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Preface

This book is a basic income tax text. | intend this text to be suitable for a three-
hour course for a class comprised of law students with widely different back-
grounds.

Certain principles permeate all of tax law. | have found that certain axioms or
principles will carry us a long way. For example, income is taxed once — or treat-
ed as if it has been taxed. Once it has been taxed, its investment gives the taxpayer
basis — which | define not as cost but as money that will not be subject to tax
again. Etc. The text returns to these principles throughout. I usually put these
matters in text boxes.

At a minimum, | want students who have completed basic income tax to know
these principles and to be able to apply them, i.e., to develop some “tax intuition.”
This intuition will serve well the student who wishes to take more tax classes. |
tried to identify what | want students to know before enrolling in corporate tax or
partnership tax — and to make certain that | covered these principles in the basic
course. Such intuition will also serve well the student for whom the basic course
is a “one and done” experience. Like it or not, tax law affects most legal topics,
and such intuition should at least give students working in other areas of the law
an idea of when it is time to ask questions concerning lurking tax issues.

At the end of every chapter, | have included a short section entitled “What have
you learned?” This page may be examined before beginning the study of a chap-
ter. | intend it to be a statement of learning objectives: a student should have a
solid understanding of the items listed.

In some areas, | have relied heavily on the CALI drills by Professor James Ed-
ward Maule (Villanova University). These drills both review and, in some in-
stances, teach a little substance. Each zeroes in on a specific topic and should take
a student about twenty minutes to complete if she has adequately prepared to do
the drill. Of course, students can work through such drills at their own speed.

I have tried to make this text very readable — so that students can easily under-
stand. | have aimed at law students who “know” they have no interest in income
tax — but who may find that they in fact have a considerable interest in tax law.
With my political science background, | was such a student. I am proof that one
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does not have to have an accounting background to find income tax law both im-
portant and interesting. Additionally, Magdalene Smith and Jay Clifton Il were
two such students; they assisted me greatly in making this text as accessible as
possible to all law students. I thank them now for their work.

I have alternated from one chapter to the next my usage of singular indefinite pro-
nouns. | have used the feminine forms for chapters 1, 3, 5, 7, and 9. | have used
the masculine forms for chapters 2, 4, 6, 8, and 10.

WPK
Memphis, Tennessee, July 2013 and May 2016

My use of pronouns referring to non-specific persons alternates between the fem-
inine and masculine chapter by chapter.
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Chapter 1: The Government Raises Money: Introduction to
Some Basic Concepts of Taxes and Taxing Income

I. Introduction to Some Basic Concepts

The word is out: the United States Government needs money in order to operate.
The vast majority of us do want the government to operate and to continue to pro-
vide benefits to us. There are many ways in which the Government may endeavor
to raise money, only one of which is to tax its own citizens on their income. A
few examples follow:

Tariffs: The Government might impose tariffs (i.e., taxes) on imports or exports.
In order to sell their wares in the United States, foreign merchants at one time had
to pay very high tariffs. Tariffs would of course protect domestic producers of the
same wares who did not have to pay such tariffs. However, this hardly helps do-
mestic consumers of products subject to a tariff because they must either pay an
artificially inflated price for an import or a higher price for a (lower-quality?) do-
mestic product. Export duties could also have a pernicious effect. They encourage
domestic producers to endeavor to sell their goods at home, rather than in foreign
markets where they might have made more profits. Export tariffs also discourage
imports of perhaps more efficiently produced (and therefore more inexpensive)
foreign imports. And notice: the use of tariffs as a means of raising revenue cre-
ates a cost that mostly the buyers and sellers of those products alone pay. The
burden of paying for Government is not spread very evenly if tariffs are the means
of raising revenue to support the Government. Nevertheless, tariffs were one very
important source of revenue for our country in its early days. This is not nearly so
true any longer.

Government Monopoly: The Government might choose to enter a business and
perhaps make competition in that business unlawful. Lotteries were illegal in most
places until some wag discovered that the state could make a lot of money by en-
gaging in the business of running lotteries and giving itself a monopoly over the
business. Nowadays, most states have lotteries that they run with no competition
other than what they are willing to tolerate, e.g., low-stakes bingo games that
charities operate. One argument favoring this means of financing government is
that there is no compulsion to buy lottery tickets, i.e., willing buyers contribute to
the Government coffers. States may also become quite adept at making customers
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feel good about buying lottery tickets because the state is able to do so much good
with the money it raises. Again, the burden of paying for what lottery proceeds
purchase falls only on the consumers of lottery tickets. Many non-purchasers de-
rive benefits from lottery proceeds at the expense of those willing to give up some
of their wealth in the forlorn hope of hitting it big. Governments may engage in
businesses other than lotteries. For example, many states own the liquor stores
that operate within its borders. Governments may charge for services that they
provide with a view to making profits that are spent in pursuit of other govern-
ment objectives. There is always the risk that the Government might not be very
good at running a particular business. Government-operated airlines are notorious
money-losers. And again, why should consumers of certain products or services
be saddled with the burden of paying for a government that (should) benefit(s) all
of us?

