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Preface 
 

As one, lone law professor, I have little direct ability to reduce tuition costs for my students. 

When writing this textbook, however, I 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 for iPads, Mobi format for Kindles, and pdf format for laptops), with an at-cost, print-

on-demand alternative for those who like a hard copy. Fortunately, eLangdell (a division of CALI, 

the Center for Computer-Assisted Legal Instruction) has been an ideal partner 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 coming calendar year, new Treasury Regulations, etc., 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 students 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, I believe that it also makes the book more helpful to students 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 available as a free internet download succeeds well in that regard. 

A Teacherôs Manual is available for professors who adopt the book (or parts of it) for use in 

their course.  

This textbook is not intended to be an exhaustive treatise; rather, it is intended to be far more 

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 1 outlines the conceptual meaning of the term 

ñincomeò for uniquely tax purposes (as opposed to financial accounting or trust law purposes, for 

example) and examines the Internal Revenue Code provisions that translate this larger conceptual 

construct into positive law. Chapter 2 explores various forms of consumption taxation because the 

modern Internal Revenue Code is best perceived as a hybrid income-consumption tax that also 

contains many provisionsðfor wise or unwise nontax policy reasonsðthat are inconsistent with 

both forms 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, economic theories, 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 debt-financed investment afforded more favorable 

consumption tax treatment creates tax arbitrage problems. Congress and the courts then must 

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) unfair and economically inefficient rent-seeking 

behavior.  
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The term ñeconomic rentsò here has a special meaning to economists that has nothing to do 

with the common meaning of that word to those who pay money to a landlord to live in a flat. One 

way to define ñrentsò in this sense is to say that they are wealth accessions enjoyed by a person 

(the rentier) that would not have occurred in a perfectly competitive and transparent economy. 

Rent, in this special sense, represents the mere shift of wealth from others to the rentier (rather 

than the creation of new wealth) through a manipulation of the social or economic environment to 

enrich oneself or, in the pithy words of the The Economist magazine, ñ[c]utting yourself a bigger 

slice of the cake rather than making the cake bigger.ò1 Blackmail is a form of illegal rent-seeking 

behavior, but much rent-seeking behavior is perfectly legal. In the tax environment, it can mean a 

ñprofitò that is nothing more than a transfer, in effect, from the Treasury (other taxpayers) to the 

rentier, a phenomenon that raises not only economic efficiency concerns but fairness concerns. 

Rent-seeking behavior is a significant problem in todayôs economyðboth inside and outside the 

tax systemðbut 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 referenced 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 sufficient amount 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 learn so that they can practice effectively over the course of their careers as the 

law ever evolves. Such an approach should well equip the students who go on to take upper-level 

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 arise in their nontax 

practices (so that they know to do more research when the time comes or to seek help from a tax 

specialist where necessary).  

I also have a third audience in mind for this book, however: legislators, judges, policymakers, 

and those who simply wish to 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) underlying the entire 

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 unit in a Tax Policy Seminar courseðespecially because 

the book can be downloaded for free.  

Indeed, I think that one reason why taxation is such a fascinating subject (no sniggers, please) 

is that it affects literally everyone in society, whether directly or indirectlyðeveryone 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 Professor Michael Graetz (Columbia University) once observed, many 

more people file tax returns than vote in Presidential elections.2 How 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/economics-a-to-z/r. 
2 Jeffrey Y. Yablon, 100 Years of the Tax Code: 100 Tax Quotes, 140 TAX NOTES 1617 (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), this textbook 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 the issue under study. I 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 often abbreviated 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 unbracketed.  

______________________________________ 

 

Senator Everett Dirksen is famously thought to have once said: ñA billion here, a billion there, 

and pretty soon youôre talking about real money.ò3 At different points in this book, some very large 

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, studies 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 (and 10 billion 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. One billion seconds 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 context to keep in mind as you move through the course: in 2011 the 

average wealth (the value of assets less debt) of U.S. Senators was $11.9 million, and the average 

wealth of House members was $6.5 million.4 While a few outliers can skew averages, even median 

net worth exceeded $1 million in each of the House and Senate in 2012ða milestone.5 ñIf the idea 

of Congress was that you have the butcher, baker, candlestick maker representing the people, 

weôve come to a system where we certainly donôt have that anymore.ò6 

________________________________________ 

 

I 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 course of 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 documented. See 

www.dirksencenter.org/print_emd_billionhere.htm. 
4 Richard Rubin, Second-Home Deduction Future Depends on Congress Using It, at 

www.bloomberg.com/news/2013-07-23/second-home-deduction-future-depends-on-congress-using-it.html. 
5 See Eric Lipton, Half of Congress Members Are Millionaires, Report Says at 

www.nytimes.com/2014/01/10/us/politics/more-than-half-the-members-of-congress-are-millionaires-analysis-

finds.html?_r=0. 
6 Rubin, supra note 4.  
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working on this textbook for nearly two and one-half years, I was so close to it that I could no 

longer see some of the ways in which it could be improved, and I deeply appreciate the time and 

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!  

I would like to dedicate this textbook to the many, many Cleveland-Marshall College of Law 

students that I have had the pleasure of having in my classroom since I began teaching law in 1989. 

You rock! 

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

Deborah A. Geier 

Professor of Law 

Cleveland-Marshall College of Law 

Cleveland State University 

My bio can be found at: 

http://facultyprofile.csuohio.edu/csufacultyprofile/detail.cfm?FacultyID=D_GEIER  
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Introduction  
 

Congratulations, law student, on your smart decision to take the introductory course exploring 

the U.S. Federal income taxation of individuals! Nervous? Donôt be. I want to take some time to 

dispel several misapprehensions about the practice and study of tax law.  

Some law students believe that tax lawyers spend their time filling out annual income tax 

returns. Even John Grishamða lawyer (though not a tax lawyer) before becoming a novelistð

wrote the following opening paragraph in Chapter 29 of his novel The Firm, the hero of which was 

(wait for it) a tax lawyer. 

A week before April 15, the workaholics at 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 write-off or some extra depreciation that 

would cost a rich client an extra million or 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 incurring penalties 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 hurried.1 

 A good readðbut an absolutely ridiculous description of tax law practice! How boring that 

would be. The only annual tax return I have ever completed is my own, and I 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 service to them, most tax lawyers in 

law firms (and tax lawyers providing tax consulting services in accounting firms, as opposed to 

compliance services) typically are transactional lawyers who advise clients in structuring 

transactions in a tax-efficient mannerðwhether the ñtransactionò is a personal one, such as a 

divorce, or a business one, such as a corporate merger. Tax practice is, therefore, forward-looking 

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 believe themselves to be bad at math (or ñmaths,ò as my British friends say) or if they never 

took accounting or business classes as an undergraduate. Balderdash! My undergraduate major 

was Psychology, and I was a Registered Nurse in Maternity Surgery for seven years, as well. Yet, 

I 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 I would become a tax lawyer, but I 

took my first tax law class and was hooked.) Moreover, I 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 underlying principle at stake, tax law is actually a 

deeply conceptual 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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ñincomeò for tax purposes. Tax law practice is not financial accounting and has little to do with 

ñgenerally accepted accounting principles.ò Indeed, what makes perfect sense in creating an 

ñincomeò statement for financial accounting purposes can violate fundamental income tax 

principles by inadvertently providing consumption tax treatment through the backdoorðan 

irrelevant concern for financial accounting purposesðor even providing better-than-consumption-

tax treatment in the form of tax shelter profits. Where accounting majors might have a teensy-

weensy initial  advantage is in familiarity with some of the nomenclature (if they have heard tax 

terms of art before), but that is quickly overcome. Just as your first-year law professors assumed 

that you had no prior knowledge of contracts, torts, or criminal law, this book assumes no prior 

knowledge. Here is where you are expected to learn about the subject matter. Some of the best tax 

law students, in my opinion, are English majors because they have had lengthy practice in reading 

language carefully, which brings me to my next point. 

One of the best reasons to take tax (even if you have absolutely no intention of considering tax 

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 country, most of 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 pulling 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 in 

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 law will  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 includable in Gross 

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 the right time (ideally before the 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 latter two categories, think of a plumber who ñworks for himself,ò as 

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 long as our 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, single-owner LLCs are ñdisregarded entities.ò Thus, the LLCôs Gross Income and 

allowable deductions appear on the sole ownerôs individual tax return. 

Many of you may go on to other tax courses, such as the course examining the income tax 

consequences of operating a business through a corporation, partnership, or multi-owner LLC. 

Some will take the course exploring the Federal income tax consequences of international 

transactions or the course examining the gift and estate tax consequences of wealth transfers 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 of tax-exempt organizations. This course provides 

the solid foundation for them all (and others).  

As a tax lawyer, I 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 up to defend 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 corporation lawyer 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, procedure, accounting, economics, ethics, 

philosophy. [They] must be broad in [their] background and in [their] outlook, if 

[they are] to deal with the manifold problems which make up the modern field of 

tax law.2 

Although written in 1944, the sentiment is truer today than ever before in ñthe modern field of tax 

law.ò  

______________________________________ 

 

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 periodically re-codified in Title 26 of the U.S. Code, 

commonly referred to as the Internal Revenue Code of 1986, as amended (though a few non-

codified tax statutes can be found outside Title 26).3 Under the origination clause of the U.S. 

constitution,4 tax bills must originate in the House of Representatives, though the clause adds that 

ñthe Senate may propose or concur with Amendments as on other Bills.ò Because of the last-

quoted phrase, ñin practice the Senateôs power to amend is generally understood to be so broad 

that the Senate can replace the entire text of a bill that technically originates in the House.ò5 Thus, 

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 houses and signed by the President, it 

                                                 
2 Erwin N. Griswold, The Need for a Court of Tax Appeals, 57 HARV. L. REV. 1153, 1183-84 (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 amended. 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, § 7, clause 1.  
5 ERIK M. JENSEN, THE TAXING POWER: A REFERENCE GUIDE TO THE UNITED STATES CONSTITUTION 171 (2005). 
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becomes law.  

The executive branch 

The law that Congress enacts is not self-executing but rather must be administered by the 

executive branch, primarily through the Treasury Department and the Internal Revenue Service, 

with the latter being a semi-autonomous institution within the former. The Treasury Department, 

through its 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 be less pronounced 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 § 7805 of the Code, which empowers the Treasury to issue ñall needful rules and regulations for 

the enforcement of this title, including all rules and regulations as may be necessary by reason of 

any alteration in law in relation to internal revenue.ò Some commentators refer to Ä 7805 

regulations as ñinterpretiveò regulations because they further interpret the law enacted by Congress 

by providing examples, resolving ambiguity, and filling in gaps. For example, you will learn in 

Chapter 5 that § 119 allows employees to exclude from Gross Income the value of meals and 

lodgings provided to them in kind by their employers only if they are furnished for the 

ñconvenience of the employer,ò but Congress does not further define ñconvenience of the 

employerò in the statute. Thus, Treasury defines those terms in Treas. Reg. § 1.119-1 and provides 

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 

commentators as ñsubstantiveò or ñlegislativeò regulations (as opposed to interpretive regulations 

issued under § 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 commonly owned corporations can file 

a single, consolidated tax return instead of separate returns. These regulations, found in Treas. Reg. 

§ 1.1502, are quite long, detailed, and comprehensive. Another good example is § 482, which 

empowers the Treasury to issue regulations that allocate income, deductions, credits, etc., among 

related entities in order to ñclearly reflect the incomeò of each. Those of you who go on to the 

course examining the Federal income tax consequences of international transactions will encounter 

the complex ñtransfer pricingò regulations issued under this authority in Treas. Reg. Ä 1.482, which 

seek to prevent cross-border income shifting between related entities through manipulated sales, 

services, royalty, and interest rates and pricesðparticularly 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 by the number ñ1ò and a period, though you will see a few preceded by a different 

number (such as 301, 305, 31, 35, etc.) followed by a period (for procedural reasons).  

Treasury regulations are 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 organizations, such as 

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. Under § 7805(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 § 7805(e)(2) if not made final by 

then. Temporary regulations are indicated with the letter T in its notation, such as § 1.263(a)-2Tð

a regulation that lost its ñTò in 2013 when it was made final.   

While the statute enacted by Congress is the supreme source of legal authority (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 invalid as beyond Treasuryôs interpretive authority or as inconsistent 

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 specifically, does the administrative law analysis provided in Chevron 

v. Natural Resources Defense Council6 govern judicial review of Treasury regulations? Under 

Chevron, the first question is whether Congress has ñdirectly addressed the precise question at 

issue,ò and this inquiry is made using the ñtraditional tools of statutory construction.ò If the 

reviewing court believes that Congress has done so, the court must abide by the answer provided 

by Congress, even if different from that provided in the regulation under review. If the court 

determines that Congress has not directly answered the question, the second inquiry is ñwhether 

the agencyôs answer is based on a permissible construction of the statute.ò Under this inquiry, the 

court must defer to a ñpermissibleò construction of the statute provided in the regulation, even if 

the construction is not one that the court would adopt on its own in the absence of the regulation. 

Prior to the Supreme Courtôs 2011 ruling in Mayo Foundation v. United States,7 some 

academics and practitioners clung to a belief in tax exceptionalism, under which tax-specific, pre-

Chevron cases called for greater deference to legislative or substantive regulations than to 

interpretive regulations and used different language to test the validity of each type.8 Mayo put an 

end to such speculation, stating that ñwe are not inclined to carve out an approach to 

administrative review good for tax law only. To the contrary, we have expressly ó[r]ecogniz[ed] 

the importance of maintaining a uniform approach to judicial review of administrative action.ôò9 

Thus, it is now fairly clear that Chevronôs two-step analysis governs judicial review of the validity 

of a Treasury regulation.  

