongasthespppertyevasten awbye f o0 r €
over time in sompredictable fashion and gets ever closer to the end of its useful life in producing
Gross Income solely with the passage oftmeT hus, the fAwear and tearo

critical in determining which properties should properly be depreciabthe first place. Stay
tuned!

8§ 1016 basis adjustments

Suppose, for the purpose of il lustration or
(producing an initial cost basis under § 1012 of $10,000) and that he is permitted to depreciate this
basis ima series of $1,000 deductions over the first 10 years of his ownership under the depreciation
provisions. At the end of each of Years 1 and 2, John properly deducts $1,000 (for a total of $2,000)
before selling the chair for $8,500 on January 1 of Yeacalse he wants to buy the new edition.

The sal e, of cour se, triggers A 1001. Because
within the meaning of A 1001(b) is $8,500. Wh:
of sale, which wilbe used as an offset against the amount realized under § 1001(a) in determining
his Againo or Al osso?

What would be wrong with using his original $10,000 basis in calculating his § 1001 gain or
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loss?Recall fundamental precept (2):the same dollars shold not provide a double tax

benefit to the same taxpayerlf John is permitted to deduct $2,000 of his $10,000 basis in Years

1 and 2 under the depreciation provisions, he should not be permittedtttaisame basis a

second timéo reduce his 8 1001 ia(or create or increase a 8§ 1001 loss) in the year of sale. Thus,

§ 1016(a)(2) requires Johniteducehis original $10,000 basis by the $2,000 deducted under the
depreciation provisions, resulting inenhen fdad]j
sells for $8,500, John realizes a $500 gain under § 1001 ($8,50&%¥%8,000 A/B) As an

aside, note that the depreciation deductions allowed during Years 1 and 2 exceeded the real loss in
FMV during his ownership period, a common occurrencev@shall see).

Just as basiss the tool used to ensure that the same dollars are not taxed more than once
to the same taxpayer, basis is the tool used to ensure that the same dollars do not provide a
double tax benefit to the same taxpayer.

Let 60s geaw totandider another basis adjustment. Suppose that Donald has long owned
a hotel called Trumptown, which he has been properly depreciating, with a current A/B of
$400,000 (after reduction for depreciation deductions under § 1016(a)(2)). He decmlestiioct
a major addition to the hotel, doubling its square footage, at a cost of $500,000. Can Donald
immediately deduct this cost under 8§ 162? While incurred in business (rather than for personal
consumption), is the $50QuDO6dounbday An l162%p
expenditureo (nondeductible under4@pwitRBeas. ? Com
Treas. Reg. § 1.263¢4)a) and (d)(2). We shall spend all of Chapter 4 examining the capitalization
rules in more detail, incllingtheeved i f f i cul t | i ne between a repai
i mprovement or betterment Acapital expenditur e
is a permanent improvement or betterment, rather than a mere repair, and musalmechapiow
do we do that with respect to property that is already owned by the taxpayer?

SeeA 1016(a) (1). The | anguage fproperly <char
expenditure. o This $500, 000 capi tyalteadgowpedndi t u
increasests basis from $400,000 to $900,000. Because this building is used in business and is
subject to Awear and tear, 0 this new basis wi
as was his original basis. Again, stay tuned

A brief introduction to the concept of dAcapit

If the 8§ 1001 gain or loss on a sale, exchange, destruction, or other realization event with respect
to property is includable in Gross Income (if a gain) or deductible under § 1869#)ayou must
then consider whether the gain or | oss is char
that characterization matters. We shall devote an entire chapter (Chapter 15) to examining the
special rules that apply to capital gaingl @apital losses, but it is important for you to acquire an
initial grasp of the two most fundamental consequences of these characterizations now because
they will affect the discussion of topics thr
loss does not arise from t he sdgeSerigndthaiocemettax,on o f
for reasons that we shall explore in Chapter 15.

The first thing to note is that whether a A
dowithwhe her the original purchase of the proper
though both (unfortunately for beginning tax students trying to keep all of this straight) use the
term fAcapi alapldrchasesYdfilonrtved propérty are capital expenditures, but that fact
does not mean that the § 1001 gain or loss realized on a later sale or exchange of that property is
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Acapital 06 gain or | oss. You si mplryi dilatv.e A ofid a&p
expenditure, 0 you have | earned, i's simply an
changes the form in which wealth is B&00d and
gain or |l oss is nadmiatraylog (irfatthheer rtehgauni rfeamre nt
satisfiedLet 6s use a series of examples to illustr

Suppose that Steve owns a retail shop that purchases jewelry on the wholesale market and then
resells it to customers. Stepurchases a gold necklace at wholesale for $7,000 in Year 1 and sells
it for $12,000 to a customer, Ellen, in Year 3, who wears it for personal adornment. After wearing
the gold necklace for a few years, Ellen tires of it and sells it to Marty for ¥1%0%ear 6
(because the price of gold has increased in the interim).

Steve cannot deduct the $7,000 cost of the n
he purchases it from the wholesaler because t
Rat her, the purchase is a nondeductible Acapi
cost basis in the necklace under § 1012. When he sells the necklace for $12,000 to Ellen, Steve
realizes a $5,000 gain under § 1001 ($12,000 k&% $7,0® A/B). Similarly, when Ellen
purchases the necklace for $12,000, she cannot deduct the $12,000 cost of the necklace because it
is a nondeductible capital expenditure, creating a $12,000 basis. When she sells it for $15,000 to
Marty, Ellen realizes a $3,00yain under § 1001 ($15,000 Al&ss$12,000 A/B). Even though
both Steveds and EIll ends purchases of the ne
Steveds A 100 hotglmamaotfer$i5z@d0ad sicapital 0 gai
$3,000is characterizedascapi t al 6 gain. Why? And what diffe

A A 1001 gain or |l oss that i's realized with
(instead of fAordinaryo) if the thh4) aeresatsfeedfui r em
If you peruse those subsections of § 1222, you will note three common fedturedbbo e ficapi t al

(1) the § 1001 realized gain or loss must becludable (if a gain) or deductible (if a loss);
(2) the asset disposed of must satisfy the defimtin  of Acapi tal asseto fo

Bthe realized gain or | oss must have arisen
for example, a theft or destruction).

The first requirement alerts us to the possibility that some realized gains that waaridise
be immediately includable in Gross Income under § 61(a)(3) or realized losses that would
otherwise be deductible under 88 165(a) and (c) may, under some specific Code section, be
excluded (if a gain) or disallowed as a deduction (if a loss). Phietm of art for such realized
gains and | osses that are not taken into acco
(A realized gain or loss thas ir e c 0 g ni z e dsotakdn snto aacaeint motv.a \We shall
exami ne some frovsions i Clager 13t Foraurrént purposes, it makes sense to
stop the analysis regarding whether a reali ze
loss is not going to show up on the tax return in any event because of a nonrecpgovigion.
You will have to take my word for it (for now) that no nonrecognition provision would permit

Steveds and EIll ends realized gain on their s
indeed, appear on their tax returns inthe sale yearstTh  t he f i rst requir emen
Ellends A 1001 gain to be characterized as fc

Similarly, the third requiremeéttt hat t he gain be realidisd by w
also obviously satisfied for both Steve arii on these facts because both sold the necklace for
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cash. If Steve had exchanged the necklace for, say, a new cash register for use in his business, the

Asal e or exchangeo requirement would similar/|l
The necklace is not, howeverfiac a pi t al asseto as defined in A
isa fAcapital asseto in the hands of EIl en. Thu
gain is characterized as fAordinaryo Werskl ead o

examine 8 1221 in greater detail in Chapter 15, but do read § 1221(a)(1) for now. Notice that the
introductory phrase (before arriving at (1)) refers to all property in all the &oddardless of

whether that property is held for business, itwest, or personal purpogesinlessthe property

is listed in one of the subsections of § 1221(a). Thus, if the nedklaescribed in one of the
paragraphs in 8 1221(a), itn®ta capital asset, and the necklace in the hands of Steve is, in fact,
descr bed in the Ainventoryo or fideal ero except
Steve, does not hold the necklace as inventorg,at fcapi t al asseto in her
cannot simply conclude that gold necklace®aveare nod capitd assets. They are capital assets

in the hands of some taxpayers (if theyraweheld as inventory to sell to customers, for example)

and not capital assets in the hands of others. Jewelry held for personal purposes (as opposed to
inventory) is just onexample of a capital asset. Another is shares of corporate stock held as an
investment (as opposed to be being held as inventory by a stock dealer).