Taxing Citizens: Instead of trying to raise money from those willing to give it to
the Government, Government may tax its citizens or residents — and perhaps try to
tax non-citizens or non-residents. This raises the question of what it is govern-
ment should tax — or more formally, what should be the “tax base.” There are var-
ious possibilities.

The Head Tax: A head tax is a tax imposed on everyone who is subject to it, e.g.,
every citizen or resident, every voter. The tax is equal in amount for all who must
pay it. A head tax has the advantage that it is only avoidable at a cost unaccepta-
ble to most (but not all) of us: leave the country, renounce one’s U.S. citizenship,
and surrender the right to vote. Its relative inescapability assures that all who de-
rive some benefit from the existence of a government bear its cost burden. A head
tax of course has many drawbacks. Obviously, its burden falls unequally on those
subject to it. Some persons might hardly notice a head tax of $1000 per year while
others might find it to be a nearly insurmountable hardship. Surely we as a society
have a better sense of fairness than that. With one notable exception, we hear very
little of involuntary head taxes in the United States.

The notable exception was the poll tax whereby some southern states in the post-
Civil War era imposed a uniform tax, payment of which was necessary in order to
vote. The very purpose of imposing such a tax was to discourage recently eman-
cipated and almost uniformly poor Black persons from asserting their constitu-
tional right to vote. The unfairness of the relative tax burdens associated with this
cost of voting led to adoption of the 24™ Amendment to the Constitution, which
made poll taxes unconstitutional.



Consumption Taxes: As the name implies, consumption taxes tax consumption.
There are different variants of consumption taxes. Three important consumption
taxes are the sales tax, the excise tax, and the value added tax (VAT).

The Ramsey Principle: Taxes on items for which demand is inelastic raise the most
revenue for the state. See F.P. Ramsey, A Contribution to the Theory of Taxation,
37 ECON. J. 47 (1927). For our purposes, “inelastic demand” means that the
quantity that buyers buy does not change (much) as prices increase or decrease.
A life-saving drug might be such an item. Taxes on items for which demand is ine-
lastic will not divert consumers’ purchase to or from those items, i.e., they do not
distort markets as much as other taxes might. Unfortunately, the things for which
demand is inelastic are often things that poorer people must buy. Strict adher-
ence to the Ramsey principle would create an excessive burden for those least
well-off. Moreover, the burdens of such taxes would not fall evenly across those
who benefit from them.

Sales Tax: A sales tax is a tax on sales and are usually a flat percentage of the
amount of the purchase. Sellers usually collect sales taxes at the point of sale
from the ultimate consumer. Many states and localities rely on a sales tax for a
substantial portion of their revenue needs. Sales taxes are relatively easy to col-
lect. By their very nature, sales taxes are not collected on amounts that citizens or
residents save. Hence, their effect is more burdensome to those persons who must
spend more (even all) of their income to purchase items subject to a sales tax.
While such taxes are nominally an equal percentage of all purchases, their effect is
regressive (infra) for those who accumulate no wealth and who spend all of their
income on items subject to them.

In states that have sales taxes applicable to all purchases, every citizen or resident
who buys anything pays some sales tax. In this sense, citizen/beneficiaries may
more equitably share the burden of paying for state or local government than is
the case of the financing schemes already noted.! The recent financial crisis has
made clear that a state’s revenues are vulnerable to economic downturns during

1 Of course, state legislatures may carve out exceptions. Purchases of food might not be subject to
a sales tax, or be subject to a reduced sales tax. Purchases of services might not be subject to a sales
tax. Online purchasers from out-of-state sellers who have no physical presence within a state are not
(yet) subject to sales taxes. See Quill v. North Dakota, 504 U.S. 298 (1992).
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which citizens or residents must reduce their purchases. Such downturns are the
very occasions when states need more funds to finance services for which their
citizens stand in greater need.