The national office of the IRS Office of Chief Counsel (essentially, the IRSôs lawyer) also issues 

various forms of guidance to the public, although this guidanceðunlike most Treasury 

regulationsðis not published in the Federal Register for notice and comment. Today, the most 

important of 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 Revenue Procedures. Revenue Rulings and Revenue Procedures are 

sometimes referred to as ñpublic rulingsò to differentiate them from private rulings issued to an 

                                                 
6 467 U.S. 837 (1984).  
7 131 S. Ct. 704. 
8 These tax-specific cases included National Muffler Dealers v. U.S., 440 U.S. 472 (1979), Rowan Co. v. United States, 

452 U.S. 457 (1981), and United States v. Vogel Fertilizer Co., 455 U.S. 16 (1982). 
9 Mayo, 131 S. Ct. at 713 (quoting Dickinson v. Zurko, 527 U.S. 150, 154 (1999)).  
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individual taxpayer. Revenue Rulings usually contain a short description of a fact situation, 

relevant law, and the IRSôs conclusion regarding how the law applies to the facts. They are often 

issued when a recurring fact pattern comes to its attention, and the IRS decides public guidance is 

necessary. Revenue Procedures, among other roles, provide guidance regarding 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 2001-28 in Chapter 16, which contains the 

guidelines that the IRS will use 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 outstanding revenue 

rulings with a taxpayer-favorable outcome, as the IRS always has the option of withdrawing the 

ruling if it subsequently determines that its analysis is incorrect.10 Thus, you can be confident in 

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

are identical (or not meaningfully different) and the ruling has not been withdrawn or declared 

obsolete. If, in contrast, a Revenue Ruling arrives at a conclusion that is contrary to the taxpayerôs 

desired outcome, 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 Court held in United States v. Mead Corporation11 that an agency interpretation that 

is not eligible for Chevron deference may nevertheless ñclaim respect according to its 

persuasivenessò under Skidmore v. Swift & Co.12 ñgiven the óspecialized experience and broader 

investigations and informationô available to the agency é and given the value of uniformity in its 

administrative and judicial understandings of what a national law requires.ò13 Whether the agency 

guidance is due heightened Chevron deference or only Skidmore respect turns on whether 

Congress has delegated authority to the agency to issue rules carrying ñthe force of lawò and 

whether the guidance in question has been issued under such authority. The Mead Court made 

clear that using notice-and-comment procedures may not be necessary for guidance to be subject 

to Chevron deference and provided a multi-factor analysis to consider in making this 

determination. Nevertheless, while we have no definitive answer, many commentators believe that 

Revenue Rulings and Revenue Procedures, which are not issued with notice and comment in the 

Federal Register, do not carry the ñforce of lawò and are entitled only to Skidmore deference, if 

that.14 That is to say, if a court remains unpersuaded that the analysis contained in a cited Revenue 

Ruling is convincing on its own merits, it need not defer to the IRS guidance by mere fact of its 

publication. Going further, the Tax Court (discussed below) has stated that ñrevenue rulings are 

generally not afforded any more weight than that of a position advanced by the Commissioner on 

brief,ò15 though these pronouncements preceded Mayo and Mead. 

Revenue Rulings and Revenue Procedures appear in the Internal Revenue Bulletin, which is 

issued weekly and which is semi-annually bound into the Cumulative Bulletin. For example, in 

Chapter 6, you will read Revenue Ruling 76-96, 1976-1 C.B. 23. The title of the ruling means that 

it was the 96th ruling issued in 1976, and the citation means that it can be found on page 23 of the 

                                                 
10 Chief Counsel Publications Handbook, INTERNAL REVENUE MANUAL  § 32.2.2.10 at 

http://www.irs.gov/irm/part32/irm_32-002-002.html#d0e850. 
11 533 U.S. 218 (2001).  
12 323 U.S. 134 (1944). 
13 Mead Corp, 533 U.S. at 234. 
14 See, e.g., Marie Sapirie, DOJ Wonôt Push Chevron Deference for Revenue Rulings, 131 TAX NOTES 674 (2011). 
15 General Dynamics Corp. v. Commôr, 108 T.C. 107 (1997) (citing Laglia v. Commôr, 88 T.C. 894 (1987)). 
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first of the two semi-annual issues of the Cumulative Bulletin published in 1976. Because the title 

provides no indication of the rulingôs subject matter, the best way to research rulings is through an 

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 IRS, before undertaking it, that the taxpayerôs analysis of the 

proposed transactionôs tax consequences is correct. So long as the matter is not on the IRSôs 

annually issued no-rulings list (such as matters requiring fact-finding), the taxpayer (invariably 

through her tax lawyer) may draft and submit a Private Letter Ruling request, accompanied by a 

fee that varies based on the nature and complexity of the ruling. If the IRS agrees that the taxpayerôs 

proposed tax analysis is correct, it will issue a Private Letter Ruling to that effect, which the 

taxpayer submits 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 proceed with the transaction 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 taxpayers to decide instead to ask their tax advisor to issue an ñopinion 

letterò to them. As its name implies, an opinion letter describes the tax advisorôs informed opinion 

regarding the likely tax analysis that will govern the proposed transaction based on the statute, 

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 wrong typically depends on whether the reliance was in 

ñgood faithò and ñreasonableò under the circumstances.16 

While taxpayers initiate PLRs in advance of a transaction, TAMs are typically initiated by IRS 

field personnel when auditing a taxpayerôs return. If the field agent is unsure of the proper tax 

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 TAMs. Concerned 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 Information Act, requesting that the IRS be forced to publish PLRs and 

TAMs, and won.17 Congress thereafter enacted § 6110, which since 1976 has required disclosure 

of certain types of ñwritten determinations,ò including PLRs and TAMs, though identifying 

taxpayer information 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 particular transaction. At the least, 

                                                 
16 See, e.g., U.S. v. Boyle, 469 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 shelter. See, e.g., §§ 6700, 6701.  The standards 

under which tax lawyers and others can practice before the IRS are found in Circular 230, at www.irs.gov/pub/irs-

utl/pcir230.pdf. See also www.irs.gov/Tax-Professionals/Circular-230-Tax-Professionals (an IRS web site for 

Circular 230 tax professionals containing relevant information).  
17 See Tax Analysts v. IRS, 505 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 the 48th ruling (the last 

three numbers) issued during the 21st week (the middle numbers) of 2010 (the first four numbers). 

Because this numbering system provides no insight into the rulingôs subject matter, the best way 

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 99-3, 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 with 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 and won.18 Congress thereafter 

added Ä 6110(i) to the Code, specifically requiring publication of ñChief Counsel Advice,ò defined 

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 (the two-hour rule). 

Once again, Tax Analysts sued in 2005, the 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 email advice.19 

Today, guidance 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 and on the irs.gov 

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 publications.20 First access Lexis Advance, click 

the tab for Lexis Advance Research, and then click Lexis.com. Under ñSecondary Legal,ò click on 

ñTax Analysts,ò and you will see literally dozens of publications. The two most important for most 

tax practitioners are Tax Notes 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 short law-review-type articles on hot tax topics. 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. Tax Notes Today (the first two levels of which I 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 third-party documents, such as reports drafted by the 

Congressional Budget 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 Institution), the Heritage Foundation, the 

Cato Institute, Citizens for Tax Justice, the Center on Budget and Policy Priorities, and many 

others.  

Finally, when a lower court issues a decision that is adverse to the governmentôs position in the 

case, the Office of Chief Counsel will sometimes issue an ñAction on Decisionò (AOD) that 

                                                 
18 See Tax Analysts v. IRS, 117 F.3d 607 (D.C. Cir. 1997). 
19 See 2009 TNT 58-1, available at LEXIS, Tax Analysts, Tax Notes Today. 
20 If you would like to watch a short video on the creation and development of Tax Notes, see here: 

www.taxanalysts.com/taxcom/taxblog.nsf/Permalink/UBEN-9B8VK4?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 

li tigate the issue. Or it may announce that it will acquiesce in the outcome and not pursue litigation 

in similar cases. If you find a judicial decision in favor of your clientôs position, you will want to 

research whether the Office of Chief Counsel has issued an 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 I 

want to provide a cursory overview of the basic 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 taxpayers are generally required to file an income tax return reporting their 

Taxable Incomes by April 15th of 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 penalties of perjury. 

Taxpayers may request an automatic 6-month 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 15th due date. If the later filed return shows that the tax actually due 

exceeded the estimated amount paid by no more than 10%, Treas. Reg. § 301.6651-1(c)(3)(i) 

provides that the IRS will not assert penalties, though the taxpayer will owe interest on the 

underpayment between the April 15th 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), 

correspondence examinations (by letter), office audits (at an IRS office), and field examinations 

(at a taxpayerôs business, for example). If the examining agent accepts the return as filed, he will 

issue a ñno change letterò to the taxpayer. In contrast, if the examining agent concludes that tax 

has been underpaid, he will draft a document often referred to as a ñ30-day letterò that contains 

the proposed tax adjustment. The 30-day nomenclature arises from the fact that the taxpayer has 

30 days from the date of issuance to invoke the appeals process within the IRS, though the 30-day 

period is often extended. The taxpayer invokes the appeals process by filing a ñprotestò of the 

adjustment that describes her analysis of the facts and law, often drafted by a tax lawyer or other 

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 appeals process, the taxpayerôs representative will meet with the appeals officer 

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 of evidence. ñDepending on the kind of case and the particular office, Appeals usually 

resolves 80% to 90% of the cases it takes, whether by full concession by the IRS, full concession 

by the taxpayer, or compromise.ò21 A ñclosing agreementò to memorialize the settlement, which 

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 PROCEDURE 126 (2nd ed. 2008). 
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process does not result in settlement), the IRS will issue a statutory notice of deficiency, often 

referred to as the ñ90-day letter.ò The 90-day nomenclature arises from the fact that the taxpayer 

has 90 days from the date of issuance to file a petition with the Tax Court under § 6213, which 

tolls the statute of limitations, to litigate the proposed adjustment without first paying the asserted 

tax owed. If the taxpayer does not file a Tax Court petition, the IRS can formally ñassessò the tax 

at the expiration of the 90-day period.  

The IRSôs formal ñassessmentò of the tax owed under Ä 6203 (which is nothing more than a 

recording of the tax debt in the IRSôs system and a mailing to the taxpayerôs last known address) 

must occur within the applicable statute of limitations, which generally is three 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 certain items have special statutes of limitations that differ from the general three-year 

rule. Formal assessment is required before collection can commence, including the possible use of 

property liens.  

A few of the more important penalty provisions are discussed 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 I (rather than Article III) court located in Washington, D.C., consisting of 19 judges 

appointed by the President and confirmed by the Senate for 15-year terms. Retired judges whose 

terms have expired may serve as ñsenior judgesò if recalled by the Chief Judge. In addition, the 

Tax Court employs a number of ñspecial trial judgesò that are the counterparts of magistrates in 

other Federal courts. Tax Court cases are typically heard by a single Tax Court judge, although the 

judgeôs opinion will be circulated for comment to the other judges. In addition, the Chief Judge 

may designate a case to be heard by the entire court (other than senior and special trial judges), 

referred to as a ñreviewed decisionò (similar to an en banc decision in other forums) if it contains 

a novel issue or 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 effectively ñride circuitò by hearing Tax Court cases in cities around 

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. 

Reviewed and ñregularò opinions (as distinguished from memorandum and small-case 

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 names. For example, you will see many, many case names with ñHelveringò as 

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 Commissioner). Today, the government is represented simply by ñCommissionerò 

in Tax Court decisions (e.g., OôDonnahbain v. Commissioner, 134 T.C. 34 (2010), cited in Chapter 

18). 

Tax Court decisions involving the routine application of law to fact are published in 

ñmemorandum decisions,ò which are not formally reported in the United States Tax Court Reports. 

Nevertheless, some private publishers have long published memorandum decisions, and you can 
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find them easily online (e.g., Berry v. Commissioner, T.C. Memo. 2000-373, cited in Chapter 9). 

Similarly, ñsmall caseò decisions under Ä 7463, involving deficiencies of $50,000 or less that the 

taxpayer elects to litigate under simplified procedures at the cost of waiving appeal rights, are not 

formally published. The Tax Courtôs website, however, now posts all decisions (whether reviewed, 

regular, memorandum, or small case decisions) at www.ustaxcourt.gov.   

Two other trial forums are available in addition to the Tax Court, which creates the ability to 

engage in some forum shopping: (1) the Federal District Court in which the taxpayer resides22 and 

(2) the Court of Federal Claims, which is located in Washington, D.C. To gain access to either of 

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 time frame 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 forums are also 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 first timely file 

a refund claim with the IRS, generally within the later 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 these two forums. The government is usually 

represented by lawyers from the Department of Justice, Tax Division, in these two forums, and the 

government is usually indicated by ñUnited Statesò in the case name (e.g., United States v. 

Gotcher, 401 F.2d 118 (5th Circ. 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 forums avoids 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 taxpayer can both 

prevent interest from accruing and maintain Tax Court jurisdiction if he pays the asserted 

deficiency after issuance of the 90-day letter.  

Depending on the nature of the dispute, a taxpayer may wish to have issues of fact determined 

by a jury, available 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 the Tax Court (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, which can reduce costs. The two refund forums do not have similar 

informal discovery proceedings. Finally, taxpayers can represent themselves pro se relatively 

easily in Tax Court, although this choice can often be an unwise one under the old adage that ñhe 

who represents himself has a fool for a client.ò Leandra Lederman and Warren B. Hrung conducted 

an empirical study and found that pro se representation was detrimental in tried cases, though it 

did not affect the outcome in settled cases.23 

                                                 
22 Bankruptcy courts can also hear tax disputes that arise in the course of bankruptcy adjudication. 
23 Leandra Lederman & Warren B. Hrung, Do Attorneys Do Their Clients Justice? An Empirical Study of Lawyersô 
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Finally, each courtôs prior precedentðas well as the precedent of the court that would hear any 

appealðshould be an important factor in deciding where to litigate. The Tax Courtôs prior 

precedents include decisions of the Board of Tax Appeals (cited as B.T.A.), the predecessor to the 

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 of Appeals precedent with which it disagreedðeven 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 contrary to the 

Tax Courtôs view of the issue. Because this stance imposed unnecessary costs on such taxpayers, 

the Tax Court announced a change of heart in Golsen v. Commissioner.24 Today, the Tax Court 

will abide by precedent of the Circuit Court of Appeals in which the taxpayer resides under the so-

called Golsen rule 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 remains an issue, however. 

Cases can be heard by the Supreme Court if it grants a writ of certiorari from the losing party 

at the Circuit Court of Appeals level. The Court is most likely to grant cert. in the case of a 

significant split among the various Circuit Courts of Appeals regarding the matter at issueð

although the Court is generally known to dislike tax cases.  