So Steveds A 1001 gain is fAordinary, o0 but EI|I
Certaink i nds of <capital gai n, call ed fdnet capita
reduced tax rate under 8 1(h), whereas ordinary gain is not. We shall tease apart the definition of
Anet capital gai ndo i n Ch a pdieatythatltfe capitaliasset have r e q U
been held for more than one yeat# ebenf crapitthaée g
So finet capital gai no ( iawehm cafdital gaie)gsupreferaldy tazed | e a ¢
compared not only to ordinagain or shorterm capital gain but all other kinds of ordinary
income, including compensation, rent, interest, royalés® Net capital gain falling within
Taxable Income of $400,000 ($450,000 for married couples filing jointly) or less is ggtexali
at 15% (0% for taxpayers whose ordinary income is otherwise taxed at 15% or less). Net capital
gain falling within Taxable Income exceeding the $400,000 (or $450,000) threshold is generally
taxed at 20%. In contrast, the top tax rate on ordinaryagal ordinary income is 39.6%.short,
certain capital gains are preferably taxed at a lower rate than ordinary gain (and ordinary
income other than gain).This rate differential is at the root of a good deal of tax planning, as we
shall see.

What if Hlen had sold the jewelry, which she had purchased for $12,000, for only $5,000
(instead of $15,000) because the price of gold had fallen during her ownership period? Instead of
realizing a gain under § 1001, she would have realized a 8la88df $7,000($5,000 A/Rless
$12,000 A/ B). Could EI'l en deduct this | oss wun
jewelry is personal consumption property, and personal consumption wealth reductions are
intended to stay within the tax base under SHS mile€. Because the loss will not appear on
ElI'l ends tax return, the |l oss is not capital u
deductible). Indeed, because the loss is not deductible, its character is irrelevant.

What if the property tat Ellen purchased for $12,000 and then sells for $5,000 are shares of
corporate stock instead of jewelry worn for
deductible under § 165(c)(2), and all three requirements found in § 1222 are satisfeecherhu

5 Certain dividends received on corporate stock are also subjectdpetial reduced tax rate under § 1(h).
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deductible |l oss is a ficapitalo |l oss. Why does

Even though Ellen has authority to deduct the loss under 8§ 16%(d}(@)first step in the
analysi® she must also take note of § 165(f), which refers her to § 1211 because her deductible

loss is capital. Read A 1211(b) now. Notice th
shall be allowed a deduction.o Section 165 is
loss. But even if you find a Code section that contains ttgpima  wor ds @At her e shal
deductiono and satisfy its terms, you must al

section steps in to take away the otherwise allowable deduction. Section 1211 is the first Code
section among others that whall examine that can step in to take away (or defer) an otherwise
allowable deduction.

With respect to capital losses that are otherwise deductible under the authority of § 165,
§ 1211(b) limits the amount of deductible capital losses (whether shedrm or long-term)
that can be taken in any year to the amount of realized and included capital gains (whether
short-term or long-term) for that year plus up to $3,000 in additional capital loss. Under §
1212(b), any capital loss that is disallowed under § 12(b) can be carried forward
indefinitely to future years until it is either deducted under 88 165 and211(b) or the
taxpayer dies.

Forexample, if Ellen also owns shares of stock with an unrealized capital gain (which we can
refer to as builin gain) of $9,000, and she sells that stock this year, realizing and including that
$9,000 capital gain, she could then deduct her entire $7¢20i@ed and deductible capital loss
under 88 165 and 1211(b) on the sale of the gold necklace. If however, she chooses not to sell the
stock with the $9,000 buiih gain, she can deduct only $3,000 of her otherwise deductible capital
loss on the necklaale this year. The remaining $4,000 would be carried forward. If, in the next
year, Ellen realizes no capital gain, she could deduct another $3,000, carrying forward the last
$1,000 to the next year, when it could finally be deducted.

The § 1211 capitdbss limitation rule stems chiefly from the realization requirement (coupled
with the special, reduced tax rate under A 1(
could result without § 1211(b). Without § 1211(b), the taxpayer could chimosell only
properties with deductible, unrealized loss (bimlioss) and choose not to sell properties with
built-in gain, thus making it appear as though the taxpayer lost wealth for the year under SHS
notions of income when, she is, on net, actualgalthier (though the wealth increase is
unrealized). Section 1211(b) essentially requires the taxpayer that wishes to deduct otherwise
deductible (under 8§ 165) capital losses to realize at least that much in capital gains in order to avoid
deliberate mismasurement of net wealth increases or decreases for the year. The ability to deduct
an additional $3,000 in capital losses (in excess of realized capital gains) should be thought of as
nothing more than de minimigrule for small investors.

Notethatony fAcapital o | osses are subject to the |
that are deductible under § 165 are not so limited. For example, if Steve, our jewelry shop owner,
sells the gold necklace to Ellen for less than he purchased it, hi318ld$s is both deductible
under 8 165(c)(1) and ordinary (not capital) because the necklace is not a capital asset in his hands
under the § 1221(a)(1) inventory exception. Thus, his loss deduction is allowable without limit,
unconstrained by 8 1211(b).

In short, capital gains are treated favorably when compared to ordinary gains and
ordinary income because capital gains may be taxed at a special, reduced tax rate. Capital
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losses are treated unfavorably when compared to ordinary losses because otherwise
deductible capital losses are subject to deduction restrictions in 8 1211(b) that do not apply
to ordinary losses.

Problems

1. Rachel, a medical doctor, purchases a painting to hang on the wall of her livingi.eapm (
for personal enjoyment) for $15@0@n February of Year 1 from an «mdcoming artist, Randy
Borehall. At the end of Year 1, the painting is appraised at $17,000. At the end of Year 2, after a
particularly nasty piece of publicity regard
$10,000. When Borehall dies in Year 3, Rachel is able to sell the painting in November for $20,000
in cash (you know what death can do to the va

a. What does Rachel include in Gross Income (or deduct in reaching Taxetaeein each
of Years 1, 2, and 3 under current law?

b. What would Rachel include or deduct in each of Years 1, 2, and 3 under a pure SHS income

tax, under which changes in wealth are taken into account annually, regardless of whether or

not there has lem a realization evenit€., under a marto-market system)? Recall the crucial

rol e o® gerebaldysa renging record of previously or concurrently taxed dollars or,
stated differently, dol l ars that hgsvrethenot ye
painting be at the end Year 1, at the end of Year 2, and at the time of sale in Year 3? Remember
also that she is using this painting for personal purposes, which will affect, in particular, your
analysis of the loss in value in Year 2.

c.Is the result ira. or b. more favorable to Rachel and why?

d.Ina, what i s the character of Rachel ds A 100
Rachel care?

e. Do your answers ta. andd. change if Rachel exchanges the painting for a boat owned by
Jacob that is worth $20,000 (rather than selling the painting for $20,000 in cash)?