Sales taxes are particularly attractive to states that perceive an ability to pass them
on to non-citizens or non-residents. There is nothing quite so politically attractive
as making someone who cannot vote in state elections fill the state’s coffers.
Tourist-destination states that persons from out-of-state visit find sales taxes at-
tractive

Excise Taxes: An excise tax is a sales tax that applies only to certain classes of
goods, e.g., luxury items. Excise taxes on luxury items may be politically popular,
but those excise taxes do not raise much revenue because they are avoidable. The
demand for luxury items is usually highly elastic (see text box, The Ramsey Prin-
ciple). Excise taxes on high-demand (arguably) non-necessities, e.g., cellular tele-
phones, raise much more revenue. Tourist-destination states find excise taxes on
services that out-of-state visitors are more likely to purchase than residents to be
attractive, e.g., renting cars, staying in hotels, visiting tourist sites.

Some states impose excise taxes on “sin” purchases, e.g., cigarettes, alcohol. The
public health costs associated with activities such as smoking or drinking may be
high, so states tax heavily the purchases of products that cause it to have to pro-
vide costly health services. Arguably, such taxes may discourage persons from
making the purchase in the first place.

Value Added Tax: This tax is imposed upon every sale, not only the sale to the
ultimate consumer, i.e., it is imposed at every stage of production of a product.
The seller pays the VAT to the government minus whatever tax the seller was as-
sessed upon acquiring the good. Thus, the tax base is only a purchaser’s actual
additions to the value of a product. Since the final consumer does not resell the
product, he/she/it pays the final tax bill. Many European countries favor a VAT,
often in combination with an income tax.

A Progressive Consumption Tax: As we shall see infra from our discussion of the
Schanz-Haig-Simons concept of income, it is quite possible to collect a tax only
on consumption once per year upon filing a tax return. We could simply use the
information that we already collect or can easily begin collecting. We now know
what an employee-taxpayer’s total wages are; every taxpayer who works for an
employer receives a W-2 wage statement. If a taxpayer saves a portion of her
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earnings, the saving or investment institution could report resulting increases to a
taxpayer’s total savings or investment. Similarly, such institutions could report the
total amount of a taxpayer’s withdrawals from savings or investments. A taxpay-
er’s total consumption for the year would be her income minus increases to sav-
ings or investment plus withdrawals from savings or investment. Importantly, the
tax on such consumption could be made progressive, i.e., the rate of tax increases
as the amount of a taxpayer’s consumption increases (infra).

Wealth Taxes: We could tax wealth. There are at least two common forms of
wealth taxes: estate taxes and property taxes. The estate tax is imposed on the es-
tates of decedents and the amount of the tax depends on the size of the estate.
Property taxes are imposed on taxpayers because they own property. Municipali-
ties often rely on property taxes to raise the revenues they need. Notice that in the
case of property taxes, the taxing authority can tax the same “wealth” again and
again, e.g., every year. This is quite unlike an income tax, infra. The burden of
wealth taxes falls upon those who hold wealth in the form subject to tax. Both
persons subject to the tax and those not subject to the wealth tax may reap its ben-
efits.

Wage Taxes: We could tax wages by a flat percentage irrespective of how much
those wages are. This is sometimes called a “payroll” tax. Some states rely on a
payroll tax. It is cheaper to administer than an income tax because there are few
deductions or exclusions from the tax base — at least there are few that are not also
deducted or excluded from the tax base of the income tax. Social security taxes
and Medicare taxes are wage taxes. The tax base of the Social Security tax (6.2%
on both employer and employee) is limited to an amount indexed to take account
of inflation, about the first $120,000 of wage income. The ceiling on the tax base
of the Social Security tax of course creates a regressive effect (infra), i.e., those
with incomes higher than the ceiling pay an effective rate that is lower than the
effective rate that those whose income is below the ceiling must pay. The tax base
of the Medicare tax (1.45% on both employer and employee) is not subject to a
limit. For high-income earners,? there is an additional 0.9% tax on wages or self-

2 Taxpayers who are married filing jointly are subject to this tax to the extent their wages or self-
employment income exceed $250,000. Taxpayers who are married filing separately are subject to
this tax to the extent their wages exceed one-half that amount. All other taxpayers are subject to this
tax to the extent their wages exceed $200,000. LR.C. §§ 3101(b)(2), 1401(b)(2). Moreover, an indi-
vidual is subject to a 3.8% Medicate tax on his/her “net investment income” to the extent his/her
modified AGI exceeds a threshold amount. I.R.C. § 1411(a) The threshold amount is $250,000 for
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employment income.§8 3101(b)(2), 1401(b)(2). These programs mainly benefit
senior citizens — and both are funded by a flat tax on wages of those currently
working. Contrary to the claims of some politicians and commentators, everyone
who works for her income pays some federal tax. The flat tax on all wages of
low- to middle-income persons (combined 7.65% plus a like amount paid by em-
ployers®) assures that many workers pay more in these flat taxes than they do in
progressive income taxes. This point makes the burden of paying federal taxes of
whatever type much less progressive than the brackets established by § 1 of the
Internal Revenue Code imply.