 

Excerpt from Of Crud and Dogs: An Updated Collection of Quotations in Support of the 

Proposition That the Supreme Court Does Not Devote the Greatest Care and Attention to 

Our Exciting Area of the Law25  

Erik M. Jensen 

 

óóThis is a tax case. Deny.ô That was [Justice William] Brennanôs normal reaction to a 

[certiorari] request in a tax case.ô[1] 

óIf oneôs in the doghouse with the Chief [Justice Burger], he gets the crud. He gets the tax cases. 

. . .ô ð Justice Harry Blackmun.[2] 

A dog is óóa case that you wish the Chief Justice had assigned to some other Justice.ô A deadly 

dull case, óa tax case, for example.ôô ð Recently retired Justice Lewis F. Powell Jr.[3] 

óAsked why he sings along with the chief justice at Mr. Rehnquistôs annual Christmas carol 

                                                 
Effects on Tax Court Litigation Outcomes, 41 WAKE FOREST L. REV. 1235 (2006), at 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=899461. 
24 54 T.C. 742 (1970). 
25 58 TAX NOTES 1257 (1993). Reprinted with permission of the author. 
[1] Bob Woodward & Scott Armstrong, THE BRETHREN 362 (1980). 
[2] Quoted in Stuart Taylor, Jr., Reading the Tea Leaves of a New Term, N.Y. TIMES, Dec. 22, 1986, at B14. 
[3] Quoted in Stuart Taylor, Jr., Powell on His Approach: Doing Justice Case by Case, N.Y. TIMES, July 12, 1987, at 

1. 
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party, [Justice David Souter] replies: óI have to. Otherwise I get all the tax cases.ôô[4] 

_______________________________________ 

 

Sigh.  

Add to the list above Justice Ruth Bader Ginsburgôs initial reply (in her law professor days 

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, when he brought a Tax Court opinion for 

her to read one evening as they were working in their separate studies:  

I went next door, handed the advance sheets to my wife, and said, ñRead this.ò Ruth 

replied with a warm and friendly snarl, ñI donôt read tax cases.ò I said, ñRead this 

one,ò and returned to my room. No more than 5 minutes laterðit was a short 

opinionðRuth stepped into my room and, with the broadest smile you can imagine, 

said, ñLetôs take it.ò And we did.26 

The 1970 case was Moritz v. Commissioner,27 in which the Tax Court denied Mr. Moritz a 

deduction under (now repealed) § 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 divorced man, or a man whose wife was incapacitated or institutionalized. 

Mr. Mortiz was denied the deduction solely because he was a never-married man. The Ginsburgs 

agreed to represent Mr. Moritz pro bono in 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 

the 10th Circuitôs decision cast a cloud of unconstitutionality over literally hundreds 

of federal statutes that, like é Ä 214, contemplated differential treatment on the 

basis of sex. In those pre-personal computer days, there was no easy way for us to 

test the Governmentôs assertion but the Solicitor General (Erwin Griswold, whom 

many of you will recall) took care of that by attaching to his petition a listð

generated by the Department of Defenseôs mainframe computerðof those 

hundreds of suspect statutes. Cert. was denied in Moritz, and the computer list 

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

the Supreme Court, and many lower courts, Ruth successfully urged the 

unconstitutionality of those statutes.  

So Mr. Moritzôs case mattered a lot. First, it fueled Ruthôs early 1970s career shift 

from diligent academic to enormously skilled and successful appellate advocateð

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

Dean Griswoldôs help, Moritz furnished the litigation agenda Ruth actively pursued 

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

Al l in all, great achievements from a tax case with an amount in controversy that 

totaled exactly $296.70.28 

                                                 
[4] Paul M. Barrett, David Souter Emerges as Reflective Moderate on the Supreme Court, WALL ST. J., Feb. 2, 1993, 

at 1. 
26 Martin D. Ginsburg, A Uniquely Distinguished Service, 10 GREEN BAG 2D 173, 174-75 (2007).  
27 469 F.2d 466 (10th Cir. 1972), reversing 55 T.C. 113 (1970).  
28 Ginsburg, supra note 26, at 175-76. 
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Unit I : 
 

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, court system, 

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 decelerates with recessions, etc. We can call the 

aggregate tax collected in any particular year $X. Regardless of whether you think $X is too high 

or too low, we must decide how the economic burden of $Xðwhatever the amountðshould be 

allocated across the members of the population. Two attributes of a tax system that will affect the 

allocation of $X are (1) the tax base, i.e., 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 

$50,000 in wages but also receives $30,000 in interest paid on his substantial investment in 

corporate bonds. The burden of $X will be allocated very differently between Mary and John if we 

choose to tax, say, only investment income (such as Johnôs interest), only wages, or both.  

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, entertainment, etc.) and saves the 

remaining amount (after paying any tax that she owes) by depositing 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 of $X will be allocated very differently between Mary and John if we choose 

a tax base comprised only of amounts spent on personal consumptionðand not amounts saved.  

The tax rate structure also has an effect on how the burden of $X is apportioned 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 dollar earned), a single tax rate should 

apply to wages exceeding a floor of tax-free 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 between $40,000 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 rates must be to raise $X. The broader the tax base 

(the more items that are taxed), the lower rates can be to raise that same $X. Thus, decisions to 

accord preferential tax treatment to certain classes of activities or income affect not only those who 

benefit from these decisions but every remaining taxpayer who does not so benefit because their 

tax rates are higher than they would otherwise need to be to raise $X. In this way, decisions 
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regarding how to tax, say, multinational corporations affect not only the shareholders 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 allocating $X, (2) the evidence (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 to raise $X in a way that is fair, 

administrable, and least damaging to economic growth. Or, as once stated more colorfully by Jean 

Baptiste Colbert, minister of finance to King Louis XIV of France, taxation is the art of ñplucking 

the goose as to obtain the largest possible amount of feathers with the smallest possible amount of 

hissing.ò 

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 

consumption. 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 explores the difference 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 theories affecting 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 

which outlays constitute a ñcapital expenditure.ò 

 

 



 

 

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 provisions that 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 precedence over others), and (3) the difference 

between marginal tax rates and effective tax rates. 

 

A. The theoretical core structure of a tax on  

ñincomeò and how it is implemented in positive law 
 

As you will read about more fully in Chapter 3, the modern Federal income tax was enacted in 

1913 after ratification of the 16th amendment to the Constitution. What does that term ñincomeò 

mean for tax purposes? In the early days of the income tax, before a tax-specific meaning of the 

term was explored and developed, the temptation was great to borrow meanings from other 

disciplines where the term ñincomeò had been used for some time. 

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, be contributed to a trust. The trust document instructed the trustee 

(who managed the trust property) to distribute the ñincomeò from the trust annually to his surviving 

wife for the rest of her life (a ñlife estateò to you property law buffs) with the ñremainderò 

distributed to his son on his wifeôs death. Upon his wifeôs demise, the trust would distribute the 

land to the son, and the trust would be dissolved.  

Under trust law at the time, the rent collected from the tenant farmers would be ñincomeò that 

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 

would not be considered ñincomeò that would be distributed to the wife. Rather, the cash (even if 

not reinvested in a different plot of land) would be considered to be part of the trust ñcorpusò that 

would eventually be distributed to the son under his remainder interest. Does that mean that the 

$25 profit should not constitute ñincomeò for tax purposes, as well? Early on, some argued that it 

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

Similarly, financial accountants had long been used to constructing ñincomeò statements for 

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 for $100 that had been purchased for $75 

would show up on the ñincomeò statement. But should financial accounting be determinative? Or 

might the rules of financial accounting deviate from the underlying values that inform how the 

aggregate tax burden $X ought to be apportioned among the members of the population?  
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Over time, theorists such as Henry Simons and Robert Haig (in the U.S.), George Schanz (in 

Germany), and others began to develop a tax-specific meaning for ñincomeò that sometimes 

coincided with the meaning 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 ñincomeò in a way that is uniquely suited to its particular purposes. 

By 1938, for example, Henry Simons, a public finance economist at the University of Chicago, 

described income for uniquely tax purposes in the following way. 

Personal income may be defined as the algebraic sum of (1) the market value of 

rights exercised in consumption and (2) the change in the value of the store of 

property rights between the beginning and end of the period in question.1 

While ñthe period in questionò could theoretically be oneôs entire life, with no tax due until death, 

for administrative ease (and the regular collection of tax) the ñperiod in questionò is usually one 

year.  

What does this language mean? Generally, the language after (2), above, implies that we should 

tax the net increases in the taxpayerôs wealth between the beginning and end of the year. That is 

to say, the taxpayerôs increases in wealth and reductions in wealth should be netted together, and 

the net increase (if any) should be taxed. Suppose, however, that the taxpayerôs reduction in wealth 

arises from, say, spending $5,000 on a vacation trip. The taxpayer is certainly less wealthy after 

the trip than before because of the outlay, but should that wealth reduction be factored into his ñnet 

wealth increaseò for the year? The language after (1) implies that a reduction in wealth should not 

reduce the tax base if that wealth reduction reflects personal consumption spending because 

consumption spending is intended to remain within the tax base. We 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. Thus, more simply, the formula above could be restated essentially as:  

Annual income equals wealth increases less wealth reductions but only if the 

wealth reduction does not represent personal consumption.  

In this way, wealth reductions spent on personal consumption (such as the vacation trip mentioned 

above) do not reduce the tax base (what is taxed). Because they do not reduce the tax base, they 

are taxedðalbeit indirectlyðby remaining within the tax base.  

Because Schanz and Haig came to essentially the same conclusion, you will often hear this 

construction called the ñHaig-Simonsò or ñSchanz-Haig-Simonsò definition of ñincomeò for 

purposes of income taxation. For shorthand, we can refer to it as the SHS economic conception of 

ñincomeò for tax purposes. 

Letôs use a simple fact pattern to explore how a given item would be treated under the SHS 

economic conception of income and then proceed to the outcome under positive law found in the 

Internal Revenue Code. As mentioned above, the idea is to demystify the Code: a lot of what is in 

the Codeðat least with the respect to its normative, core provisions (those that seek to properly 

measure ñincomeò as a theoretical matter) as opposed to all the bells and whistles that then clutter 

it upðis what you would expect to find there, once you understand the underlying normative 

concepts that define a tax on ñincome.ò This exercise not only helps to rationalize the core structure 

of an income tax for you; the best tax lawyers are those whose knowledge of the underlying core 

                                                 
1 HENRY SIMONS, PERSONAL INCOME TAXATION  50 (1938). 
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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 10) and 

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

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

that houses his dental practice. As 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 deductions will appear on Johnôs and 

Maryôs joint income tax return.2 

Johnôs gross revenue collected from billing patients is $500,000 each year. This 

amount, however, is only his ñgrossò revenue. Unlike Mary, who is an 

employee, John incurs many costs in running his business. For example, he 

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

for his office space, he purchases a new dental chair and X-ray machine this 

year, etc.  

John and Mary owned investment land that they rented to tenant farmers, 

which they purchased more than two years ago in May for $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 of 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 savings account, which generates $200 of interest this year. 

Johnôs mother makes a substantial gift of $10,000 in cash to her son this year 

so that he and Mary 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 rented flat and new 

home (after moving in), and take the kids to Disney World this year.  

Turning for a moment to positive law, look at § 1 of the Internal Revenue Code, which reveals 

that the tax baseðwhat is ultimately taxedðis called ñTaxable Income.ò Taxable Income is 

multiplied by the tax rates in § 1 to reach the tax due. (The 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 § 1(f). We shall examine the current rate structure in Part B.) If Taxable 

Income incorporates perfectly the SHS concept of income, it should result in a tax base that 

consists of wealth increases less wealth reductions but only if the wealth reduction is not spent 

on personal consumption. What is Taxable Income under the Code?  

For now, Taxable Income is ñGross Incomeò less allowable ñdeductions.ò Gross Income 

pertains to a wealth increase, whereas deductions pertain to certain wealth reductions.   

                                    Gross Income (wealth increases) 

                            Less Deductions     (certain wealth reductions) 

                                    Taxable Income (the tax baseðwhat is ultimately taxed) 

                                                 
2 If 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, and multi-owner LLCs and their owners are 

beyond the scope of this introductory textbook, which focuses on the income taxation of individuals. 
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Introduction to Ä 61 ñGross Incomeò  

Gross Income under the Code is defined in Ä 61: ñGross Income means income from whatever 

source derived, including (but not limited to)ò fifteen listed items. Notice how open-ended it is 

(even circular, by referencing ñincomeò in defining ñGross Incomeò). Notice also that the fifteen 

listed items do not exhaust the outer reaches of Gross Income because Congress included that 

crucial parenthetical: ñ(but not limited to).ò In other words, Congress clearly contemplated that 

items of Gross Income exist in the world that are not specifically found in that list of fifteen items. 

In Chapter 6, we shall consider what items that are not listed in § 61 nevertheless constitute Gross 

Income under that vague residual clause at the beginning: Gross Income means income from 

whatever source derived.  

Some of the listed items are obvious SHS wealth increases, such as Ä 61(a)(1) ñcompensation 

for services, including fees, commissions, fringe benefits, and similar items,ò Ä 61(a)(4) interest, 

and § 61(a)(5) rents. In each case, the recipient is wealthier after the receipt than before.  

So letôs return to Mary and John. Maryôs $1 million in wages is clearly listed in Ä 61(a)(1) and 

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 services is also described in Ä 61(a)(1) or Ä 61(a)(2) (ñGross 

Income derived from businessò), as this amount constitutes fees for services that he performs for 

his patients in his sole proprietor business.  

You might at first object that we should not tax John on the entire $500,000 under SHS 

principles because even a cursory consideration of the facts indicates that John incurs substantial 

costs in earning that ñGrossò Income (unlike Mary, an employee). That is to say, it is obvious that 

he does not enjoy a wealth increase from his dental practice by the entire $500,000. While you 

would be correct, remember from our computation above that Gross Income under the Code is not 

the tax base (what will end up actually being taxed) but only the first step in reaching the tax base 

of Taxable Income. John will be able to reduce his Gross Income by any allowable deductions 

(considered 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 § 61 Gross Income in the first place. He must include every dollar of 

that $500,000 in his § 61 Gross Income. Only then can he consider allowable deductions in 

reaching Taxable Income. 