22Rachel 6s mother gives her $5,000 in cash fo
consequences to Rachel under SHS notions of income and under currentiawsés the cash
to:

a.take a trip to Paris?

b. purchase shares of corporate stock worth $5,000, which she then sells for $7,000 in August
of Year 27 Is this result consistent with the role that basis usually plays? Why or why not?

3. Tired of all of tke clutter in her home, Rachel holds a garage sale where she sells a bunch of
old furniture, clothes, dishes, toys, small applianets,which she had used in her home over the
years. Nothing that she sold was valuable. When she counted the monetillrahére end of
the day, she had $300 in cash. Does Rachel include this $300 in her Gross Income under current
law? Why or why not?

4. Rachel pays her office nurse a salary of $50,000, pays rent for her medical office premises
of $20,000, pays rent fdver personal apartment of $15,000, pays $10,000 for food, and purchases
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a new patient examining table for $10,000. De
notions of income and current law for each of these outlays. (Do not worry about figuting

actual depreciation deductions, if any, to which she is entitled. Just note whether or not she would

be entitled to take any.)

5 What is Rachel s A 1001 gain or | oss if, a
decides to sell for $6,000 the examining table purchasdd mbove, after properly deducting
$5,000 in depreciation deductions under 88 167 and 1687 (Skipovigrthe characterization of
her A 1001 gain or |l oss as fAordinaryo or fcap
govern the sale of property that has been the subject of depreciation deductions. As usual, stay
tuned.)

6. Ryan, a lawyer, grchases shares of corporate stock for $20,000 in December of Year 1. At
the end of Year 2, they are worth $17,000. He sells the shares in October of Year 3 for $13,000.
Describe Ryands tax consequences witrdgsundegspect
both SHS notions of income and under current law.

7. Lindsey buys an office building for $100,000. After properly deducting $20,000 in
depreciation, she has the building appraised, and it is demonstrably worth $110,000 because the
surroundingnegh bor hood is quickly gentrifying. That
appreciated to a value above her original purchase price so that she now owns economic wealth of
$110,000 with respect to the building. (As an aside, you will learn thattleetf t h a't Lind
property has increased in value does mean her depreciation deductions were improper. Take
my word for it that they were proper. Stay tuned.) Unfortunately, shortly after the appraisal, the
building burns to the ground, and she leattmst (because she failed to make payments) her
i nsurance coverage has | apsed. Wh a 't i's the al
clearly lost $110,000 of realconomic valuebut can she deduct that amount? Why or why not?

See§ 165(b).

8. Doug purchases a boat in Year 1 for $200,000. In Year 2, Doug spends $30,000 to fix the
boat wup. Explain why Doug would I|like to catec
ilexpens eloeas.uTredse Reg. § 1.182) rat her t han ampitahi mpr o
expendituredo under T-i(a)aml (d)(2)if keauses thePbeat)for business. 2 6 3
purposes, and why he would like just the opp@site categorize the $30,000 outlay as a
Aper manent i mpr ov e mednftheuses thbohtéor rectestianal pusposes. e p ai r

Whew! There was bt of information packed into Part A., which serves as the anchor for the
rest of the course. In a sense, the rest of the book merely fills in additional deteibtg picture
sketched here. For that reason, | recommend that you periodically reread this Part A. throughout
the course when you feel yourself getting lost in the forest for the trees. Going back to first
principles can provide that compass to get lyack on track. Metaphor overload!!

B. The tax rate structure, marginal vs. effective rates, and more

As noted earlier, the highest marginal tax rate on ordinary income is 39.6%, but a graduated
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rate structure begins at 10% and rises to 39.6% oneackchonf A Taxabl e | ncome.
Part A. that Taxable Income is, generally speaking, 8 61 Gross InEsmany allowable
deductions. The first chunk of Taxable Income is taxed at 10%, the next chunk at 15%, and so on

at rates of 25%, 28%, 33%, 35%, &8416%.

Moreover, we have different rate schedules that apply in different household circumstances,
and the beginning and end of each rate threshold are indexed for inflation so that they rise each
year, ensuring that mere inflation gain (rather than lageea in purchasing power) does not cause
income to creep up into the next higher tax b
inflation adjustments were adopted in 1986). The two most common rate schedules are reproduced
below for 2014

2014 Table for Unmarried Individuals

If Taxable Income is: The tax is:

Not over $9, 075 ééééeééeecéceéceé. 10% of Taxable In
Over $9, 075 but not over $36, 900 ¢éécé. $907.50
Over $36,900 butnatver $89, 350 ééé$5,081.25 plus 25% ol
Over $89, 350 but not over $186, 350 ¢écé. $18, 19
Over $186, 350 but not over $405,100 é... $45,
Over $405,100 butnotover$406 50 ¢€é¢é3$117,541. 25 plus 35% of e
Over $406, 750 éeéééeéeéeée. ... $118,118.75 plus

2014 Table for Married Couples Filing a Joint Return

If Taxable Income is: The tax is:

Notover $18, 150 ééééeéeeéeeéeelo%w of Taxabl e | ncome
Over $18, 150 but not over $73,800 ¢ééé$1,815 p
Over $73,800 but not over $148,850 ¢éé.. $10, 16
Over $148,850 but not oV eofexBeB8shéer PBMMBB506E6é$28, 925
Over $226,850 but not over $405,100 é. .. $50,
Over $405,100 but not over $457,600 é... $1009
Over $457, 600 ééeéeéeééceeéeéeeée. .. $127 er$8526060 pl us

Wemustdi stingui sh between the Amarginal 6 rate
marginal rate ist he r ate at w h ilast ljor mahgi@al) dadlax |3 dayed. Mlies
effective or average ratein contrast, ishe percentage oftotal income (or Adjusted Gross
Income, described below) paid in tax

For example, if Paul is wunmarried and has $4
25% marginal tax bracket because his last dollars of Taxable Income would be taxed at 25%. But
this phrasing does not mean that Paul pays 25% of his $40,0Gxabl€ Income ($10,000) to
the Federal Treasury. Rather, Paul would send only $5,856.25 to the Federal Treasury, equal to
$5,081.25lus$775. Look again at the third line of the table for unmarried individuals to see why
this is true. The $775 figure isreved at by multiplying the 25% tax rate to his last (marginal)

8 Three additional rate schedules in § 1 that are not reproduced here apply to Heads of Household, Married Couples
Filing Separate Returns, and Estates & Trusts. The last one is reproduced in Chapter 8.
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$3,100 that falls within that 25% bracket ($40,086s$ 36, 900 ) . Nor does it
salary is $40,000. To have $40,000 of Taxable Income, his Gross Income and Adjusted Gross
Income (or AGI, defined below) would have been much higher because of several deductions
described below.

The marginal rate is important for at least two reasons. As described more fully in Chapter 3,
economists care about marginal rates because it is at thgexeahere behavior might change in
response to this rate, which can affect economic efficiency and thus economic growth (at least if
behavior really does change in response to the tax). The marginal rate is also important in
connection with effective taplanning, as illustrated in Chapters 8 and 9 (examining income
shifting possibilities among family members).