Income Tax: And of course we could tax income. We recognize that this is what
the United States does. In the pages ahead, we describe just what we mean by
“income,” i.e., the tax base. It might not be what you expect. We also describe
the adjustments (i.e., reductions that are called “deductions”) we make to the tax
base and the reasons for these adjustments. An income tax is difficult to avoid: a
citizen or resident must have no income in order not to be subject to an income
tax.* Thus the burden of income taxes should be spread more evenly over those
who derive benefits from government activities.

II. Taxing Income

The United States taxes the income of its citizens and permanent residents. This
personal income tax accounts for about 53% of the United States Government’s

revenues.> The Government’s reliance on the personal income tax as a source of
revenue has increased, and the proportion of its revenue from other taxes such as

taxpayers who are married filing jointly, one-half that amount for taxpayers who are married filing
separately, and $200,000 for all others. LR.C. § 1411(b).

3 Self-employed taxpayers must pay both halves of these taxes. See § 1401.

4 The federal income tax applies to the worldwide income of citizens and permanent residents of
the United States.

5 This figure is derived from the accompanying table, SOI Tax Stats at a Glance. The portion of total
tax revenues derived from corporate income taxes is 11.6%, from employment taxes (Social Security
and Medicare) 32.2%, from excise taxes 2.3%, from gift taxes 0.1%, and from estate taxes 0.6%. Do

these percentages surprise you?



the corporate income tax or the estate and gift taxes has contracted. These facts
alone provide some reason for law students to study the law of individual income
tax.

Beyond this, the whole of title 26 of the United States Code (the Internal Revenue
Code), the title that provides the federal rules of taxation, is one of the most com-
prehensive statements of policy in American law. It affects everyone with an in-
come. It affects everyone who might die. Tax law is hardly the exclusive domain
of accountants and number crunchers.® Tax law is also the domain of anyone
who cares about such objectives as fairness, economic growth, social policy, and
so on — in short, everyone. The Code defines broadly the income on which it im-
poses a tax. It provides exceptions to these rules for those taxpayers Congress has
deemed deserving of exceptions. This legislative exemption from an otherwise
universal tax implicitly states policies on many subjects.

Far more persons will be subject to the Code’s rules year after year than will be
tort victims or defendants, parties to a contract dispute, or victims of crime — alt-
hough many persons reading these lines consider those topics much more im-
portant to their legal studies and eventually their legal careers. Such persons may
be right, but they might be surprised at how much the individual income tax will
affect their practices for the simple reason that the individual income tax affects
the lives of nearly all Americans. Federal taxation is about money. Those who
claim that they will avoid tax issues in their practices will find that they work for
and with people who do care about money, and they will find that avoidance of
tax issues can make for some less-than-satisfied clients and colleagues.

6 Your author had a double major as an undergraduate — Political Science and the Far Fastern &
Russian Institute. His LL.M. is not in tax law. He learned income tax law the same way you are
going to: by reading the Code, studying texts, and talking to people.
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SOl Tax Stats at a Glance: Summary of Tax Collections Before Refunds by
Type of Return, FY 2014

Type of Return Number Gross Tax Collections
of Returns (Millions of $)

Individual Income tax 147,444,789 1,614,213

C Corporation income tax 2,220,921 353,141

Employment taxes 30,065,749 976,223

Excise taxes 987,238 71,158

Gift tax 334,641 2,583

Estate tax 34,132 17,572

Selected Information from Returns Filed
Individual Returns

Top 1% adj gross income (AGI) break (TY 2013) $428,713
Top 10-percent AGI break (TY 2013) $127,695
Median AGI (TY 2013) $36,841
Percent that claim standard deductions (TY 2013) 68.5%
Percent that claim itemized deductions (TY 2013) 30.1%
Percent e-filed (TY 2014) through 4/24/2015 92.2%
Percent using paid preparers (TY 2013) 55.5%
Number of returns with AGI $1M or more (TY 2013) 347,070
State with the highest number—California (TY 2013) 53,990
State with the lowest number—\Vermont (TY 2013) 400
Earned Income Tax Credit (TY 2013)

Number of returns with credit (millions) 28.8

Amount claimed (billions of $) $68.1

Taxpayer Assistance (FY 2014)
Number of customers that receive assistance as a result of
calling or walking in 69,385,822




Multiple-Choice: In any law practice, there will be times when you can
A. Practice a little tax law.