What about the $10,000 that Johnôs mother gives to him in order to help John and Mary 

purchase a home? Under SHS principles, 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 

language to Ä 61(a): ñ[u]nless as otherwise provided in this subtitle.ò This language puts you on 

notice that what may otherwise constitute includable Gross Income (a wealth accession) might be 

rendered ñexcludableò under a specific statutory provision found elsewhere in the Code. One such 

provision is § 102(a), which provides John with statutory authority to exclude from Gross Income 

ñgifts, bequests, devises, and inheritances.ò Why does positive law deviate from the core SHS 

concept of income here? Deviations from SHS income are not necessarily illegitimate, but they do 

make us pause and ask ñwhyò? Stay tuned. We shall consider many such exclusions before the 

course is over, including an entire chapter devoted to the gift exclusion (Chapter 7). For now, I 

introduce you to § 102(a) chiefly to familiarize you with the concept of an ñexclusion.ò An 

ñexclusionò pertains to a receipt or other wealth accession that nevertheless does not enter 
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into § 61 Gross Income. The ñwhysò and ñwhereforesò will have to wait.  

So we can amend our little formula from above.  

                                        Gross Income (wealth increases: exclusion available?) 

                                Less Deductions     (certain wealth reductions) 

                                        Taxable Income (the tax baseðwhat is ultimately taxed) 

Notice that ñexclusionò is not the same thing as ñdeduction.ò Although both have the same 

economic effect of reducing the tax base (what is ultimately taxed), one (exclusions) pertain to 

wealth increasesðan inflow ideaðthat never enter into Gross Income in the first place. The other 

(deductions) pertain to wealth reductionsðan outflow ideaðthat reduce Gross Income in reaching 

Taxable Income (what is ultimately taxed). So letôs turn to a few of Johnôs and Maryôs outflows 

(wealth reductions) and consider whether they should be deductible from Gross Income in reaching 

Taxable Income. 

Deductions (part 1): nondeductible ñcapital expendituresò vs. potentially deductible 

ñexpensesò                                               

Which outflows or wealth reductions of 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 office space, 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.  

Recall our restatement of the SHS conception of ñincomeò for tax purposes: annual income 

equals wealth increases less wealth reductions but only if the wealth reduction does not represent 

personal consumption. The language after ñlessò in the formulation above implies that an outlay 

must satisfy two, independent conditions before it should reduce the tax base via a deduction (if 

we are to honor SHS principles):  

To be deductible under SHS principles,  

(1) the outlay or event must decrease wealth; AND  

(2) the wealth reduction must not represent personal consumption. 

Letôs first consider Johnôs and Maryôs purchase of the investment land (which they rented to 

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 less wealthy after taking $12,000 in cash (from, say, Maryôs salary) and 

using it to purchase land worth $12,000? No, they are not any less wealthy. Rather, they have 

merely changed the form in which they are holding their wealth from dollar 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 does not reduce wealth but rather merely changes 

the form in which wealth is held is called a ñcapital expenditure.ò In contrast, an ñexpense,ò in 

general, is an outlay that immediately reduces wealth. In other words, a capital expenditure is the 

opposite of an expense (and vice versa). Notice, by the way, that ñexpenseò is thus a defined word 

of tax art. You must not make the mistake of using the word casually to mean any old outlay, even 

though the word ñexpenseò is common and used outside of tax every day (whereas ñcapital 
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expenditureò rarely comes up in casual conversation).  

In order to deduct a wealth reduction under the Internal Revenue Code, you must find a 

Code section containing the magic words ñthere shall be allowed a deductionò and satisfy each 

and every requirement contained in that Code section. Even if you satisfy this Code section, you 

must then consider whether another, different Code section steps in to take away an ñotherwise 

allowableò deduction.  

Is there a Code section that says ñthere shall be allowed a deduction for capital expendituresò? 

No, there is not. Indeed, § 263 expressly disallows deduction 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 forbade the 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 do we know which outlays constitute ñcapital expendituresò 

(nondeductible) and which constitute ñexpensesò (potentially deductible)? The enactment of an 

express prohibition on deducting ñcapital expenditureò in Ä 263 provided a place for the Treasury 

Department to issue Treasury Regulations that help us to determine whether an outlay isðor is 

notða capital expenditure (the topic of Chapter 4).  

For example, look at Treas. Treas. Reg. § 1.263(a)-2(d)(1) and (2), Ex. (1). It states that ña 

taxpayer must capitalize amounts paid to acquire or produce a unit of real or personal property é 

including é land and land improvements, buildings, machinery and equipment, and furniture and 

fixtures,ò and the example provides that the cost of purchasing new cash registers for use in a retail 

store is a nondeductible capital expenditure. 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 because the outlay is categorized as a capital expenditure. Similarly, John cannot deduct 

the cost of the new dental chair and X-Ray machine that he purchases this year in connection with 

his dental practice, and they cannot deduct the purchase price of their new personal residence. 

None of these outlays reduce Johnôs and Maryôs wealth currently but rather merely change the 

form in which they hold their wealth.  

The same would have been true if they had decided to purchase shares of corporate stock 

(intangible property) instead of land, equipment, or a personal residence (tangible property). Look 

at Treas. Treas. Reg. § 1.263(a)-4(b)(1) and (c)(1)(i). Together, they provide that ña taxpayer must 

capitalize an amount paid to acquire an intangible,ò such as an ownership interest in a corporation, 

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 business, investment, and personal 

purchases of long-lived property in the year of purchase. A SHS income tax taxes additions to 

savings (such as stock purchases, land purchases, purchases of business equipment, purchases 

of personal residences, additions to a savings account, etc.) by denying deductions for these 

ñcapital expendituresò (mere changes in the form in which wealth is held as opposed to a 

reduction in wealth).  

Ä 61(a)(3) ñgains derived from dealings in propertyò and the critical role of ñbasisò 

We have seen that 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 December 31 of Year 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 

would be ñyes.ò Mary and John are wealthier on December 31 of Year 1 than they were on January 

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 does not reach this wealth increase for tax purposes until 

a realization event occursðmost commonly a sale 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 are also not taken into 

account (such as the decrease in the value of the investment land in Year 2) until ñrealized.ò Why? 

As I mentioned above in connection with the gift exclusion, deviations from SHS principles are 

not necessarily illegitimate, but they do give us pause to ask ñwhyò?  

The answer cannot be mere lack of liquidity (cash) to pay tax. The cash to pay the tax could 

come from their savings or Maryôs current salary. A taxpayer could perhaps even mortgage the 

land itself to obtain the cash with which to pay the tax on this increase in wealth. Do not make the 

mistake of thinking that ñincomeò means ñcash.ò (Notice that the SHS formulation does not 

mention cash but, rather, asks only whether the taxpayer is wealthier.) Indeed, if Mary is paid her 

$1 million salary one-half in cash and one-half in shares of corporate stock, the shares of stock 

usually must be valued and included in her Gross Income on receipt under § 61(a)(1), as the receipt 

constitutes compensation for services rendered. If wealth increases were rendered 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 power, such 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 in nature. A 

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 on Year 1ôs profit, but it does not allow Year 1ôs profit to go untaxed in the first 

place until the end of the taxpayerôs life (to see if the taxpayer had an overall profit or loss for his 

lifetime). Rather, the general rule under the annual accounting principle is that we take 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, rents, etc., are 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 every piece 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 

as publicly 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 ñmark to marketò their securities inventories or futures contracts each year, 

including the increase in value in Gross Income and deducting the loss in value (because these 

would be business or investment losses under § 165(c), more below) under §§ 475 or 1256. The 
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ordinary investor in corporate shares is free from § 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 ability to 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 property is eventually sold, the aggregate 

tax paid by the owner is less in real economic terms than it would be if the taxpayerôs wealth 

increases were taxed each year as they accrued because of the time value of money.  

Suppose, for example, that Johnôs and Maryôs $1,000 wealth increase in the value of the land 

by the end of Year 1 would have generated a 10% tax of $100 if the realization requirement were 

repealed (i.e., if the land were taxed under a ñmark to marketò system each year). If they were 

required to 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 payment) until the end of Year 10 

simply by delaying the sale until then. How much would the current cost be for John and Maryð

measured at the end of Year 1ðif they could earn, say, 3% (after-tax) interest on their wealth 

increase in the meantime? The ñpresent valueò (or current cost) of that future $100 obligation 

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 at the intersection of Year 10 and 3% is .744.  
 

Table A:  Compound Interest 

Amount to Which $1 Now Will Grow by End of Specified Year at 

Compounded Interest 
 

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

   1 1.03 1.04 1.05 1.06 1.07 1.08 1.10 1.12 1.15 

   2 1.06 1.08 1.10 1.12 1.14 1.17 1.21 1.25 1.32 

   3 1.09 1.12 1.26 1.19 1.23 1.26 1.33 1.40 1.52 

   4 1.13 1.17 1.22 1.26 1.31 1.36 1.46 1.57 1.74 

   5 1.16 1.22 1.28 1.34 1.40 1.47 1.61 1.76 2.01 

   6 1.19 1.27 1.34 1.41 1.50 1.59 1.77 1.97 2.31 

   7 1.23 1.32 1.41 1.50 1.61 1.71 1.94 2.21 2.66 

   8 1.27 1.37 1.48 1.59 1.72 1.85 2.14 2.48 3.05 

   9 1.30 1.42 1.55 1.68 1.84 2.00 2.35 2.77 3.52 

  10 1.34 1.48 1.63 1.79 1.97 2.16 2.59 3.11 4.05 

  11 1.38 1.54 1.71 1.89 2.10 2.33 2.85 3.48 4.66 

  12 1.43 1.60 1.80 2.01 2.25 2.52 3.13 3.90 5.30 

  13 1.47 1.67 1.89 2.13 2.41 2.72 3.45 4.36 6.10 

  14 1.51 1.73 1.98 2.26 2.58 2.94 3.79 4.89 7.00 

  15 1.56 1.80 2.08 2.39 2.76 3.17 4.17 5.47 8.13 

  16 1.60 1.87 2.18 2.54 2.95 3.43 4.59 6.13 9.40 

  17 1.65 1.95 2.29 2.69 3.16 3.70 5.05 6.87 10.60 
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  18 1.70 2.03 2.41 2.85 3.38 4.00 5.55 7.70 12.50 

  19 1.75 2.11 2.53 3.02 3.62 4.32 6.11 8.61 14.00 

  20 1.81 2.19 2.65 3.20 3.87 4.66 6.72 9.65 16.10 

  25 2.09 2.67 3.39 4.29 5.43 6.85 10.80 17.00 32.90 

  30 2.43 3.24 4.32 5.74 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 4.38 7.11 11.50 18.40 29.50 46.90 117.00 289.00 1080.00 

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% 

   1 .971 .962 .952 .943 .935 .926 .909 .893 .870 

   2 .943 .925 .907 .890 .873 .857 .826 .797 .756 

   3 .915 .890 .864 .839 .816 .794 .751 .711 .658 

   4 .889 .855 .823 .792 .763 .735 .683 .636 .572 

   5 .863 .823 .784 .747 .713 .681 .620 .567 .497 

   6 .838 .790 .746 .705 .666 .630 .564 .507 .432 

   7 .813 .760 .711 .665 .623 .583 .513 .452 .376 

   8 .789 .731 .677 .627 .582 .540 .466 .404 .326 

   9 .766 .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 .000922 

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 value of money, 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 precise time-value-of-money benefit of being 

able to defer 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 in tax planning. As you move through this 

course, you will begin to appreciate better that the real tax issue, while often phrased as ñis this 

item includableò or ñis this item deductible,ò is more often than not (when you peel back the layers 

of the onion) actually ñwhen is this item includableò or ñwhen is this item deductibleò? All things 

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 Gross Income or accelerate 

deductionsðall because of the time 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. Section 61(a)(3) 

requires that they include ñgains derived from dealings in propertyò in Gross Income.  

What does the word ñgainsò mean in Ä 61(a)(3)? The facts state that Mary and John sell the 

land for $14,000. Is $14,000 thus their ñgainò that must be included in their Gross Income? After 

all, they now have $14,000 in cold, hard cash in hand after the sale. But you have already learned 

that ñincomeò is not the same as ñcashò (remember our CEO who was paid her salary partly in 

shares of stock). Indeed, John and Mary should 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 

wealth that has never been included in their tax base before. 

Two fundamental precepts underlying a tax on ñincomeò are: 

(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 the same 

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 they were prohibited 

from deducting the $12,000 outlay when they purchased the land because it was a nondeductible 

capital expenditure. Recall 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 deduct the $12,000 cost of the land in Year 1ðcontrary to current lawðthat 

$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 precepts above differentiate an income tax from a wealth tax. For 

example, homeowners subject to state property taxes (a wealth tax) know that the ñsame dollarsò 

are taxed to them again and again each year because a property tax is typically calculated by 

multiplying the propertyôs aggregate fair market value each year by the tax rate. An income tax is 

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 wealth increase is 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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ñgainò is another term (like ñexpenseò) that you might use casually in nontax contexts, the Internal 

Revenue Code defines it precisely as a tax term of art in Ä 1001(a), which also defines ñlossò 

(another common word used in everyday life). Read § 1001(a) and (b) now. It defines realized 

ñgainò as the excess of ñamount realizedò over ñadjusted basisò and ñlossò as the excess of 

adjusted basis over amount realized. More terms of art! ñAmount realizedò (A/R for short) is 

defined precisely in § 1001(b) as ñthe sum of any money received plus the fair market value 

of the property (other than money) receivedò on the property disposition. Because John and 

Mary sell their land for $14,000 in cash, the ñamount realizedò is $14,000. If John and Mary had 

instead received $9,000 in 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 exchanged their land 

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).  

What is Johnôs and Maryôs ñadjusted basisò (A/B for short) in the land that they sold for 

$14,000? Section 1001(a) refers to Ä 1011, which provides that ñbasisò is determined under Ä 1012 

or any other relevant basis section in the Internal Revenue Code, ñadjusted as provided in Ä 1016.ò 

Section 1012, in turn, provides that the basis of property shall be ñthe cost of such property,ò unless 

another Code section governs the basis of the particular property at issue. Because John and Mary 

purchased the land, Ä 1012 does provide them with a $12,000 ñcostò basis in the land.  