In measuring the distribution of the tax burden, however, the important parameter is the
effective tax rate. WhihdtiehisheHeativebrate? Wa kngnthatave r a't
should put $5,856.75 in the numerator, but what should we put in the denominator? If we put
Taxable I ncome in the denominator, Paul 6s eff
But the most usual measuis AGI because it more nearly measweesnomiancome, the ideal
denominator. Usingeal economicincome would require Paul to add to the denominator some
items that increase Paul 6s wealth but as;e neve
which are excludable under § 102, or the increase in value of his assets that are ignored under the
realization requirement) in determining his effective tax rate. If we used either AGI or real
economic income (instead weftax fhtea wald beesignificantly me ) |,
|l ower than 14. 6 %. Letds see why. And | etds s
Income to tax due. (It is important to appreciate how itaffextthe bottoraline tax owed in order
to engage in effective taxgnning.)

Computation of Tax

Gross Income----------- [8 61, case law; statutory exclusion available?]

Minus Deductions from
Gross Income- - - -------- [deductiondistedin § 62 butallowedby a
Code section that says fAthere
a deduction é. 0]

EqualsAdjusted Gross

Income (Individuals) - - - - - - [defined by §62]
Minus Personal Exemptions- - - - - - [88 151 and 152, as reduced under § 151(d)(3) if
applicable]
andeitherStandard
Deduction--------- [8 63]
or ltemized
Deductions-------- [deductionsotherthan those listed in § 62, the

Standard Deduction, and the Personal Exemption and
Dependent Deductions, as limited by 88 67 & 68 if
applicable]

EqualsTaxable Income- - ------- [defined by § 63]
Apply Tax Rates or Tax Tables - - [88 1 and 3]
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Yields Tax Before Credits

Minus Tax Credits - - - - - - - - - - - - - - [88 21-42, 53, and 6315]
EqualsTax Due
(Alternative Minimum Tax?} ----- - - [88 5559]

Let 6s cons i dgamarded eonpleaith tivo Mimonchildren, Larry

(age 10) and Laura (age 7). Joan isteacher who earns $60,000 in 2014nd

Jim is a construction worker who earns $50,000 in 2014n addition, they

receivea $10,000 giftf r om Ji mds we al Theyydo mpryatovehmot her
a home but rather rent an apartment. They contribute $2,000 totheir church,

a recognized charity, and they pay3,000 in stateand localincome taxes.

The first step in the chart listed above is to determine the 8§ 61 Gross Income that Joan and Jim
must irclude on their joint tax returhThey must include their $110,000 in aggregate salary under
§ 61(a)(1), but the $10,000 that they receive as a gift is excludable from their Gross Income under
the authority of 8 102, even though it represents economimet¢o them.

8§ 62 @ovethe-line deductions

After determining their 8 61 Gross Income, they are next permitted to takdeduogtions
listedin 8 62 but allowed by some other Code section in reachinédjusted Gross Income
(AGI), typically referred to as Abovethe-Line Deductions in tax jargon. Thus, AGI is Gross
Income lessthe Abovethe-Line Deductions.

Note that 8 62 does not provide the authority to take any deduction. You must find the authority
to take the deduction in a Code section that
and satisfy its terms. Once satisfied that you have liaitihority to take the deduction, you must
then consider whether another Code section steps in to deny or reduce this otherwise allowable
deduction. For example, you learned in Part A. that a loss on the sale of investment property
(deductible under theughority of 8 165(c)(2)) may nevertheless be limited by § 1211(b) if the

deductible I oss is a ficapitalo |l oss. Once you

that you are, indeed, entitled to take the deduction, you must (as the last $tepairalysis)
determinewvhereon the roadmap from Gross Income to Taxable Income the deduction is taken.

You can think of the Abowthe-Line Deductions as the most preferred deductions because,
unlike Itemized Deductions (considered below), they areimateld in any way. The first item on

this preferred list of deductions is business deductions (such as ordinary and necessary business
expenses under § 162 and depreciation deductions under 88 167 and 168) so long as these business
deductions are incurredy the sele mp |l oyed rat her than in onebs

another.See§ 62(a)(1). A good example of these deductions would be the ones incurred by our
dentist John in Part A. Recall that he paid his dental assistant and receptionist a a&adlaentp

and utility costs for his office, and incurred depreciation deductions for his new dental chair and
X-ray machine. These deductions would be taken above the line, directly from Gross Income in
reaching AGI.

Losses incurred on the sale of propesaych as capital losses, are listed in § 62(a)(3). The
deductions attributable to investment property that produces rents or royalties are listed in 8

”We shall dscuss the joint tax return as an incespditting mechanism in Chapter 8.

-29

C



Chapter 1 Essential Structure of the Incomelax Chapter 1
62(a)(4), and alimony (studied in Chapter 9) is found in 8§ 62(a)(10).

Notice that business deductionfsemnployeesire taken above the liranly in certain limited
circumstances. The most important of these is the first: business deductions incurred by employees
that areeimbursecby t heir empl oyers under what have col
defined in 8§ 62(c)See8 62(a)(2)(A) and (c)If the reimbursement arrangement requires the
employee both to substantiate the business expense and to return any excess reimbursement to the
employer, the employee is permitted to deduct the business exgieastly from Gross Income
in arriving at AGI. Butthe reimbursement itself, because coming from an employer, would be
includable in Gross Income under 8§ 61(a)(1) as compensafienause the inclusion in Gross
Income under 8§ 61(a)(1) would exactly offsbe AbovetheLine business expense deduction
under 88 162 and 62(a)(1), Treas. Treas. Reg. 8ZA(G) permits the employee to igndreth
the inclusiorandthe offsetting deduction. This simplification measure has real economic benefits,
as the reirbursement is also excludable for purposes of the payroll taxes mentioned in Chapter 3
(under which no deductions are allowed).

Because Joan and Jim have no deductions that are listed ini&.62q Abovethe-Line
Deductions), their AGl is also $110,000.

Personal arl dependent exemption deductions antesidarddeduction

The next item on the list is tiRersonal and Dependent Exemption Deductionsnder 88§ 151
and 152. Kery taxpayeeffectively has aero brackeamounton the first dollars earnezh the

rationale that subsistence income shoutod not
pay fairness norm is discussed in Chapter 3.) Congress effectuates this zero bracket through several
means. The first is by allowing taxpayers to deductugd®l aflatamount al | ed t he MfAPe
Exemption. o0 Additional deductions equal to th

each fiDependent, o0 as defined in A 152. While .
$2,000, § 151(d)(4) redres that this amount be increased for inflation for each year since 1989.

For 2014, the Personal and Dependent Exemption Deduction for each person is $3,950. Thus, Joan
and Jim can deduct $15,800 ($3,950 x 4) under 88 151 and 152 from their AGI. S&t{ahi3)

phases out the Personal and Dependent Exemption Deductions famdogte taxpayers (often
referred t dPersosabExXemdEdnBhastoourt o) by reducing the af
2% for every $2,500 (or fraction thereof) that exceeds (fadp8254,200 of AGI ($305,050 for

a married couple filing jointly). These phaset thresholds are an odd number because they are
indexed for inflation each year.

While the phas®ut does not apply to Joan and Jim, a married, childless couple with @200,
AGI would be entitled, before applying the phasg rule, to $7,900 in aggregate Personal and
Dependent Exemption Deductions ($3,950 x 2)
exceeds $305,050 by $94,950, however, they would lose 76% (or $6fQB#) amount because
$94,950 divided by $2,500 is 37.98, and 38 reductions of 2% equals a 76% reduction. Thus, they
would be permitted to deduct only $1,896 in the aggregate ($&86H6,004)°

In addition, Joan and Jim would be entitled to deettier the Standard Deduction under 8
63(b)(1)or the aggregate of their smlled Itemized Deductions from their AQlhe Standard
Deduction is a flat amount available to individual taxpayers that is, like the Personal and

8 This result remains true only if the couple is not otherwise subject to the AMT, discussed shortly, as the Personal
and Dependent Exemption Deductions are entirely disallowed timel&MT.
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Dependent Exemption Deductiomdexed for inflation each yeg8ee8 63(c)(4). For 2014, the
Standard Deduction for a married couple filing a joint tax return is $12,400 ($6,200 for single
individuals).ltemized Deductions consist of the universe of all deductiorexcept(1) Above
the-Line Deductions {.e., those listed in § 62), (2) the Standard Deductiorand (3) the
Personal andDependent Exemption Deductions.