B. Malpractice a little tax law.

There is no option C.

e Consider: P was injured in an automobile accident. P sued D for dam-
ages, prevailed, and collected damages. Tax consequences? Does it
make any difference if P recovers only for her emotional distress? Does
it make any difference if P recovers because her employer discriminat-
ed on the basis of sex?

e Consider: S is a law student. Her university awarded her a full tuition
scholarship. Any tax issues?

e Consider: H and W are divorcing. They will divide their property (in-
cluding their investments), arrange for alimony, and arrange for child
support. Any tax issues?

e Consider: A sells Blackacre to B for $30,000 more than A paid for it.
Any tax issues? Do the tax issues change if B agrees to pay A in ten
annual installments?

e Consider: A wants to save money for her pension. If she understands
some tax law, can she save some money — or more directly, enlarge her
pension?

e Consider: The federal government has established a program whereby
homeowners who owe money on a mortgage can have the principal of
their loan reduced. Any tax issues?

e Consider: E’s employer permits E to purchase items that it sells for a
discount. Tax consequences?

e Consider: R is an employer who mistakenly paid E, an employee, a bo-
nus in December. After discovering the mistake, E repaid the bonus to
R. Any tax issues?

e Consider: For tax purposes, how should a businessperson treat the costs
of generating income? What if the businessperson purchases a machine
that will generate income for at least several years into the future? What
if the businessperson sells from inventory that she purchased?

*And so on. Do you really think that you can avoid issues such as these by ig-
noring them?




I1l. Some Definitions

Tax Base: The tax base is what it is we tax. The tax base of the federal income
tax is not all income, but rather “taxable income.” “Taxable income” is “gross
income” minus deductions named in § 62, minus either a standard deduction or
itemized deductions, minus personal exemptions. In the remaining chapters, we
examine the elements of the tax formula in more detail. Only the amount remain-
ing after these subtractions is subject to federal income tax.

The Tax Formula:

(gross income)

MINUS deductions named in § 62

EQUALS (adjusted gross income (AGI))

MINUS (standard deduction or itemized deductions)
MINUS (personal exemptions)

EQUALS (taxable income)

Compute income tax liability from tables in § 1 (indexed for inflation)
MINUS (credits against tax)

Learn this formula.

Notice that in the accompanying box (“The Tax Formula”), there is a line. We
frequently refer to this as “the line.” The figure immediately beneath the line is
“adjusted gross income” (AGI). In a very rough sense, § 62 deductions are for
obligatory expenditures or for deferring income that will be subject to income tax
at the time of consumption. Subtractions may be “above the line” or “below the
line.” Taxpayer is entitled to 8 62 deductions irrespective of and in addition to
itemized deductions or the standard deduction.

When a subtraction is “below the line,” what happens above the line might be
very relevant. The Code limits certain itemized deductions to the amount by
which an expenditure exceeds a given percentage of a taxpayer’s AGI. For ex-
ample, a taxpayer’s deduction for medical expenditures is only the amount by
which such expenditures exceed 10% of a taxpayer’s AGI. Congress can use such
a limitation to do some customization of such deductions. A 10%-of-AGI-floor
on deductibility of medical expenses provides some rough assurance that the

10



amount of a medical expense deduction requires a common level of “pain” among
high- and low-income taxpayers.

Progressive Tax Brackets, Progressive Tax Rates, or Progressive Taxation: Not
all dollars have the same worth to different taxpayers. To a person whose annual
taxable income is $10 million, one dollar more or less has far less value (as gain
or loss) than the same dollar has to a person whose annual taxable income less is
than $1000.” Hence, the person with $10 million of income who receives one
more dollar might feel the same level of sacrifice if she must pay $0.90 of it in
federal income tax — and so keeps only $0.10 of it — as the person with $1000 of
income who receives one more dollar of income might feel if she must pay $0.05
of it in federal income tax and so keeps $0.95 of it. The Tax Code endeavors to
require equal sacrifice by establishing progressive tax rates. Look at § 1 of the
Code — preferably the latest table that the IRS has promulgated in a Revenue Pro-
cedure that adjusts tax rates for inflation. An understanding of the tax formula
should lead you to conclude that the first dollars of a taxpayer’s income are not
taxed at all. The next dollars above that threshold — and only those dollars — are
subject to a tax of 10%. The next dollars above the next threshold — and only
those dollars — are subject to a tax of 15%. And so on — at rates of 25%, 28%,
33%, 35%, and 39.6%. Tax brackets that increase as taxable income increases are
“progressive” tax brackets. The highest individual tax bracket is 39.6%, but no
taxpayer pays 39.6% of her taxable income in federal income taxes; do you see
why?