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 the cross-references in §§ 

1011(a) and 1012(a) to (essentially) any other relevant basis rule found in the Internal Revenue 

Code come into play. We shall examine some of these other basis rules in due course. Johnôs and 

Maryôs basis is easy to determine, though. Because they did, in fact, purchase the land, we know 

that § 1012 (as opposed to some other Code section) governs their initial basis in the property at 

its $12,000 ñcost.ò  

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 have affected their initial $12,000 cost basis, which 

means that their ñadjusted basisò at the time of the sale in Year 3 remains $12,000. Thus, John and 

Maryôs ñrealized gainò is $2,000 ($14,000 A/R less $12,000 A/B). (Notice, by the way, that 

ñamount realizedò is not the same as ñgain realizedò or ñrealized gain.ò ñAmount realizedò is the 

precisely defined term found in § 1001(b) and is $14,000 on our facts. I do appreciate that these 

terms of art are very confusing at first, but you must get comfortable in using them or 

communication chaos results.)  

Notice that ñbasisò is the mechanism that allowed us to ensure that the same dollars were 

not taxed to the same taxpayer more than once. Basis generally represents previously taxed 

dollars (or concurrently taxed dollars in the same year) that should not be taxed a second time 

to the same taxpayer. Thus, basis can always be recovered tax free, in the sense that John and 

Maryôs $12,000 basis in the land is recovered tax free from the $14,000 obtained on the sale. Only 

$2,000 of that $14,000 (the amount realized in excess of basis) could not be protected from taxation 

as basis recovery. You will often hear of this rule as ñtax-free return of basisò or ñtax-free recovery 

of capital.ò While ñtax freeò implies special dispensation from taxation, in reality it refers to the 

fact that these dollars were already once taxed to 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 I mean by the parenthetical above: ñor concurrently taxed dollars in the same yearò? 

The dollars may not literally have been ñpreviously taxedò in the sense that the purchase 

(nondeductible capital expenditure) occurred in a prior year. The same result would occur if Mary 

and John had bought the land for $12,000 in January of Year 1 and sold it in December of Year 1 

for $14,000. The purchase price in January would be a nondeductible capital expenditure (creating 

basis), which would be recovered tax-free on the December sale under § 1001. Their realized 

(includable) ñgainò would again equal $2,000.  

Letôs return to Mary and consider again the variant in which she receives her $1 million salary 

one-half in $500,000 cash and one-half in shares of corporate stock worth $500,000. We have 

already determined that Mary must include the entire $1 million in Gross Income under § 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 § 1001 realized gain if she later sells the shares for, say, $700,000? 

Under § 1001(b), her amount realized (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 knowðeven before looking at any authorityðthat 

Mary must have 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, instead, that she takes a $0 basis in the shares, her sale for $700,000 would 

produce a § 1001 realized gain of the entire $700,000 ($700,000 A/R less $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. § 1.61-2(d)(2) provides that Maryôs ñcostò basis in the property 

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 

rendered 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 ($700,000 A/R less $500,000 A/B).  

Basis can generally be created in one of two ways: (1) the making 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 basis of $12,000 in that 

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 $12,000. Thus, when they sell the land for $14,000, they 

can recover their $12,000 basis tax-free under § 1001(a). Only the excess of the $14,000 A/R over 

their $12,000 A/B is Ä 1001 ñgainò that is includable in Gross Income under Ä 61(a)(3).  

An example of (2) is 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 

Income under Ä 61(a)(1) upon receipt, she takes an immediate ñcostò basis of $500,000 in those 

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 basis tax-free under § 1001(a). Only the excess of the 
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$700,000 A/R over her $500,000 A/B would be Ä 1001 ñgainò that would be includable in Gross 

Income under § 61(a)(3).  

Deductions (part 2): which ñexpensesò are deductible and why? 

You have learned a lot already! You have learned, for example, that ñcapital expenditures,ò as 

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 reviewed below 

(with a new, clarifying parenthesis).  

To be deductible under SHS principles,  

(1) the outlay or event must decrease wealth (e.g., the capitalization inquiry); 

AND 

(2) the wealth reduction must not represent personal consumption. 

Thus, you now know that Mary and John cannot deduct the cost of the investment land, the 

business equipment (the new dental chair and X-Ray machine), or the personal residence that they 

purchased. Each of these purchases constitutes nondeductible ñcapital expendituresò rather than 

potentially deductible current ñexpenses.ò In order to keep track of the fact that John and Mary 

were indirectly taxed on these outlays (via deduction denial) at the time of purchase, they take a § 

1012 cost basis in these properties, which can be recovered free of tax under § 1001 if and when 

they dispose of these properties. 

Letôs move on to consider outlays that do survive the step-1 capitalization inquiry, i.e., to 

outlays that do represent a current wealth decrease and thus are properly categorized as 

ñexpensesò instead of ñcapital expenditures.ò In Johnôs and Maryôs fact pattern, these include the 

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 with respect 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 a current wealth decrease rather than a mere change in form in which wealth is 

held, they are properly categorized as ñexpensesò instead of ñcapital expenditures,ò thus surviving 

the step-1 inquiry noted above.  

On to step 2! Recall our earlier point that even 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 find that Ä 262 confirms that ñno deduction 

shall be allowed for personal, living, or family expensesò (using that term of tax art). As with § 

263 with respect to capital expenditures, § 262 is not necessary to deny deduction 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 ñthere shall be allowed a deduction.ò Nevertheless, 

by enacting § 262, Congress provided a handy place for the Treasury Department to issue 

regulations that help us to determine whether a particular expense is, in fact, a ñpersonalò one.  

As with the introductory language to § 61, which reminds us that other Code sections might 

expressly authorize an ñexclusionò of a Gross Income item that would otherwise be includable 

under § 61, the introductory language in § 262 reminds us that other Code sections might expressly 

provide authority to deduct certain personal expenses that would otherwise be nondeductible under 

a normative SHS income tax. Examples include the deduction for charitable contributions made 
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to certain tax-exempt entities (§ 170) and the deduction for interest paid on a loan incurred to 

purchase a personal residence (§ 163(h)(3)), each of which (and more) we shall examine in future 

chapters. The term used to describe a provision that deviates from a pure, normative SHS 

income tax is ñtax expenditure,ò and we shall examine the concept of tax expenditures more 

closely in Chapter 3. Because none of Johnôs and Maryôs personal expenses are of this type, they 

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 space are, 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, we need to find a Code section containing the magic words ñthere shall 

be allowed a deductionò for these outlays, and we find it in Ä 162, which provides that ñ[t]here 

shall be allowed as a deduction all the ordinary and necessary expenses [as opposed to capital 

expenditures] paid or incurred during the taxable year in carrying on any trade or 

businessé.ò Unless some other Code section steps in to take away these otherwise allowable 

deductions (and there would be none in Johnôs case), John can deduct the business expenses 

incurred in his dental practice from his $500,000 of Gross Income under § 61(a)(1) or (2) in 

arriving at § 1 Taxable Income (the tax base).  

The deduction for business expenses does not reflect some sort of special solicitude or 

preference for business activity (as opposed to personal consumption). Rather, business expenses 

are normatively required to be deducted if we wish to ensure taxation of SHS income. Recall 

fundamental precept (1) of an income tax: the same dollars should not be taxed to the same 

taxpayer more than once. If we require John to include every dollar of his $500,000 gross 

revenue from his patientsô payments in Ä 61 Gross Income and did not then allow him to deduct 

from this gross revenue the costs incurred to produce it, we would be 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 to Johnôs and Maryôs purchase and sale of their 

land. There, we denied John and 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 

ñnondeductionò created a $12,000 ñbasisò in the land to represent the previously taxed dollars 

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 tax-free under § 1001 first so that only $2,000 was Gross Income within the 

meaning of Ä 61(a)(3) (ñgains derived from dealings in propertyò). Thus, we ensured that 

fundamental precept (1) was honored by not taxing that $12,000 twice to John and Mary, which 

would have occurred if we both denied them a deduction of the $12,000 purchase price and 

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 already a net 

figure because of the simultaneous basis offset under Ä 1001. The basis is, in a sense, ñdeductedò 

before even arriving at § 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 the entire ñamount 

realizedò of $14,000 (the entire sales proceeds) in Ä 61 Gross Income and then creating a new 

ñdeductionò (not actually found in the Code) of $12,000 equal to their basis in the land in arriving 
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at $2,000 of Taxable Income (the tax base). But because the 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 § 61 Gross 

Income in the 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 of the land 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 

whether the receptionistôs salary this week (or this monthôs rent or utility expense) should be tied 

to any particular patientôs payment. We cannot, in other words, easily create ñbasisò in any 

particular business cost that could be used to offset (in Ä 1001 fashion) a portion of Johnôs $500,000 

in revenues in order to arrive at a § 61 Gross Income figure that is (like the land profit) already 

reduced to a net profit figure. In short, while the expenses are clearly income-producing costs of 

his business, the connection between any particular expense and any particular 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 § 61 Gross Income (unreduced by any of the costs that he incurred to produce this revenue) but 

then also explicitly provides him with a current deduction from Gross 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 taxing John on the same dollars, just as John and Mary were taxed only on 

their net profit from the land ownership.  

What about ñexpensesò (current wealth decreases) incurred not in pursuit of business profit 

(generally, selling goods or services to others) or in pursuit 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 until you have the opportunity to claim your prize. There has always been a 

version of § 162 in the Code. In an early case construing it, Higgins v. Commissioner,3 the Supreme 

Court concluded that managing oneôs own investments does not rise to the level of a ñtrade or 

businessò within the meaning of the predecessor to Ä 162, no matter how large the investment 

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 abroad.) Under Higgins, the $20 safety deposit 

box fee could not be deducted under § 162ðeven though the lottery proceeds are clearly wealth 

accessions that are includable in Gross Incomeðbecause collecting lottery winnings does not 

comprise operating a ñtrade or business.ò  

Requiring inclusion of the full ñgrossò proceeds of an investment while, at the same time, 

disallowing deduction of the expenses incurred to produce that investment Gross Income would 

twice tax the same dollars to the same taxpayer for the same reason 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 salaries, office rent, etc.) incurred to produce those receipts. Under SHS normative 

principles, the only salient inquiry is whether the outlays contribute toward producing includable 

                                                 
3 312 U.S. 212 (1941). 



Chapter 1 Essential Structure of the Income Tax Chapter 1 

-18- 

 

Gross Income of some sort (as opposed to purchasing personal consumption).  

Congress responded to Higgins 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 the deduction of expenses incurred in an 

income-producing activity not rising to the level of a ñtrade or business.ò4  

Deductions (part 3): Ä 1001 ñlossò (and more on normative income tax theory) 

Suppose that John and Mary had sold the land (purchased in Year 1 for $12,000) when it was 

worth only $10,000 in Year 2. You know now that John and Mary should always be permitted to 

recover their $12,000 basis tax-free (in order to honor fundamental precept (1)), so you know that 

the entire $10,000 received on the sale would constitute tax-free basis recovery and would not be 

included in § 61 Gross Income. But what about the $2,000 of unrecovered basis? They 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 

unrecovered basis?  

Notice that the amount of unrecovered basis on a property disposition satisfies the statutory 

definition of ñlossò found in Ä 1001(a): ñloss shall be the excess of the adjusted basis é over 

the amount realized.ò John and Mary would have realized a ñlossò rather than a ñgainò (both 

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

amount realized of only $10,000. Their realized ñlossò would have been the $2,000 of unrecovered 

basis. In other words, by definition a ñlossò is unrecovered basis.  

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. This loss should be deductible 

under SHS principles.  

Under positive law, we need to find a Code section that contains the magic words ñthere shall 

be allowed a deductionò for a ñloss.ò See § 165(a) and (c). Consistent with SHS principles, we see 

authorization to deduct business and investment losses in §§ 165(a) and (c)(1)-(2), but losses 

realized with respect to personal consumption property are generally disallowed under § 165(c)(3) 

(with minor exceptions in §§ 165(c)(3) and (h), which we shall peruse in Chapter 18).  

We can now go a step further in defining what we really mean by a ñwealth reductionò in the 

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 increases in value 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 store 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.  

If you ask the hypothetical ñman on the streetò the amount of Beckyôs ñlossò on these facts, the 

likely response would be $50,000 because Becky clearly lost $50,000 of economic wealth. 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 a different flavor entirely. See infra Chapter 18. 
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nothing. For income tax purposes, however, what is the amount of Beckyôs ñlossò deduction under 

§ 165? See § 165(b). Becky is limited to deducting her $10,000 basis in the painting rather than its 

$50,000 economic value. Why? 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)?  

Recall fundamental precept (2): the same dollars should not provide a double tax benefit 

to the same taxpayer. Because 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 exclude this $40,000 (under the realization requirement) and deduct this same $40,000 (if §§ 

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 

another reminder that the word ñloss,ò while used in everyday parlance, is a tax term of art under 

the Internal Revenue Code.  A ñlossò for Federal income tax purposes is unrecovered basis, which 

generally represents previously taxed dollars, not lost value. 

Indeed, if we are to honor SHS principles, all deductions under the Internal Revenue Code 

(not just ñlossò deductions) must be supported by previously or concurrently taxed dollars 

(i.e., after-tax dollars) in order to ensure that we are not providing a double tax benefit to 

the same taxpayer for the same dollars (both exclusion and deduction). This outcome is 

explicit under ÄÄ 1001 and 165(b) with respect to ñlossò deductions (because a Ä 165 loss deduction 

is explicitly limited to unrecovered ñbasisò), but it is equally true with respect to any other 

deduction that is premised on normative income tax principles, i.e., those deductions that are 

necessary to properly measure ñincomeò in the SHS sense. Thus, Ä 162 business ñexpenseò 

deductions and Ä 212 investment ñexpenseò deductions are allowed only because they represent 

outlays stemming from includable Gross Income, usually in the same year.  

Recall, for example, Johnôs $500,000 of includable Gross Income from his dental practice and 

the § 162 business expense deductions that he was allowed for his employeesô salaries, office rent, 

office utility costs, etc. Those deductions are justified only because of the Gross Income inclusion 

of the entire $500,000, from which he was able to pay these business expenses. In other words, 

they are ñsame dollarsò (previously or concurrently taxed), justifying the Ä 162 deductions.  

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 not enjoy 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-tax dollars. ñBasisò is the clearest example of previously or concurrently 

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 Gross 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 equipment that he purchased this year (the dental chair and X-ray machine) 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 recovered tax-free on later sale of the property, as 

when John and Mary sell their land, producing either a ñgainò or ñlossò under Ä 1001. But can this 
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basis be recovered earlierðbefore sale or other disposition?  