The original impetus behind the 1944 enactment of the Standard Deduction was the desire for
simplification during the perioavhen the class tax was becoming a mass tax during WWII, as
described in Chapter®The new Standard Deduction allowed taxpayers who did not wish to keep
track of the individual Itemized Deductions to which they would otherwise be entitled to simply
take he Standard Deduction, instead. The Standard Deduction, in other words, is intended to
represent an amount that the average taxpayer might otherwise incur in ltemized Deductions. Of
course, in the real world, most taxpayet, in fact, keep track of tlreltemized Deductions and
take whichever amount (the total of Itemized Deductions or the Standard Deduction) is larger.
Thus, in a nontrivial way, the Standard Deduction represents an additional amounfreg tax
subsistence spending available to allpayers, in addition to the Personal and Dependent
Exemption Deduction, because every taxpayer is entitled to it simply for existing.

Itemized Deductions consist chiefly of the personal deductions that would not be allowed under
apure SHSincometakd, t hey are Atax expenditureso), as
and investment expenses, discussed shortly. A large majority of individual taxpayers
approximately 70% of all individual filedstake the Standard Deduction instead of their aggregate
of Itemized Deductions. Only about 12% of taxpayers earning less than $63,000 itemize. Higher
income taxpayers, in contrast, virtually all itemize, with 90% of those earning more than $150,000
itemizing®

The only possible Itemized Deductions on thesdsfavould be the $2,000 in charitable
contributions (8§ 170(a)) and the $3,000 paid in state and local income taxes (8 164(a)(3)). Because
this total ($5,000) is Il ess than Joan and Ji
definitely take the Stadard Deduction. Notice, therefore, tht@imized Deductions are entirely
worthless to the extent that their aggregate does not exceed the Standard DeductiStated
another way,ltemized Deductions have valuenly to the extent of thér aggregateexcessover
the Standard Deduction. Thus Itemized Deductims are less valuable than Abowhe-Line
Deductions the preferred deductionsd where each dollar will, in fact, offset Gross Income
in reaching TaxableIncome Joan and Ji més Taxagof&63ib:ncome w

$110,000 Gross Income
Less 15,800 Personal and Dependent Exemption Deductions
Less 12,400 Standard Deduction

$81,800 Taxable Income

Because Joan and Jim are not itemizing their deductions but rather taking the Standard
Deduction, 88 67 and 68 are irrelevant to them, but we need to talk about these proeigons h

9 Seeloseph J. Thorndik@he LoveHate Relationship With the Standard Deductib#2Tax NOTES1394 (2014)
(describing how charities lobbied against the enactment out of fear that the new Standard Deduction would reduce
charitable giving, thogh a look back from 1960 showed that it did not).

10 SeeDavid Wessel,Campaign Paves the Way for Tax RefoiwviaLL St. J, Oct. 25, 2012, at A8, and at
http://online.wsj.com/news/articles/SB10001424052970203937004578076650697167828

-31-



Chapter 1 Essential Structure of the Incomerax Chapter 1
Letds talk about A 68 first.

§ 68: the partial phaseut of itemized deductions

Section 68 reduces the aggregate amount of otherwise allowable Itemized Deductions by 3%
of the amount by which it exceeds the same threshold amounts described above with respect to the
Personal and Dependent Exemption Deduction pbaseule,i.e., $254200 in 2014 ($305,050
for married couples filing jointly). Unlike the Personal and Dependent Exemption Deduction,
however, which can be fully phased out, Itemized Deductions cannot be reduced by more than
80% under § 68! For example, a married couple wit$400,000 AGI and $50,000 in allowable
Itemized Deductions would see their Itemized Deductions reduced by $2,848.50 (3% of the
$94,950 excess of $400,000 over $305,050) to $47,151.50.

A 67: the 2% fl oor under Aimi scell aneous i temi

Before gplying § 68, however, 8 67 may reduce some Itemized Deductions. Under § 67, the
a g g r e gMiscedaneots Itédmized Deductions © o r MI D asubseohail itetnized r e
Deductions are deductiblenly to the extent that their aggregate exceeds 2%G@if If, for
example, the aggregate of MIDs is $2,500 and
deduct only $500 of the total MIbsn ot t he entire $2,500. I f the
$1,500, none of the $1,500 would be deductible. Yiiuoften hear this rule referred to as @&
floor under MIDs or the § 67 haircut.

MIDs are all Itemized Deductionsexceptthoselisted in 8 67(b) which is why MIDs are
accurately described assubsebdf the universe of all Itemized Deductions. Staaedther way,
the Itemized Deductions listed in 8 67(b) are those thdtesef the aggregate 2% floor and can
be deducted in full by any taxpayer that elects to itemize instead of taking the Standard Deduction.

Notice that most of the personal (taxperditure) deductions are found in the 8 67(b) list and
thus are free from the 2% floor, including the charitable contribution deduction under § 170, the
deduction for qualified residence interest under 8§ 163, and the deduction for state and local
propertyand income taxes under 8 164. Obviously missing from that list are 88 162 (pertaining to
business expenses) and 212 (pertaining to investment expenses). The § 162 business expense
deductions of the sedémployed are not Itemized Deductions in the firgtcpl but rather are
AbovetheLine Deductions, as described abo8eeS 62(a)(1). Similarly some § 212 deductions
are also taken above the line if they pertain to property that produces rents or rdyakgs.
62(a)(4). But consider the § 16@reimbursd business expenses of an emplopszause they
are not reimbursed, they are not Abdkie-Line Deductions listed in § 62(a)(2)(A) but rather are
Itemized Deductions. Moreover, because § 67(b) does not list 8 162 in any of its subsections, they
are also NDs. In addition, any § 212 deduction that does not pertain to the production of rents or
royaltie® and thus are not AbovheLine Deductions under § 62(a)fpre both Itemized
Deductions and, because also not listed in § 67(b), MIDs.

Most employees (uikle sole proprietors) will not incur many deductible business expenses, but
a few will. For example, suppose that Ellen is a lawyer working-asuse corporate counsel for
Expo, Inc., that she pays $100 in annual American Bar Association dues (cleaexiyemse that
would satisfy A 162), and that Expo, l nc. , r e

11 Certain Itemized Deductions are free from the § 68 limitation, such as medical expenses under § 213, personal
casualty and theft losses under § 165(c)(3) and (h), investment interest under § 163(d), and wagering losses under §
165(d).
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Ellen attempts to deduct this $100 on her own tax return, she will be hampered first by her ability
to itemize (will she have enough Itemized Deguts to allow her to itemize, or will she take the
Standard Deduction, instead?) and second by the 2% floor found in 8 67. Even if she itemizes, the
$100 expense, though technically deductible under 8§ 162, would be nondeductible in fact if this is
her ony MID. In this manner, MIDs are the least favored deductions. (The most favored are the
AbovetheLine Deductions, and the second most favored are Itemized Deductions that are free of
the 2% floor because listed in § 67(b).)