7 We refer to this phenomenon as the declining marginal utility of money.
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Progressive Rates and Income Redistribution: An argument favoring progres-
sive tax brackets — aside from the declining marginal utility of money — is that
the effect of progressive tax brackets is to redistribute income in favor of
those who have less. After all, Government has only to spend the many dol-
lars contributed by higher-income taxpayers for the benefit of those less well-
off — and there will be income redistribution. Any person who is even slightly
aware of current social conditions knows that the Tax Code has not proved to
be a particularly effective instrument of income redistribution. Inequality in
wealth distribution is at near historically high levels. Perhaps high-income
taxpayers are able to keep more of their incomes and to pay less in taxes than
serious efforts at redistribution require. Perhaps Government has become, for
whatever reason, reluctant to spend tax revenues on (more) programs that
benefit the poor. Or perhaps both.

A regressive tax is one where the percentage that taxpayers pay decreases as their
income increases. A flat tax is one where the percentage that taxpayers pay is
equal at all income levels. Some flat taxes are regressive in effect, e.g., a flat
sales tax imposed on necessities, supra.

Effective tax rate: Because we have a progressive rate structure, not every dollar
of taxable income is taxed at the same rate. Moreover, income derived from some
sources is taxed differently than income derived from other sources. For example,
an individual taxpayer’s “net capital gain” (essentially long-term capital gains
plus most dividends) is taxed at a lower rate than her ordinary income. It may be
useful for policy-makers to know what certain taxpayers’ “effective tax rate” is,
i.e., (amount of tax)/(total income).

Marginal Tax Rate: A taxpayer’s marginal tax rate is the rate at which the next (or
last) dollar is taxed. Because we have a progressive rate structure, this rate will
be greater than the taxpayer’s effective tax rate. Among the reasons that the mar-
ginal tax rate is important is that it is the rate that determines the cost or value of
whatever taxable-income-affecting decision a taxpayer might make, e.g., to work
more, to have a spouse work outside the home, to incur a deductible expense, to
accept a benefit that is excluded from her gross income in lieu of salary from an
employer.

Tax Incidence: The incidence of a tax is the person on whom the burden of a tax
falls. The phrase is used to identify occasions where the ostensible payor of a tax
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is able to shift the burden to another.® For example, a property owner may be re-
sponsible for payment of real property taxes, but their incidence may fall on the
tenants of the property owner.

Exclusions from Gross Income: We (say that we) measure “gross income” by a
taxpayer’s “accessions to wealth.” However, there are some clear accessions to
wealth that Congress has declared taxpayers do not count in tallying up their
“gross income,” e.g., employer-provided health insurance (8 106), life insurance
proceeds (8 101), interest from state or local bonds (8§ 103), various employee
fringe benefits (e.g., 88 132, 129, 119). Many exclusions are employment-based.®
Congressional exclusion of clear accessions to wealth from the tax base creates
certain incentives for those able to realize such untaxed gain — and for those who
profit from supplying the benefit (e.g., life insurance companies, (some, but not
all) employers, providers of medical services!®) in exchange for untaxed dollars.

8 Constitutional scholars have observed that the phrase “direct taxes” (see Art. I, § 9, cl. 4 of U.S.
Constitution) refers to taxes whose burden cannot be transferred to another, e.g., head taxes. Im-
plicitly, “indirect taxes” are taxes whose burden can be transferred to another, e.g., excise taxes. The
point at which a transferee is not willing to pay the “indirect tax” constitutes a practical limit on con-

gressional power to increase such taxes.

9 See William P. Kratzke, The (Im)Balance of Externalities in Employment-Based Exclusions from
Gross Income, 60 THE TAX LAWYER 1 (20006).

10 See William P. Kratzke, Tax Subsidies, Third-Party Payments, and Cross-Subsidization: America’s Distort-
ed Health Care Markets, 40 U. MEM. L. REV. 279, 311-12 (2009) (tax subsidized health insurance

makes more money available to health care providers).
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Deductions from Taxable Income: Congress permits taxpayers who spend their
money in certain prescribed ways to subtract the amount of such expenditures
from their taxable income. A deduction is only available to reduce income other-
wise subject to income tax. Hence, the person who gives her time to work for a
charity may not deduct the fmv (fair market value) of the time because taxpayer
would not otherwise be taxed on the fmv of her time. From a tax perspective, this
is the critical difference between an exclusion from gross income and a deduction
from taxable income (or from adjusted gross income).