Read § 167(a). It allows a taxpayer to take a series of basis deductions, called ñdepreciationò 

deductions, during the life of the property, so long as the property is (1) of a type subject to ñwear 

and tearò and (2) used in business or held for the production of income (i.e., business or 

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 tax base. The ñwear 

and tearò requirementðexplored in Chapter 14 in more detailðessentially 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 ascertainable useful 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. Buildings, 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 

ñwear and tearò requirement) or their personal residence (because it is personal consumption 

property). John can, however, depreciate the business equipment (dental chair and X-ray machine) 

that he purchases this year for use in his business. The actual mechanics of how to schedule these 

basis deductions over time under §§ 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? All together now: because of the time 

value of money. Deducting his basis beginning in the year of acquisition (instead of waiting until 

he either sells it or junks it and recovers his basis tax-free or takes a ñlossò deduction under ÄÄ 

1001 and 165) has real value to John! 

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 discussion of this issue must await Chapter 14, 

but the short version is that losses can legitimately be considered final and irretrievable (and thus 

ñrealizedò in a nontrivial sense) even before dispositionðso long as the property wastes away 

over time in some predictable fashion and gets ever closer to the end of its useful life in producing 

Gross Income solely with the passage of time. Thus, the ñwear and tearò requirement is absolutely 

critical in determining which properties should properly be depreciable in the first place. Stay 

tuned! 

§ 1016 basis adjustments 

Suppose, for the purpose of illustration only, that Johnôs new dental chair cost $10,000 

(producing an initial cost basis under § 1012 of $10,000) and that he is permitted to depreciate this 

basis in a 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 Year 3 because he wants to buy the new edition. 

The sale, of course, triggers Ä 1001. Because he sold the chair for $8,500, the ñamount realizedò 

within the meaning of Ä 1001(b) is $8,500. What is Johnôs ñadjusted basisò in the chair at the time 

of sale, which will be used as an offset against the amount realized under § 1001(a) in determining 

his ñgainò or ñlossò?  

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 should not provide a double tax 

benefit to the same taxpayer. If 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 permitted to use that same basis a 

second time to reduce his § 1001 gain (or create or increase a § 1001 loss) in the year of sale. Thus, 

§ 1016(a)(2) requires John to reduce his original $10,000 basis by the $2,000 deducted under the 

depreciation provisions, resulting in an ñadjusted basisò of $8,000 at the time of sale. When he 

sells for $8,500, John realizes a $500 gain under § 1001 ($8,500 A/R less $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 occurrence (as we shall see).  

Just as basis is 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. 

Letôs switch gears to consider 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 decides to construct 

a major addition to the hotel, doubling its square footage, at a cost of $500,000. Can Donald 

immediately deduct this cost under § 162? While incurred in business (rather than for personal 

consumption), is the $500,000 outlay an ñexpenseò (as required under Ä 162) or a ñcapital 

expenditureò (nondeductible under Ä 263)? Compare Treas. Treas. Reg. Ä 1.162-4(a) with Treas. 

Treas. Reg. § 1.263(a)-1(a) and (d)(2). We shall spend all of Chapter 4 examining the capitalization 

rules in more detail, including the ever-difficult line between a repair ñexpenseò and a permanent 

improvement or betterment ñcapital expenditure,ò but this is an easy case. The $500,000 expansion 

is a permanent improvement or betterment, rather than a mere repair, and must be capitalized. How 

do we do that with respect to property that is already owned by the taxpayer? 

See Ä 1016(a)(1). The language ñproperly chargeable to capital accountò means ñcapital 

expenditure.ò This $500,000 capital expenditure incurred with respect to property already owned 

increases its basis from $400,000 to $900,000. Because this building is used in business and is 

subject to ñwear and tear,ò this new basis will also be permitted to be depreciated going forward, 

as was his original basis. Again, stay tuned.  

A brief introduction to the concept of ñcapitalò gains and losses 

If the § 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 § 165 (if a loss), you must 

then consider whether the gain or loss is characterized as ñordinaryò or ñcapitalò in nature and why 

that characterization matters. We shall devote an entire chapter (Chapter 15) to examining the 

special rules that apply to capital gains and capital 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 throughout this course. The concept of ñcapitalò gain and 

loss does not arise from the SHS conception of ñincome.ò They are sui generis to the income tax, 

for reasons that we shall explore in Chapter 15.   

The first thing to note is that whether a Ä 1001 realized gain or loss is ñcapitalò has nothing to 

do with whether the original purchase of the property qualified as a ñcapital expenditure,ò even 

though both (unfortunately for beginning tax students trying to keep all of this straight) use the 

term ñcapital.ò Virtually all purchases of long-lived property 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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ñcapitalò gain or loss. You simply have to learn about these concepts in their own right. A ñcapital 

expenditure,ò you have learned, is simply an outlay that does not reduce wealth but rather merely 

changes the form in which wealth is held and is the opposite of an ñexpense.ò In contrast, § 1001 

gain or loss is ñcapitalò (rather than ñordinaryò) if the requirements found in Ä 1222 are 

satisfied. Letôs use a series of examples to illustrate the requirements in Ä 1222. 

Suppose that Steve owns a retail shop that purchases jewelry on the wholesale market and then 

resells it to customers. Steve purchases 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 $15,000 in Year 6 

(because the price of gold has increased in the interim).  

Steve cannot deduct the $7,000 cost of the necklace as a business ñexpenseò under Ä 162 when 

he purchases it from the wholesaler because the $7,000 outlay fails to qualify as an ñexpense.ò 

Rather, the purchase is a nondeductible ñcapital expenditureò under Ä 263, and he takes a $7,000 

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 A/R less $7,000 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 $3,000 gain under § 1001 ($15,000 A/R less $12,000 A/B). Even though 

both Steveôs and Ellenôs purchases of the necklace are categorized as ñcapital expenditures,ò 

Steveôs Ä 1001 gain of $5,000 is not characterized as ñcapitalò gain, while Ellenôs Ä 1001 gain of 

$3,000 is characterized as ñcapitalò gain. Why? And what difference does it make? 

A Ä 1001 gain or loss that is realized with respect to property is characterized as ñcapitalò 

(instead of ñordinaryò) if the three requirements repeated in ÄÄ 1222(1) through (4) are satisfied. 

If you peruse those subsections of § 1222, you will note three common features. To be ñcapitalò: 

(1) the § 1001 realized gain or loss must be includable (if a gain) or deductible (if a loss); 

(2) the asset disposed of must satisfy the definition of ñcapital assetò found in Ä 1221; and 

(3) the realized gain or loss must have arisen from a ñsale or exchangeò (as opposed to, 
for example, a theft or destruction).  

The first requirement alerts us to the possibility that some realized gains that would otherwise 

be immediately includable in Gross Income under § 61(a)(3) or realized losses that would 

otherwise be deductible under §§ 165(a) and (c) may, under some specific Code section, be 

excluded (if a gain) or disallowed as a deduction (if a loss). The tax term of art for such realized 

gains and losses that are not taken into account is that such gains and losses are ñunrecognized.ò 

(A realized gain or loss that is ñrecognizedò is one that is taken into account now.) We shall 

examine some ñnonrecognitionò provisions in Chapter 13. For current purposes, it makes sense to 

stop the analysis regarding whether a realized gain or loss is ñcapitalò or ñordinaryò if the gain or 

loss is not going to show up on the tax return in any event because of a nonrecognition provision. 

You will have to take my word for it (for now) that no nonrecognition provision would permit 

Steveôs and Ellenôs realized gain on their sales for cash to go unrecognized. Those gains will, 

indeed, appear on their tax returns in the sale year. Thus, the first requirement for both Steveôs and 

Ellenôs Ä 1001 gain to be characterized as ñcapitalò gain is satisfied.  

Similarly, the third requirementðthat the gain be realized by way of ñsale or exchangeòðis 

also obviously satisfied for both Steve and Ellen 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 

ñsale or exchangeò requirement would similarly have been satisfied.  

The necklace is not, however, a ñcapital assetò as defined in Ä 1221 in Steveôs hands, though it 

is a ñcapital assetò in the hands of Ellen. Thus, the second requirement, above, is failed and the 

gain is characterized as ñordinaryò instead of ñcapitalò with respect to Steveôs sale only. We shall 

examine § 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 worldðregardless of 

whether that property is held for business, investment, or personal purposesðunless the property 

is listed in one of the subsections of § 1221(a). Thus, if the necklace is described in one of the 

paragraphs in § 1221(a), it is not a capital asset, and the necklace in the hands of Steve is, in fact, 

described in the ñinventoryò  or ñdealerò exception found in Ä 1221(a)(1). Because Ellen, unlike 

Steve, does not hold the necklace as inventory, it is a ñcapital assetò in her hands. In short, you 

cannot simply conclude that gold necklaces areðor are notðcapital assets. They are capital assets 

in the hands of some taxpayers (if they are not held 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 one example 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 Steveôs Ä 1001 gain is ñordinary,ò but Ellenôs Ä 1001 gain is ñcapital.ò Why does that matter? 

Certain kinds of capital gain, called ñnet capital gainò (defined in Ä 1222(11)), is subject to a 

reduced tax rate under § 1(h), whereas ordinary gain is not. We shall tease apart the definition of 

ñnet capital gainò in Chapter 15, but it requires (as a first ingredient) that the capital asset have 

been held for more than one year before the sale or exchange, creating ñlong-term capital gain.ò 

So ñnet capital gainò (which requires at least some long-term capital gain) is preferably taxed 

compared not only to ordinary gain or short-term capital gain but all other kinds of ordinary 

income, including compensation, rent, interest, royalties, etc.5 Net capital gain falling within 

Taxable Income of $400,000 ($450,000 for married couples filing jointly) or less is generally taxed 

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 ordinary gain and ordinary income is 39.6%. In 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 Ellen 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 § 1001 loss of $7,000 ($5,000 A/R less 

$12,000 A/B). Could Ellen deduct this loss under ÄÄ 165(a) and (c)(3)? No. In Ellenôs hands, the 

jewelry is personal consumption property, and personal consumption wealth reductions are 

intended to stay within the tax base under SHS principles. Because the loss will not appear on 

Ellenôs tax return, the loss is not capital under the first requirement listed above (that the loss be 

deductible). Indeed, because the loss is not deductible, its character is irrelevant.  

What if the property that Ellen purchased for $12,000 and then sells for $5,000 are shares of 

corporate stock instead of jewelry worn for personal adornment? In that case, Ellenôs loss is 

deductible under § 165(c)(2), and all three requirements found in § 1222 are satisfied. Thus, her 

                                                 
5 Certain dividends received on corporate stock are also subject to the special reduced tax rate under § 1(h). 
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deductible loss is a ñcapitalò loss. Why does that matter?  

Even though Ellen has authority to deduct the loss under § 165(c)(2)ðthe first step in the 

analysisðshe must also take note of § 165(f), which refers her to § 1211 because her deductible 

loss is capital. Read Ä 1211(b) now. Notice that Ä 1211 does not contain the magic words ñthere 

shall be allowed a deduction.ò Section 165 is the Code section that authorizes deduction of Ellenôs 

loss. But even if you find a Code section that contains the magic words ñthere shall be allowed a 

deductionò and satisfy its terms, you must always then consider whether another, separate Code 

section steps in to take away the otherwise allowable deduction. Section 1211 is the first Code 

section among others that we shall 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 short-term 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 § 1211(b) can be carried forward 

indefinitely to future years until it is either deducted under §§ 165 and 1211(b) or the 

taxpayer dies.  

For example, if Ellen also owns shares of stock with an unrealized capital gain (which we can 

refer to as built-in 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 $7,000 realized and deductible capital loss 

under §§ 165 and 1211(b) on the sale of the gold necklace. If however, she chooses not to sell the 

stock with the $9,000 built-in gain, she can deduct only $3,000 of her otherwise deductible capital 

loss on the necklace sale 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 capital loss limitation rule stems chiefly from the realization requirement (coupled 

with the special, reduced tax rate under Ä 1(h) for ñnet capital gainò) and the ñcherry pickingò that 

could result without § 1211(b). Without § 1211(b), the taxpayer could choose to sell only 

properties with deductible, unrealized loss (built-in loss) 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, actually wealthier (though the wealth increase is 

unrealized). Section 1211(b) essentially requires the taxpayer that wishes to deduct otherwise 

deductible (under § 165) capital losses to realize at least that much in capital gains in order to avoid 

deliberate mismeasurement 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 a de minimis rule for small investors.  

Note that only ñcapitalò losses are subject to the limitation in Ä 1211(b), while ordinary losses 

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, his § 1001 loss is both deductible 

under § 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 § 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 § 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 living room (i.e., 

for personal enjoyment) for $15,000 in February of Year 1 from an up-and-coming 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 regarding Borehallôs antics, the painting is appraised at 

$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 value of an artistôs work) to Jacob. 

a. What does Rachel include in Gross Income (or deduct in reaching Taxable Income) in 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 been a realization event (i.e., under a mark-to-market system)? Recall the crucial 

role of ñbasisòðgenerally, a running record of previously or concurrently taxed dollars or, 

stated differently, dollars that have not yet been deducted. What would Rachelôs basis in the 

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 in a. or b. more favorable to Rachel and why? 

d. In a., what is the character of Rachelôs Ä 1001 realized gain: capital or ordinary? Why does 

Rachel care? 

e. Do your answers to a. and d. 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)? 

 

2. Rachelôs mother gives her $5,000 in cash for her birthday in February of Year 1. What tax 

consequences to Rachel under SHS notions of income and under current law if she uses 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 2? Is this result consistent with the role that basis usually plays? Why or why not? 

 

3. Tired of all of the clutter in her home, Rachel holds a garage sale where she sells a bunch of 

old furniture, clothes, dishes, toys, small appliances, etc., which she had used in her home over the 

years. Nothing that she sold was valuable. When she counted the money in her till at the 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 for her personal apartment of $15,000, pays $10,000 for food, and purchases 
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a new patient examining table for $10,000. Describe Rachelôs tax consequences under both SHS 

notions of income and current law for each of these outlays. (Do not worry about figuring out 

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 Rachelôs Ä 1001 gain or loss if, after several years of use in her business, Rachel 

decides to sell for $6,000 the examining table purchased in 4., above, after properly deducting 

$5,000 in depreciation deductions under §§ 167 and 168? (Skip, for now, the characterization of 

her Ä 1001 gain or loss as ñordinaryò or ñcapital,ò as there are special characterization rules that 

govern the sale of property that has been the subject of depreciation deductions. As usual, stay 

tuned.) 