Indeed, § 162 unreimbursed mess expenses of employees and § 212 deductions (other than
those pertaining to the production of rents or royalties that are deductible above the line under §
62(a)(4)) were the prime targets in the crosshairs of Congress when it first enacted 8367as 19
a basebroadening measure to help pay for the dramatic reduction in the top marginal rate from
50% to 28% (described in Chapter 3). Here is a bit of legislative hiStory:

The Congress concluded that the ptaw treatment of employee business
experses, investment expenses, and other miscellaneous itemized deductions
fostered significant complexity, and that some of these expenses have
characteristics of voluntary personal expel
also takes into account that semiscell@meous expenses are sufficiently personal

in nature that they would be incurred apart from any business or investment
activities of the taxpagr. For example, membership dues paid to professional
associations may serve both business purposesaodhave voluntary and
personal aspects; similarly, substiops to publications may help taxpayers in
conducting a profession and also may convey personal anétienst benefits.
Taxpayers presumably would rent safe deposit boxes to hold pebsboadjings

such as jewelry even if the cost, to the extent related to meestassets such as
stock certificates, were not dedidé.

Alternative minimum tax

Moreover, MIDs are entirely nondeductiBleven to the extent that their aggregate exceeds
2% of AGIdunder the AAlternative Minimum Taxo (AM
earlier flow chart from Gross Income to tax due, you see a reference to the Alternative Minimum
Tax. The AMT is a parallel t ax sryesguelma radl otnagxs
distinguish it from the AMT). The AMT was originally enacted in 1969 when the front pages of
the national press reported that 155 wealthy taxpayers paid no income tax, even though they
realized large amounts etonomidncome, because dections, exclusions, timing rules, credits,
etc, combined to result in zero tax due. Every taxpayer must calculate the tax dubathdes
regular tax and the AMT and pay whichever is larger. The maximum tax rate under the AMT is
currently 28% for indiiduals, which is lower than the maximum 39.6% tax rate under the regular
tax, butthe AMT tax base is broader than the regular tax by denying some deductions, exclusions,
etc., that are permitted under the regular.t&or this reason, the AMT tax may la&ger, even
though the top AMT marginal tax rate is lower.

Among the most important deductions that are allowed for regular tax purposes but denied for
AMT purposes are the 88 152 and 152 Personal and Dependent Exemption Deductions (8

12 STAFF OF THEJOINT COMM. ON TAXGN, GENERAL EXPLANATION OF THE TAX REFORM ACT OF 1986 JCS10-87,
May 4, 1987, at 7d9, atwww.jct.gov/jcs10-87.pdf
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56(b)(1)(E)), the 8164 deduction for certain state and local income and property taxes (8
56(b)(1)(A)(ii)), andall MIDs (instead of only MIDs below the 2% floor). § 56(b)(1)(A)(i). Thus,
among the taxpayers most at risk for triggering AMT liability are those with many minor children,
who live in hightax states, and who are employees that have a lot of unreimbur2dEgsiness
expenses or large 8 212 deductions that do not pertain to the production of rents or royalties. The
preferential tax rate applicable to capital gains and dividends is maintained under the AMT, so
realizing a lot of lontaxed capital gains ardividends willnottrigger the AMT.

In the years between 2001 and 2013, the AMT became increasingly problematic for two
reasons. The first is that the Standard Deduction that is used for AMT purposes (unlike the
Standard Deduction used for purposes of thgular tax) was not indexed for inflation
automatically each year. Thus, even before 2001, the number of taxpayers snared by the AMT was
beginning to increase steadily. The second is that the top AMT rate of 28% was not reduced in
2001 when the top rafer regular tax purposes was reduced from 39.6% to 35% (described in
Chapter 3). Thus, a far larger number of taxpayers owed more tax under the AMT after 2001 than
they did before 2001. (This problem was known in 2001 when the regular tax rate reduetins w
being debated, but nothing was done because doing nothing reduced the revenue cost of the
legislation, with the AMT taking back some of what otherwise have been lost under the new
Aregul ar 0 0raamobve mamyt changedwas nesleading.)

In respose to this problem, Congress passed special legislation annually (often referred to as
the AAMT patcho) to increase the AMT Standard
number of taxpayers caught up in the AMT. But this legislation, becaws# relenue against a
baseline of Acurrent | awd that assumes no pat
the IRS was finalizing tax returns for use in the new year without the AMT patch). Sometimes, the
revenuelosing AMT patch was matched Wibffsetting revenue increases elsewhere, but often the
AMT patch simply increased the annual deficit (the excess of Federal spending over Federal
revenue for the year). Why was not this problem taken care of permanently, you sensibly ask?
Because it wasery expensive (in terms of scoring the lost revenue) to do that. The Tax Policy
Center o0bs er-yea gatch énacted for 2012 woeld reduce Federal tax revenue by
about $85 billion, compared with a $1.1 trillion price tag for permanently indek¢AMT
exemption for inflation, and a $1.4 trillion cost of full repeal over the 20122 2 p'¥Finally d . 0
the American Taxpayer Relief Act of 2012 permanently indexed the AMT Standard Deduction,
avoiding the need for annual AMT patch legislation i filure.

Whew! We finally can summarize the status of business deductions:

BUSINESS DEDUCTIONS:

/ \
Nonemployee \
\
Above the Line. \
See8 62(a)(1). Employee
/ \
/ \

13 Alternative Minimum Tax: What Has Been the Effect of Annual Patches®vw.taxpolicycenter.org/briefing
book/keyelements/amt/patches.ctm
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/ \
and rei mbursed und¥er an fiaccountabl e
p | aonubreimbursed and performing \
artist, state government adfal, and not reimbursed
or primary/secondary teacher (and not performing artist, state gov.
official or primary/secondary teacher)

Above the lineSee8 62(a)(2).

See als@ 1.622(c)(4): can Itemized Deduction
ignore both inclusion and deduction, MID under regular tax
if reimbursed sadd entirely under AMT

We can also finally get back to Joan and Jim. Now that we have concluded that their Taxable
Income is $81,800, we can compute their income tax due for 2014 (before considering any
offsetting tax credits). Notice that their Taxabteome falls within the bracket described in line
3 of the 2014 Table for Married Couples Filing a Joint Return, reproduced earlier (applicable to
Taxable Income over $73,800 but not over $148,850). That line provides that their tax due is
$10,162.50 plug5% of the excess of their $81,800 Taxable Income over $73,800, producing a
tax of $12,162.50 ($10,162.5us[$8,000 x .25]).

Joan and Jim would next consider whether they are entitled tdaangredits. While a
deduction reduces Gross Income in réagiaxable Income (the tax bés&hat is taxed), a tax
credit offsets the tax due after multiplying Taxable Income by the appropriate taXVvaiksa
$1 tax credit saves $1 in tax for taxpayers in every tax bracket, a $1 deduction saves an
amount of taxt hat varies by the taxpayerdds marginal
applied to the income absent the deduction, orthinust he t axpayer éds mar gi na
Thus, a $1 deduction saves a taxpayer in the 39.6% bracket 39.6 cents (because,ebsent th
deduction, the income would have generated an additional 39.6 cents in tax), while the same $1
deduction saves a taxpayer in the 15% bracket only 15 cents (because, absent the deduction, the
income would have generated an additional 15 cents in tagontnast, a $1 tax credit saves the
taxpayer exactly $1 in tax, regardless of tax bracket. In other words, a tax credit has the same value
to high and low bracket taxpayers alike, while a deduction is worth more tdtzgket taxpayers
than to lowbracke taxpayers. For this reason, Congress will usually choose the tax credit
mechanism when it intends particularly to target-ionaome taxpayers with a special tax benefit
and a deduction when it intends particularly to target-mgbme taxpayers.