Alternative Minimum Tax: In response to news stories about certain wealthy peo-
ple who managed their financial affairs so as to pay little or nothing in federal in-
come tax, Congress enacted the alternative minimum tax (AMT) scheme. |.R.C.
88 55-59. The basic scheme of the AMT is to require all taxpayers to compute

The Upside Down Nature of Deductions and Exclusions: A taxpayer pays a certain
marginal rate of tax on the next dollar that she derives in gross income. Hence, a
high-income taxpayer who pays a 39.6% marginal tax rate gains $0.604 of ad-
ditional spending power by earning one more dollar. The higher a taxpayer’s
marginal tax bracket, the less an additional dollar of income will net the taxpay-
er. The same principle works in reverse with respect to deductions. The same
taxpayer might be considering contributing $1 to her public radio station for
which she would be entitled to a charitable contribution deduction. The public ra-
dio station would receive $1 while the taxpayer sacrifices only $0.604. On the
deduction side, the higher a taxpayer’s marginal tax rate, the more an additional
dollar of deduction will save the taxpayer in income tax liability. And the lower a
taxpayer’s marginal tax rate, the less an additional dollar of deduction will save
the taxpayer in income tax liability. A taxpayer whose marginal rate of tax is
10% must sacrifice $0.90 in order that her public radio station receives $1. The
same principle applies to exclusions from gross income. A high-income taxpayer
saves more on her tax bill by accepting employment benefits excluded from gross
income than a low-income taxpayer, infra. These results might be the opposite of
what policy-makers desire, i.e., they are “upside-down.” The magnitude of “up-
side-downness” depends upon the degree of progressivity of tax rates. Raising
tax rates on high income earners will increase the “upside-downness” of deduc-
tions and exclusion.

their “regular tax” liability and also their “alternative minimum tax liability.”
They compute their AMT liability under rules that adjust taxable income upward
by eliminating or reducing the tax benefits of certain expenditures or of deriving
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income from certain sources. They reduce the alternative minimum taxable in-
come by a flat standard deduction that is subject to indexing. A (nearly) flat rate
of tax applies to the balance. Taxpayer must pay the greater of her regular tax or
AMT. Congress aimed the AMT at high-income persons who did not pay as
much income tax as Congress thought they should.!

The Right Side Up Nature of Tax Credits: The effect of a tax credit equal to a
certain percentage of a particular expenditure is precisely the same as a de-
duction of the expenditure from taxable income for a taxpayer whose margin-
al tax rate is the same as the percentage of the expenditure allowed as a
credit. Thus, if Congress wants to encourage certain expenditures and wants to
provide a greater incentive to low-income persons than to high-income persons,
it can establish the percentage of the expenditure allowed as a credit at a lev-
el higher than the marginal tax bracket of a low-income taxpayer but lower
than the marginal tax bracket of a high-income taxpayer. Such a credit will
benefit a lower-income bracket taxpayer more than a deduction would and a
higher-income taxpayer less than a deduction would. If this is what Congress
desires, the effect of a tax credit is “right side up.”

Credits against Tax Liability: A taxpayer may be entitled to one or more credits
against her tax liability. The Code allows such credits because taxpayer has a cer-
tain status (e.g., low-income person with (or without) children who works), be-
cause taxpayer has spent money to purchase something that Congress wants to
encourage taxpayers to spend money on (e.g., childcare), or both (e.g., low-
income saver’s credit). The amount of the credit is some percentage of the
amount spent; usually (but not always) that percentage is fixed.

11 We will not spend any more time on the AMT. You should be aware that it exists and of its
basic approach to addressing a particular (perceived) problem.
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Three Levels of Tax Law: Tax law will come at you at three levels. The emphasis
on them in this course will hardly be equal. Nevertheless, you should be aware
of them. They are —

(1) Statute and regulation reading, discernment of precise rules and their limits,
application of these rules to specific situations;

(2) Discerning and evaluating the policies underlying various provisions of the
Internal Revenue Code;

(3) Consideration of the role of an income tax in our society. What does it say
about us that our government raises so much of its revenue through a personal
income tax? Other countries rely more heavily on other sources of revenuve. A
personal income tax raises a certain amount of revenue. Some countries raise
less revenue and provide their citizens (rich and poor alike) fewer services.
Other countries (notably Scandinavian ones) raise more revenue and provide
their citizens (rich and poor alike) with more services. The tax share of national
income in the United States is about 30%; in Great Britain, it is about 40%; in
Sweden, it is about 55%. THOMAS Piketty, CAPITAL IN THE TWENTY-FIRST CENTURY
476 (2014). Moreover, the United States provides middle- and high-income
persons with more services and benefits than most people realize.