 

6. Ryan, a lawyer, purchases 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 Ryanôs tax consequences with respect to the purchase and ownership of the shares under 

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 

surrounding neighborhood is quickly gentrifying. That is to say, Lindseyôs office building has 

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 that the fact that Lindseyôs 

property has increased in value does not 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 learns that (because she failed to make payments) her 

insurance coverage has lapsed. What is the amount of Lindseyôs Ä 165 ñlossò deduction? She 

clearly lost $110,000 of real economic value, but 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 up. Explain why Doug would like to categorize the $30,000 outlay as a mere ñrepairò (an 

ñexpenseò under Treas. Treas. Reg. § 1.162-4) rather than an ñimprovementò (a òcapital 

expenditureò under Treas. Treas. Reg. Ä 1.263(a)-1(a) and (d)(2)) if he uses the boat for business 

purposes, and why he would like just the oppositeðto categorize the $30,000 outlay as a 

ñpermanent improvementò rather than a ñrepairòðif he uses the boat for recreational purposes. 

_______________________________________ 

 

Whew! There was a lot 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 detail to the big picture 

sketched here. For that reason, I 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 you back 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% on each chunk of ñTaxable Income.ò Recall from 

Part A. that Taxable Income is, generally speaking, § 61 Gross Income less any 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%, and 39.6%.  

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 a real gain in purchasing power) does not cause 

income to creep up into the next higher tax bracket (formerly known as ñbracket creepò before the 

inflation adjustments were adopted in 1986). The two most common rate schedules are reproduced 

below for 2014.6 

 
2014 Table for Unmarried Individuals 

 
If Taxable Income is:                                    The tax is: 

Not over $9,075 éééééééééé. 10% of Taxable Income 
Over $9,075 but not over $36,900 ééé..$907.50 plus 15% of excess over $9,075 
Over $36,900 but not over $89,350 ééé$5,081.25 plus 25% of excess over $36,900 
Over $89,350 but not over $186,350 éé..$18,193.75 plus 28% of excess over $89,350 
Over $186,350 but not over $405,100 é... $45,353.75 plus 33% of excess over $186,350 
Over $405,100 but not over $406,750 éé$117,541.25 plus 35% of excess over $405,100 
Over $406,750 éééééééééé....$118,118.75 plus 39.6% of excess over $406,750 
 

2014 Table for Married Couples Filing a Joint Return 
 
If Taxable Income is:                                    The tax is: 

Not over $18,150 éééééééééé10% of Taxable Income 
Over $18,150 but not over $73,800 ééé$1,815 plus 15% of excess over $18,150 
Over $73,800 but not over $148,850 éé..$10,162.50 plus 25% of excess over $73,800 
Over $148,850 but not over $226,850 éé$28,925 plus 28% of excess over $148,850 
Over $226,850 but not over $405,100 é... $50,765 plus 33% of excess over $226,850 
Over $405,100 but not over $457,600 é... $109,587.50 plus 35% of excess over $405,100 
Over $457,600 éééééééééé... $127,962.50 plus 39.6% of excess over $457,600 
 

We must distinguish between the ñmarginalò rate and the ñeffectiveò (or average) rate. The 

marginal rate is the rate at which the taxpayerôs last (or marginal) dollar is taxed. The 

effective or average rate, in contrast, is the percentage of total income (or Adjusted Gross 

Income, described below) paid in tax.  

For example, if Paul is unmarried and has $40,000 of Taxable Income, he is said to be ñinò the 

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 $40,000 of Taxable Income ($10,000) to 

the Federal Treasury. Rather, Paul would send only $5,856.25 to the Federal Treasury, equal to 

$5,081.25 plus $775. Look again at the third line of the table for unmarried individuals to see why 

this is true. The $775 figure is arrived at by multiplying the 25% tax rate to his last (marginal) 

                                                 
6 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 ($40,000 less $36,900). Nor does it mean that Paulôs 

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 the margins where 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 tax planning, 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. While Paulôs marginal rate is 25%, what is his effective rate? We know that we 

should put $5,856.75 in the numerator, but what should we put in the denominator? If we put 

Taxable Income in the denominator, Paulôs effective tax rate is about 14.6% ($5,856.75/$40,000). 

But the most usual measure is AGI because it more nearly measures economic income, the ideal 

denominator. Using real economic income would require Paul to add to the denominator some 

items that increase Paulôs wealth but are nevertheless excludable from Gross Income (such as gifts, 

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 of Taxable Income), Paulôs effective tax rate would be significantly 

lower than 14.6%. Letôs see why. And letôs start with a more detailed flow chart from Gross 

Income to tax due. (It is important to appreciate how items affect the bottom-line tax owed in order 

to engage in effective tax planning.) 

 

Computation of Tax 

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

Minus Deductions from 

           Gross Income - - - - - - - - - - -  [deductions listed in § 62 but allowed by a  

                                                              Code section that says ñthere shall be allowed 

                                                               a deduction é.ò] 

Equals Adjusted Gross  

            Income (Individuals)  - - - - - -  [defined by § 62] 

Minus Personal Exemptions - - - - - -  [§§ 151 and 152, as reduced under § 151(d)(3) if  

                                                                applicable] 

      and either Standard 

                       Deduction - - - - - - - - -  [§ 63] 

                       or Itemized 

                       Deductions - - - - - - - -  [deductions other than those listed in § 62, the  

                                                               Standard Deduction, and the Personal Exemption and 

                                                               Dependent Deductions, as limited by §§ 67 & 68 if  

                                                               applicable] 

Equals Taxable Income - - - - - - - - -  [defined by § 63] 

Apply Tax Rates or Tax Tables - - -  [§§ 1 and 3] 
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Yields Tax Before Credits 

Minus Tax Credits - - - - - - - - - - - - - -[§§ 21-42, 53, and 6315] 

Equals Tax Due 

(Alternative Minimum Tax?) - - - - - - - -[§§ 55-59] 

 

Letôs consider Joan and Jim, a married couple with two minor children, Larry 

(age 10) and Laura (age 7). Joan is a teacher who earns $60,000 in 2014, and 

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

receive a $10,000 gift from Jimôs wealthy grandmother. They do not yet own 

a home but rather rent an apartment. They contribute $2,000 to their church, 

a recognized charity, and they pay $3,000 in state and local income taxes. 

The first step in the chart listed above is to determine the § 61 Gross Income that Joan and Jim 

must include on their joint tax return.7 They 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 § 102, even though it represents economic income to them.  

§ 62 above-the-line deductions 

After determining their § 61 Gross Income, they are next permitted to take any deductions 

listed in § 62 but allowed by some other Code section in reaching Adjusted Gross Income 

(AGI), typically referred to as Above-the-Line Deductions in tax jargon. Thus, AGI is Gross 

Income less the Above-the-Line Deductions.  

Note that § 62 does not provide the authority to take any deduction. You must find the authority 

to take the deduction in a Code section that contains the words ñthere shall be allowed a deductionò 

and satisfy its terms. Once satisfied that you have initial authority 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 the authority of § 165(c)(2)) may nevertheless be limited by § 1211(b) if the 

deductible loss is a ñcapitalò loss. Once you have survived this obstacle course and are convinced 

that you are, indeed, entitled to take the deduction, you must (as the last step in the analysis) 

determine where on the roadmap from Gross Income to Taxable Income the deduction is taken.  

You can think of the Above-the-Line Deductions as the most preferred deductions because, 

unlike Itemized Deductions (considered below), they are not limited 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 §§ 167 and 168) so long as these business 

deductions are incurred by the self-employed rather than in oneôs capacity as an employee of 

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 salary, paid rent 

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 property, such as capital losses, are listed in § 62(a)(3). The 

deductions attributable to investment property that produces rents or royalties are listed in § 

                                                 
7 We shall discuss the joint tax return as an income-splitting mechanism in Chapter 8.  
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62(a)(4), and alimony (studied in Chapter 9) is found in § 62(a)(10).  

Notice that business deductions of employees are taken above the line only in certain limited 

circumstances. The most important of these is the first: business deductions incurred by employees 

that are reimbursed by their employers under what have come to be called ñaccountable plans,ò as 

defined in § 62(c). See § 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 expense directly from Gross Income 

in arriving at AGI. But the reimbursement itself, because coming from an employer, would be 

includable in Gross Income under § 61(a)(1) as compensation. Because the inclusion in Gross 

Income under § 61(a)(1) would exactly offset the Above-the-Line business expense deduction 

under §§ 162 and 62(a)(1), Treas. Treas. Reg. § 1.62-2(c)(4) permits the employee to ignore both 

the inclusion and the offsetting deduction. This simplification measure has real economic benefits, 

as the reimbursement 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 in § 62 (i.e., no Above-the-Line 

Deductions), their AGI is also $110,000.  

Personal and dependent exemption deductions and standard deduction 

The next item on the list is the Personal and Dependent Exemption Deductions under §§ 151 

and 152. Every taxpayer effectively has a zero bracket amount on the first dollars earned on the 

rationale that subsistence income should not be taxed on ñability to payò grounds. (The ability-to-

pay fairness norm is discussed in Chapter 3.) Congress effectuates this zero bracket through several 

means. The first is by allowing taxpayers to deduct under § 151 a flat amount called the ñPersonal 

Exemption.ò Additional deductions equal to the Personal Exemption amount can be deducted for 

each ñDependent,ò as defined in Ä 152. While Ä 151(d)(1) lists the Personal Exemption amount as 

$2,000, § 151(d)(4) requires 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 §§ 151 and 152 from their AGI. Section 151(d)(3) 

phases out the Personal and Dependent Exemption Deductions for high-income taxpayers (often 

referred to as ñPEPò for ñPersonal Exemption Phase-outò) by reducing the aggregate amount by 

2% for every $2,500 (or fraction thereof) that exceeds (for 2014) $254,200 of AGI ($305,050 for 

a married couple filing jointly). These phase-out thresholds are an odd number because they are 

indexed for inflation each year.  

While the phase-out does not apply to Joan and Jim, a married, childless couple with a $400,000 

AGI would be entitled, before applying the phase-out rule, to $7,900 in aggregate Personal and 

Dependent Exemption Deductions ($3,950 x 2) in 2014. Because the coupleôs $400,000 AGI 

exceeds $305,050 by $94,950, however, they would lose 76% (or $6,004) of this 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 ($7,900 less $6,004).8  

In addition, Joan and Jim would be entitled to deduct either the Standard Deduction under § 

63(b)(1) or the aggregate of their so-called Itemized Deductions from their AGI. The 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 under the AMT.  
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Dependent Exemption Deduction, indexed for inflation each year. See § 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). Itemized Deductions consist of the universe of all deductions except (1) Above-

the-L ine Deductions (i.e., those listed in § 62), (2) the Standard Deduction, and (3) the 

Personal and Dependent Exemption Deductions.  

The original impetus behind the 1944 enactment of the Standard Deduction was the desire for 

simplification during the period when the class tax was becoming a mass tax during WWII, as 

described in Chapter 3.9 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 the Standard Deduction, instead. The Standard Deduction, in other words, is intended to 

represent an amount that the average taxpayer might otherwise incur in Itemized Deductions. Of 

course, in the real world, most taxpayers will , in fact, keep track of their Itemized 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 amount of tax-free 

subsistence spending available to all taxpayers, 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 

a pure SHS income tax (i.e., they are ñtax expendituresò), as well as a limited category of business 

and investment expenses, discussed shortly. A large majority of individual taxpayersð

approximately 70% of all individual filersðtake 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.10  

The only possible Itemized Deductions on these facts would be the $2,000 in charitable 

contributions (§ 170(a)) and the $3,000 paid in state and local income taxes (§ 164(a)(3)). Because 

this total ($5,000) is less than Joan and Jimôs $12,400 Standard Deduction, however, they will 

definitely take the Standard Deduction. Notice, therefore, that Itemized Deductions are entirely 

worthless to the extent that their aggregate does not exceed the Standard Deduction. Stated 

another way, Itemized Deductions have value only to the extent of their  aggregate excess over 

the Standard Deduction. Thus, Itemized Deductions are less valuable than Above-the-Line 

Deductionsðthe preferred deductionsðwhere each dollar will, in fact, offset Gross Income 

in reaching Taxable Income. Joan and Jimôs Taxable Income within the meaning of § 63 is: 

                $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, §§ 67 and 68 are irrelevant to them, but we need to talk about these provisions here. 

                                                 
9 See Joseph J. Thorndike, The Love-Hate Relationship With the Standard Deduction, 142 TAX NOTES 1394 (2014) 

(describing how charities lobbied against the enactment out of fear that the new Standard Deduction would reduce 

charitable giving, though a look back from 1960 showed that it did not). 
10 See David Wessel, Campaign Paves the Way for Tax Reform, WALL ST. J., Oct. 25, 2012, at A8, and at 

http://online.wsj.com/news/articles/SB10001424052970203937004578076650697167828. 
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Letôs talk about Ä 68 first.  

§ 68: the partial phase-out 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 phase-out rule, i.e., $254,200 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 § 68.11 For example, a married couple with a $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.  

Ä 67: the 2% floor under ñmiscellaneous itemized deductionsò 

Before applying § 68, however, § 67 may reduce some Itemized Deductions. Under § 67, the 

aggregate of ñMiscellaneous Itemized Deductions,ò or MIDs, which are a subset of all Itemized 

Deductions, are deductible only to the extent that their aggregate exceeds 2% of AGI. If, for 

example, the aggregate of MIDs is $2,500 and the taxpayerôs AGI is $100,000, the taxpayer could 

deduct only $500 of the total MIDsðnot the entire $2,500. If the taxpayerôs MIDs totaled only 

$1,500, none of the $1,500 would be deductible. You will often hear this rule referred to as the 2% 

floor under MIDs or the § 67 haircut.  

MIDs are all Itemized Deductions except those listed in § 67(b), which is why MIDs are 

accurately described as a subset of the universe of all Itemized Deductions. Stated another way, 

the Itemized Deductions listed in § 67(b) are those that are free of 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 (tax expenditure) deductions are found in the § 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 § 163, and the deduction for state and local 

property and income taxes under § 164. Obviously missing from that list are §§ 162 (pertaining to 

business expenses) and 212 (pertaining to investment expenses). The § 162 business expense 

deductions of the self-employed are not Itemized Deductions in the first place but rather are 

Above-the-Line Deductions, as described above. See § 62(a)(1). Similarly some § 212 deductions 

are also taken above the line if they pertain to property that produces rents or royalties. See § 

62(a)(4). But consider the § 162 unreimbursed business expenses of an employee. Because they 

are not reimbursed, they are not Above-the-Line Deductions listed in § 62(a)(2)(A) but rather are 

Itemized Deductions. Moreover, because § 67(b) does not list § 162 in any of its subsections, they 

are also MIDs. In addition, any § 212 deduction that does not pertain to the production of rents or 

royaltiesðand thus are not Above-the-Line Deductions under § 62(a)(4)ðare both Itemized 

Deductions and, because also not listed in § 67(b), MIDs.  