Child tax credit and earned income tax credit

Taxpayers with minor children effectively have a third mechanism (in addition to the Personal
and Dependent Exemption Deduction and Standard Deduction) to augment the amount of
subsistence income that will be freerfrincome tax. The child tax credit in § 24 is equal to $1,000
for every child under age 17 that is eligible for the Dependent Exemption Deduction on the
taxpayerds return. This $1,000 figure is not
reduced to $500 in 2018. The child tax credit, aimed at lamd middleincome taxpayers, is
phased out by $50 for every $1,000 of AGI for a married couple filing jointly that exceeds
$110,00@ another threshold that is not indexed for inflati®ae§ 24(b)() and (2). Because Joan
and Jimbébs AGI does not exceed $110,000, their
two children) is not reduced, and their $12,162.50 tax due (before credits) is reduced to $10,162.50.
They are thankful that their AMITability is less (take my word for it), so their $10,162.50 regular
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tax liability is truly what they owe in Federal income tax for the year.

Because Joan and Jim are employees, estimated Federal income taxes should have been
withheld from each of theirgychecks during the year by their employers, who must send the
withheld amounts to the Treasury or suffer severe penalties-gi@elbyed individuals must
submit estimated tax payments quarterly.) Under § 31, Joan and Jim will take a tax credit against
their $10,162.50 tax owed for any amounts withheld by their employers. If, for example, their
employers withheld a total of $10,000 in Federal income tax in 2014, they would take a $10,000
tax credit against their $10,162.50 income tax liability and reraiteémaining $162.50 owed. If,
in contrast, their employers withheld a total of, say, $12,000 from their paychecks in estimated
Federal income taxes, their $12,000 tax credit would offset their entire $10,162.50 tax liability,
and they would be entitled # refund of $1,837.50 from the Treasury, equal to the excess tax
withheld. In other words, the 8 31 credit is acatled refundable credit, which entitles the taxpayer
to a payment from the Treasury to the extent that the tax credit exceeds the tax owed.

As an aside, many taxpayers love getting a tax refund from the Treasury each year and
sometimes intentionally have their employer withhold from the paychecks more than their
anticipated tax in order to ensure a large refund. Because the Federal goveloesenot pay
interest on what is essentially a loan from the taxpayer to the government (equal to the amount of
the tax overpayment), this behavior is not entirely rational, but cognitive psychologists are not
surprised. The r ef u sven thodgb iedinply redgrasdnte the retierneof amo n e y
interestfree loan. Chapter 3 will introduce you to several cognitive biases that affect tax policy
analysis, but we can introduce the first héoss aversion under which people strongly prefer
avoiding losses to acquiring gains. That is to say, the pain of having to make up a shortfall (if
withholding falls short of the amount of tax actually owed) hurts more than the pleasure enjoyed
on receiving what feels like a windfall (upon receivingarefurdaofe 6s own money) . T
taxpayers are willing to make an interé®te loan to the government in order to avoid having to
pay what feels | i ke fAextr ad eversthougbthecathouatbftak he t
owed, of course, does notdepd on t he amount withheld. Il n J
$10,162.50 this year in Federal income tax, regardless of whether they had $10,000 or $12,000
withheld from their paychecks. (If far too little tax is withheld, however, Joan and Jim can owe
addiional penalties.)

Another very important tax credit for leimcome taxpayers that effectively augments the
amount of taxfree subsistence living expenses is the earned income tax credit (EITC) under 8§ 32,
which is a refundable tax creditq,, if the EITC exceeds the Federal income tax owed, the excess
is paid to the taxpayer). The EITC originated in 1975 as a means to effectively rebate the payroll
taxes (Social Security Tax and Medicare Tax) on subsistence wages-iottowme taxpayers
particularly thos with childre® because the payroll taxes have no zero bracket amount; the first
dollar earned is taxed. Over time the amount of the credit increased so that it can exceed the amount
of payroll taxes paid on subsistence wages as a work incentive. Innatids the EITC is not a
normative tax provision geared to measuring SHS income accurately but, rather;@overtyi
tax expenditure aimed at the working poor. A cursory glance at 8 32, however, reveals its
complexity. It phases in, plateaus, and theasels out, depending on the number of children,
income levels, and marital status. Joan and Jim would not be eligible for any EITC in light of their
income level.

Effective tax rate versus marginal tax rate
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So letds finally gentanha dik mdeFddiabinegnedasmte.i on o f
We saw earlier that their marginal rate is 25% bectheselast dollar falls in the 25% bracket.
What istheir effective tax rate? We &w that the numerator is $10,162.98ut what is the
denominator?As noted earlier, Taxable Income is never used to measure effective tax rates
because of all the basmarrowing measures (such as the Personal and Dependent Exemption
Deductions, Standard Deduction, gift exclusion, personal deductita)shat severely skethe
measurement of wealth accessions for the yeare use AGI (the most common measutbgir
effective tax rate is 99 ($10,162.50/$110,000). The most accurate measure wo@dop@mic
income, which would also throw into the denominator the $10¢gifiCthat can be spent on
personal consumption or saved (and thus would constitute SHS income in the absen@®.of § 10
Using economic income in the denominator would produceeféective tax ate of 8.4%
($10,162.50/$120,000). Each (9.2% or 8.4%) is Wwelbw their 25% marginahte.

Effective tax rates are used in tax policy anlaysis regarding the distribution of the tax burden.
For example, some readers may have read in the popular press during the 2012 Presidential election

season that President Obmds ef fective Feder al Il ncome t ax
Governor Mitt Romneyds effective Feder al i nco
even though the Romneysd6 Adjusted Gross 1Inco

Obamasnei.ndBwth of those figures useldcomsi@ing The
mostly of his salary as President and substantial book royalties, both of which are taxed at ordinary
income tax rates, and their tax payment was $453,770 ($453,770/$1,728288%). The
Romneysd AGI wwxensisi) npsBybiccapBabgains and dividends taxed at 15%
(which would have been 20% if current law had applied, as described in Chapter 3), but the
Governor did earn some ordinary income each year fronkispgefees (about $350,000 in 2010)

and other forms of investment income that were not subject to the 15% rate applicable to capital

gains and dividends in that year, such as int
was $3,009,766 ($3,009,768/4 , 6 46, 507 = 13.9%). Thus, the RoOI
four times | arger than the Obamasd tax paymen
hi gher t han tAta wib araefiects/étaxAatithat decreases as income rises

isrefer ed to as one that i s i ¢Yeugwillefisdsmone ®n thee | at i v

difference between regressive, proportionate, and progressive effective tax rates in Chapter 3.)