Most employees (unlike sole proprietors) will not incur many deductible business expenses, but 

a few will. For example, suppose that Ellen is a lawyer working as in-house corporate counsel for 

Expo, Inc., that she pays $100 in annual American Bar Association dues (clearly an expense that 

would satisfy Ä 162), and that Expo, Inc., refuses to reimburse Ellenôs business expense. When 

                                                 
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 Deductions to allow her to itemize, or will she take the 

Standard Deduction, instead?) and second by the 2% floor found in § 67. Even if she itemizes, the 

$100 expense, though technically deductible under § 162, would be nondeductible in fact if this is 

her only MID. In this manner, MIDs are the least favored deductions. (The most favored are the 

Above-the-Line Deductions, and the second most favored are Itemized Deductions that are free of 

the 2% floor because listed in § 67(b).)  

Indeed, § 162 unreimbursed business 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 § 67 in 1986 as 

a base-broadening 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:12  

The Congress concluded that the prior-law treatment of employee business 

expenses, investment expenses, and other miscellaneous itemized deductions 

fostered significant complexity, and that some of these expenses have 

characteristics of voluntary personal expendituresé. The use of the deduction floor 

also takes into account that some miscellaneous expenses are sufficiently personal 

in nature that they would be incurred apart from any business or investment 

activities of the taxpayer. For example, membership dues paid to professional 

associations may serve both business purposes and also have voluntary and 

personal aspects; similarly, subscriptions to publications may help taxpayers in 

conducting a profession and also may convey personal and recreational benefits. 

Taxpayers presumably would rent safe deposit boxes to hold personal belongings 

such as jewelry even if the cost, to the extent related to investment assets such as 

stock certificates, were not deductible. 

Alternative minimum tax 

Moreover, MIDs are entirely nondeductibleðeven to the extent that their aggregate exceeds 

2% of AGIðunder the ñAlternative Minimum Taxò (AMT). Notice that, at the bottom of the 

earlier flow chart from Gross Income to tax due, you see a reference to the Alternative Minimum 

Tax. The AMT is a parallel tax system alongside what is referred to as the ñregularò tax (to 

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 of economic income, because deductions, exclusions, timing rules, credits, 

etc., combined to result in zero tax due. Every taxpayer must calculate the tax due under both the 

regular tax and the AMT and pay whichever is larger. The maximum tax rate under the AMT is 

currently 28% for individuals, which is lower than the maximum 39.6% tax rate under the regular 

tax, but the AMT tax base is broader than the regular tax by denying some deductions, exclusions, 

etc., that are permitted under the regular tax. For this reason, the AMT tax may be larger, 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 §§ 152 and 152 Personal and Dependent Exemption Deductions (§ 

                                                 
12 STAFF OF THE JOINT COMM. ON TAXôN, GENERAL EXPLANATION OF THE TAX REFORM ACT OF 1986, JCS-10-87, 

May 4, 1987, at 78-79, at www.jct.gov/jcs-10-87.pdf. 
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56(b)(1)(E)), the § 164 deduction for certain state and local income and property taxes (§ 

56(b)(1)(A)(ii)), and all 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 high-tax states, and who are employees that have a lot of unreimbursed § 162 business 

expenses or large § 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 low-taxed capital gains and dividends will not trigger 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 the regular 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 rate for 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 reductions were 

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 

ñregularò rate structureða move many charged was misleading.)  

In response to this problem, Congress passed special legislation annually (often referred to as 

the ñAMT patchò) to increase the AMT Standard Deduction substantially in order to reduce the 

number of taxpayers caught up in the AMT. But this legislation, because it lost revenue against a 

baseline of ñcurrent lawò that assumes no patch, was never easy (and often came in December, as 

the IRS was finalizing tax returns for use in the new year without the AMT patch). Sometimes, the 

revenue-losing AMT patch was matched with offsetting 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 was very expensive (in terms of scoring the lost revenue) to do that. The Tax Policy 

Center observed that ña one-year patch enacted for 2012 would reduce Federal tax revenue by 

about $85 billion, compared with a $1.1 trillion price tag for permanently indexing the AMT 

exemption for inflation, and a $1.4 trillion cost of full repeal over the 2012-2022 period.ò13 Finally, 

the American Taxpayer Relief Act of 2012 permanently indexed the AMT Standard Deduction, 

avoiding the need for annual AMT patch legislation in the future.  

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

       

     BUSINESS DEDUCTIONS: 

           /                                         \      

Nonemployee:                               \  

                                                        \ 

Above the Line.                                 \          

 See § 62(a)(1).                           Employee  

                                                  /                 \   

                                                 /                   \ 

                                                 
13 Alternative Minimum Tax: What Has Been the Effect of Annual Patches?, at www.taxpolicycenter.org/briefing-

book/key-elements/amt/patches.cfm. 
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                                                /                     \  

and reimbursed under an ñaccountable          \ 

planò or unreimbursed and performing           \ 

artist, state government official,                       and not reimbursed   

or primary/secondary teacher                           (and not performing artist, state gov. 

                                                                          official or primary/secondary teacher) 

Above the line. See § 62(a)(2). 

See also § 1.62-2(c)(4): can                               Itemized Deduction 

ignore both inclusion and deduction,                MID under regular tax 

if reimbursed                                                      Disallowed 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 Taxable Income 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 plus 25% of the excess of their $81,800 Taxable Income over $73,800, producing a 

tax of $12,162.50 ($10,162.50 plus [$8,000 x .25]).  

Joan and Jim would next consider whether they are entitled to any tax credits. While a 

deduction reduces Gross Income in reaching Taxable Income (the tax baseðwhat is taxed), a tax 

credit offsets the tax due after multiplying Taxable Income by the appropriate tax rates. While a 

$1 tax credit saves $1 in tax for taxpayers in every tax bracket, a $1 deduction saves an 

amount of tax that varies by the taxpayerôs marginal tax rate that would have otherwise 

applied to the income absent the deduction, or 1 minus the taxpayerôs marginal tax bracket. 

Thus, a $1 deduction saves a taxpayer in the 39.6% bracket 39.6 cents (because, absent the 

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 tax.) In contrast, 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 to high-bracket taxpayers 

than to low-bracket taxpayers. For this reason, Congress will usually choose the tax credit 

mechanism when it intends particularly to target low-income taxpayers with a special tax benefit 

and a deduction when it intends particularly to target high-income 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 free from income 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 

taxpayerôs return. This $1,000 figure is not indexed for inflation and is currently scheduled to be 

reduced to $500 in 2018. The child tax credit, aimed at low- and middle-income taxpayers, is 

phased out by $50 for every $1,000 of AGI for a married couple filing jointly that exceeds 

$110,000ðanother threshold that is not indexed for inflation. See § 24(b)(1) and (2). Because Joan 

and Jimôs AGI does not exceed $110,000, their $2,000 child tax credit ($1,000 for each of 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 AMT liability 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 their paychecks during the year by their employers, who must send the 

withheld amounts to the Treasury or suffer severe penalties. (Self-employed 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 remit the remaining $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 to a refund of $1,837.50 from the Treasury, equal to the excess tax 

withheld. In other words, the § 31 credit is a so-called 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 government does not 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 refund ñfeelsò like free money, even though it simply represents the return of an 

interest-free loan. Chapter 3 will introduce you to several cognitive biases that affect tax policy 

analysis, but we can introduce the first here: loss 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 receiving a refund of oneôs own money). Thus, many 

taxpayers are willing to make an interest-free loan to the government in order to avoid having to 

pay what feels like ñextraò tax owed at the time the return is filedðeven though the amount of tax 

owed, of course, does not depend on the amount withheld. In Joan and Jimôs case, they owe 

$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 

additional penalties.)  

Another very important tax credit for low-income taxpayers that effectively augments the 

amount of tax-free subsistence living expenses is the earned income tax credit (EITC) under § 32, 

which is a refundable tax credit (i.e., 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 of low-income taxpayersð

particularly those with childrenðbecause 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. In other words the EITC is not a 

normative tax provision geared to measuring SHS income accurately but, rather, an anti-poverty 

tax expenditure aimed at the working poor. A cursory glance at § 32, however, reveals its 

complexity. It phases in, plateaus, and then phases 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 letôs finally get back to the question of Joan and Jimôs ñeffectiveò Federal income tax rate. 

We saw earlier that their marginal rate is 25% because their last dollar falls in the 25% bracket. 

What is their effective tax rate? We know that the numerator is $10,162.50, but what is the 

denominator? As noted earlier, Taxable Income is never used to measure effective tax rates 

because of all the base-narrowing measures (such as the Personal and Dependent Exemption 

Deductions, Standard Deduction, gift exclusion, personal deductions, etc.) that severely skew the 

measurement of wealth accessions for the year. If we use AGI (the most common measure), their 

effective tax rate is 9.2% ($10,162.50/$110,000). The most accurate measure would be economic 

income, which would also throw into the denominator the $10,000 gift that can be spent on 

personal consumption or saved (and thus would constitute SHS income in the absence of § 102). 

Using economic income in the denominator would produce an effective tax rate of 8.4% 

($10,162.50/$120,000). Each (9.2% or 8.4%) is well below their 25% marginal rate.  

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 Obamaôs effective Federal income tax rate in 2010 was 26.3% while 

Governor Mitt Romneyôs effective Federal income tax rate in 2010 was nearly half that at 13.9%, 

even though the Romneysô Adjusted Gross Income was more than ten times higher than the 

Obamasôincome. Both of those figures used AGI. The Obamasô AGI was $1,728,096,14 consisting 

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/$1,728,096 = 26.3%). The 

Romneysô AGI was $21,646,507,15 consisting mostly of capital gains 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 from speaking fees (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 interest and book royalties. The Romneysô tax payment 

was $3,009,766 ($3,009,766/$21,646,507 = 13.9%). Thus, the Romneysô tax payment was roughly 

four times larger than the Obamasô tax payment, but the Romneysô AGI was roughly ten times 

higher than the Obamasô AGI. A tax with an effective tax rate that decreases as income rises 

is referred to as one that is ñregressive relative to income.ò (You will find more on the 

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

Some measures of effective tax rates attempt to better approximate economic income 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, considering all Federal taxes, since 1979. As of 

August 10, 2012, they have updated their tables to include 2009 (below), the latest year for which 

data is available.16  

 

                                                 
14 www.scribd.com/doc/53364352/President-Mrs-Obama-s-2010-tax-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 20.4%. See 

http://www.whitehouse.gov/blog/2014/04/11/president-obama-and-vice-president-biden-s-2013-tax-returns. Their 

income consisted mostly of the Presidentôs $400,000 salary, with much lower book royalties than in prior tax years.  
15 http://thorndike.com/wp-content/uploads/2012/01/Romney1040-2010.pdf. 
16 www.cbo.gov/publication/43373. 
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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 payments, and veteransô programs payments. More controversially, CBO also adds the 

value of some benefits received in kind, such as school lunches and breakfasts, food stamps, 

housing assistance, energy assistance, and (notably) the benefits provided by Medicare, Medicaid, 

and the Childrenôs Health Insurance Program. If taxpaying ability is not considered augmented by 

some of these listed itemsðsuch as the value of Medicare and Medicaid health care received in 

kindðthe chart can be criticized for understating the effective tax rate at the lower end of the 

income scale (because of the too-high denominator)  

At the higher end of the income scale, the denominator is augmented by tax-exempt interest 

received on § 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 the built-in gain 

(i.e., unrealized gain) in financial assets, which are heavily concentrated at the upper-end of 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 of upper-income 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 denominatorða really big distortion. (The remaining 25% of the 

corporate tax is deemed paid by workers and is thus included in the numerator of taxpayers at all 

income levels.)17 Thus, this chart can be criticized for overstating the effective tax rate for those at 

the top of the income scale, as built-in gain and undistributed corporate income are substantial (in 

                                                 
17 The issue of ñtax incidenceò is discussed in Chapter 3.  
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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 requirement, nonrecognition 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 the tax-free step up in basis at death 

under § 1014 (explored 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 record lows (with a tiny uptick for the top 1% from 28.1% to 

28.9%), and thatðwhen each year is viewed aloneðthe effective Federal tax rate steadily 

increased over income groups as income increased. A tax with an effective tax rate that 

increases as income rises is referred to as one that is ñprogressive relative to income.ò This 

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 of low-taxed income (capital 

gains and dividends) at the very high endðthe type of income that predominated on the Romneysô 

tax return.  

For example, the graph below,18 which highlights 2007, shows how capital gains and dividends 

are heavily concentrated at the top end of the income scale. Notice that, even for households 

earning between $200,000 and $500,000 in 2007, this capital income made up a relatively small 

part of total income (12.9%). But as you go up the income scale from there, a larger and larger 

percentage of total income was made up of capital gains and dividends. By the time you get to $10 

million, more than 60% of total income came from 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.  

 

 

                                                 
18 Martin A. Sullivan, Is the Income Tax Really Progressive?, 125 TAX NOTES 1135, 1136 (2009) [hereinafter Sullivan, 

Progressive]. Reprinted with permission of Tax Analysts.  
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Thus, the effective Federal income tax rate was lower for the very wealthy than for the merely 

wealthy in 2007, as shown below.19  

 

 

 

 

 

 

 

 

 

                                                 
19 Id. at 1135. 
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The chart below superimposes 2009 on the 2007 chart.20 

 

 

 

 

 

 

 

 

 

                                                 
20 Martin A. Sullivan, Busting Myths About Rich Peopleôs Taxes, 135 TAX NOTES 251, 252 (2012). Reprinted with 

permission of Tax Analysts. See also James B. Stewart, High Income, Low Taxes And Never A Bad Year, at 

www.nytimes.com/2013/11/02/business/high-earnings-low-taxes-and-never-a-bad-year.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 for the super wealthy having a lower effective tax rate than the merely wealthy).  