Some measures of effective tax rates attempt to better approximate ecarommie by adding
to the denominator some SHS wealth accessions that are not includable in Gross Income for
Federal income tax purposes. For example, the Congressional Budget Office (CBO) has measured
effective Federal tax rates for income groups, consigetinFederal taxes, since 1979. As of
August 10, 2012, they have updated their tables to include 2009 (below), the latest year for which
data is availablé®

4 www.scribd.com/doc/53364352/Presidénts-Obamas-2010tax-returns For tax year 2013, the Obamas paid

$98,169 in Federal income tax on AGI of $481,098, for an effective Federal income tax rate of 36e1%.
http://www.whitehouse.gdblog/2014/04/11/presidemmbamaandvice-presidentbidens-2013taxreturns  Their

income consisted mostly of the Presidentdés $400, 000 sal
15 http://ithorndike.com/wszontent/uploads/2012/01/Roeyi 0462010. pdf

18 www.cbo.gov/publication/43373
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Table 1. Average Federal Tax Rates for All Households, by Before-Tax Income Group, 1979 to 2009 (Percent)

Lowest Second Middle Fourth Highest All 81st-90th  91st - 95th 96th - 99th Top 1
Year Quintile  Quintile  Quintile  Quintile  Quintile Quintiles Percentiles  Percentiles  Percentiles Percent

Total Average Federal Tax Rate

1979 7.5 14.5 18.9 215 271 220 235 251 271 35.1
1980 74 141 18.9 218 26.9 220 239 255 274 33.1
1981 79 14.7 19.2 223 26.6 222 245 258 273 30.4
1982 7.7 13.56 17.9 206 242 20.5 226 237 246 26.7
1983 8.4 13.4 17.4 20.2 236 202 22.0 229 236 26.7
1984 94 143 17.8 203 238 206 224 23.0 236 27.0
1985 92 145 18.0 20.4 238 20.7 225 234 237 26.1
1986 9:1 143 17.9 205 236 206 227 234 236 246
1987 82 135 17.4 20.2 256 21.3 228 243 259 30.3
1988 7.9 13.8 17.8 206 254 21,5 23.1 242 255 29.0
1989 76 13.5 17.7 20.6 251 212 229 241 253 28.3
1990 84 14.1 17.7 206 249 212 229 24.0 252 28.1
1991 8.1 135 17.3 205 254 211 22.8 242 253 291
1992 8.0 12.9 171 20.2 254 211 226 23.9 256 30.0
1993 8.0 127 171 20.3 26.5 216 226 243 26.3 335
1994 6.8 12.5 171 20.5 271 219 231 247 26.7 348
1995 6.7 12.7 171 206 27.5 22.1 231 25.0 27.2 35.3
1996 6.4 12.6 17.0 205 27.8 223 231 25.0 27.4 35.2
1997 6.8 128 17.3 20.7 27.8 226 234 25.2 276 341
1998 66 123 16.6 206 27.4 223 233 251 274 32.6
1999 6.5 12.6 16.6 206 27.7 226 234 253 279 32.8
2000 6.8 12.4 16.5 206 27.7 227 23.5 253 279 324
2001 5.7 10.9 15.0 18.9 26.5 21.0 223 244 26.7 321
2002 55 10.3 14.4 18.3 25.8 203 216 238 26.1 320
2003 53 9.4 13.6 17.4 247 19.4 20.5 227 250 304
2004 5.1 9.6 13.7 17.4 24.9 19.6 20.5 227 253 301
2005 54 9.9 13.8 17.6 254 20.1 206 227 258 304
2006 57 2.9 13.9 17.7 254 20.3 20.7 228 259 30.0
2007 5.1 10.3 14.0 17.5 247 19.9 206 225 254 283
2008 1.5 7.3 11.6 15.6 236 18.0 191 217 247 281
2009 1.0 6.8 11 15.1 232 174 18.8 211 241 289

CBO adds to the denominator cash transfer payments from the government to those at the lower
end of the income scale, such as Social Security payments, Temporary Assistance to Needy
Families payment s, and veteransd programs pay
value of some benefits received in kind, such as school lunches and stgakfad stamps,
housing assistance, energy assistance, and (notably) the benefits provided by Medicare, Medicaid,
and the Childrenbés Health I nsurance Progr am.
some of these listed ite@ssuch as the vakiof Medicare and Medicaid health care received in
kindd the chart can be criticized for understating the effective tax rate at the lower end of the
income scale (because of the-tigh denominator)

At the higher end of the income scale, the denominataugmented by taexempt interest
received on 8§ 103 bonds (discussed in Chapter 2), which (unlike Medicare services received in
kind) is cash that clearly represents ability to pay. Notably missing, however, is thie lgaiit
(i.e., unrealized gain) ifinancial assets, which are heavily concentrated at the gppkof the
income scale, even though these unrealized gains would also be considered economic income
under SHS principles. In addition, CBO assumes that 75% of the corporate tax is paid by the
owners of capital and thus includes this amount in the numerator ofimgpere households, but
the undistributed income of corporations (on which that tax was paid) in excess of the tax paid
itself is not included in the denominadoa really big distortin. (The remaining 25% of the
corporate tax is deemed paid by workers and is thus included in the numerator of taxpayers at all
income levelsY Thus, this chart can be criticized for overstating the effective tax rate for those at
the top of the income ate, as builin gain and undistributed corporate income are substantial (in

"The issue of fAtax incidenceo is discussed in Chapter

-38



Chapter 1 Essential Structure of the Incomerax Chapter 1

the trillions of dollars).

Indeed, a good deal of economic income is never taxed at the top end of the income scale
because of the combination of the realization requirementeaognition provisions (which allow
certain realized gain, particularly with respect to financial assets and real estate, to go unrecognized
under various Code provisions explored in Chapter 13), and tHestastep up in basis at death
under 8 1014 (expred in Chapter 7).

Nevertheless, with these significant caveats in mind, this chart shows that the effective Federal
tax rate has been steadily going down for all income groups since 1979, with 2009 (at the height
of the Great Recession) seeing recandd (with a tiny uptick for the top 1% from 28.1% to
28.9%), and th&t when each year is viewed al@éhe effective Federal tax rate steadily
increased over income groups as income increasetx with an effective tax rate that
increases as incomerisesi ref erred to as one that Ths Aprog
data, however, does not break down the results within the top 1% itself, where we have seen (in
connection with the 2010 effective Federal income tax rates for President Obama and Governor
Romney) that effective rates can actually be lower for the very wealthy than for the merely
wealthy. The main reason for this state of affairs is the concentration-téX@a income (capital
gains and dividends) at the very high éntie type ofincomeitat pr edomi nat ed on
tax return.

For example, the graph beld®vhich highlights 2007, shows how capital gains and dividends
are heavily concentrated at the top end of the income scale. Nmiceven for households
earning between $200,0@0d $500,000n 2007, this capital income made a relatively small
part of total income (12.9%). But as you go up the income scale from there, a larger and larg
percentage of total income wamde up of capital gains and dividends. By the time yotodkt0
million, more than 60% of total income carfrem capital gains and dividends. This distribution
is consistent with other years. In short, includable capital gains and dividends are concentrated at
the very high end of the income spectrum.

8 Martin A. Sullivan,Is the Income Tax Really Progressiv&25TAx NOTES1135, 1136 (2009) [hereinafter Sullivan,
Progressivg Reprinted with permission of Tax Analysts.

-39



Chapter 1 Essential Structure of the IncomeTlax Chapter 1

Figure 2. Capital Gains and Qualified Dividends as a Percentage of AGI, 2007
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Source: IRS Statistics of Income Division, Individual Complete Report (Publication 1304), Table 1.1, “Size and Accumulated Size of Adjusted
Gross Income,” for tax year 2007, available at http://www.irs.gov/taxstats/indtaxstats/article/0,,id=96981,00.html.

Thus, the effective Federal income tax rate was lower for the very wealthy than for the merely
wealthy in 2007, as shown beldw.

191d. at 1135.
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The chart below superimposes 2009 on the 2007 ¢hart.

20 Martin A. Sullivan,.Bu st i ng Myt hs Ab o yul35TRiNOTES2PLle 252 (R04%). Repiinted with
permission of Tax AnalystsSee alsoJames B. Stewartligh Income, Low Taxes And NgvA Bad Yearat
www.nhytimes.com/2013/11/02/business/higgrningslow-taxesandnevera-badyear.html(focusing on the top 400

income tax returns in 2009 and discussing how the preferential rate applied to net capital gain and dividend is
responsible fothe super wealthy having a lower effective tax rate than the merely wealthy).
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