Income Phaseouts: When Congress wants to reduce the income tax liability of
lower-income taxpayers for having made a particular expenditure but not the in-
come tax liability of higher income taxpayers who make the same expenditure, it
may phase the benefit out as a taxpayer’s income increases. For example,
§ 151(d)(3) provides that a taxpayer’s personal exemption amount is reduced by
2% for every $2500 or fraction thereof by which the taxpayer’s adjusted gross
income exceeds $300,000 (married filing jointly, indexed for inflation). Congress
can apply phaseouts to both credits and deductions. The precise mechanics and
income levels of various phaseouts differ. Income phaseouts increase the com-
plexity of the Code and so also increase the cost of compliance and administra-
tion. They can make it very difficult for a taxpayer to know what her effective tax
rate is — as any change in AGI or deductions effectively changes this rate. Income
phaseouts are a tool of congressional compromise. Perhaps Congress is so willing
to enact income phaseouts because there are many inexpensive tax preparation
programs available to taxpayers that perform all necessary calculations.?

12 SOI Tax Statistics at a Glance notes that 55.5% of individual taxpayers pay a tax preparer. Cer-
tainly, many more purchase off-the-shelf tax preparation programs. Close to 100,000,000 taxpayers
received assistance by calling or walking into an IRS Office or taking advantage of an IRS program.
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A Word about Employment Taxes: “Employment taxes” are the social security tax
and the medicare tax that we all pay on wages we receive from employers.®* Em-
ployers pay a like amount.’* Self-employed persons must pay the equivalent
amounts as “self-employment” taxes. The Government collects approximately
32% of its tax revenues through these taxes — much more than it collects from
corporate income taxes, gift taxes, estate taxes, and excise taxes combined. Eligi-
bility to be a beneficiary of the social security program or medicare program does
not turn on a person’s lack of wealth or need. In essence, the federal government
collects a lot of money from working people so that all persons — rich and poor —
can benefit from these programs.

IV. Layout of the Code

The Internal Revenue Code appears at title 26 of the United States Code. It is the
law that Congress passed and that the President signed (unless there was a veto
over-ride). The first part of your statutory supplement includes some of these
provisions. The second part of your statutory supplement includes some of the
regulations that the Department of the Treasury has promulgated. These regula-
tions construe the Code. The Code provisions appear without any reference to
title 26, e.g., “sec. 61.” Regulations are denoted as “Reg.” The regulations that
we study begin with a “1,” followed by the Code section that they construe. Each
regulation is numbered according to the sequence in which Treasury promulgated
it. Reg. 1.61-8 is the eighth regulation that Treasury promulgated that construes
61.

We will be studying only certain portions of the Internal Revenue Code. You
should learn the basic outline of Code provisions that establish the basic income
tax. This will give you a good hunch of where to find the answer to particular
questions. Some prominent research tools are organized according to the sections
of the Code. Specifically —

13 26 US.C. § 3101(a) (for “Old-Age, Survivors, and Disability Insurance;” 6.2%); 26 U.S.C.
§ 3101(b) (for “Hospital Insurance;” 1.45% and 2.35% for amounts over a certain threshold).

14 26 US.C. § 3111(a) (for “Old-Age, Survivors, and Disability Insurance;” 6.2%); 26 U.S.C.
§ 3111(b) (for “Hospital Insurance;” 1.45%).
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88 1 and 11 establish rates;

88 21-54AA provide credits against tax liability;

8§ 55-59 establish the alternative minimum tax;

88 61-65 provide some key definitions concerning “gross income,” “ad-
justed gross income,” and “taxable income;”

88 67-68 provide rules limiting deductions;

88 71-90 require inclusion of specific items (or portions of them) in gross
income;

88 101-139E state rules concerning exclusions from gross income;

88 141-149 establish rules governing state and local bonds whose interest
is exempt from gross income;

88 151-153 establish rules governing personal exemptions;

88 161-199 establish rules governing deductions available both to individ-
uals and corporations;

8§ 211-223 establish rules governing deductions available only to individ-
uals;

88 241-249 establish rules governing deductions available only to corpora-
tions;

88§ 261-280H deny or limit deductions that might otherwise be available;
88 441-483 provide various rules of accounting, including timing of
recognition of income and deductions;

88 1001-1021 provide rules governing the recognition of gain or loss on
the disposition of property;

88 1031-1045 provide rules governing non-recognition of gain or loss up-
on the disposition of property, accompanied by a transfer and adjustment
to basis;

88 1201-1260 provide rules for defining and calculating capital
gains/losses;

88§ 1271-1288 provide rules for original issue discount.

These are (more than) the code sections that will be pertinent to this course. Ob-
viously, there are many more code provisions that govern other transactions.

V. Not All Income Is Taxed Alike

Any accession to wealth, no matter what its source, is (or can be) included in a
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taxpayer’s “gross income.” However, not all taxable income is taxed the same.
Notably, long-term capital gains'® (or more accurately “net capital gain”) plus
most dividend income of an individual is taxed at a lower rate than wage or salary
income. Interest income derived from the bonds of state and local governments is
not subject to any federal income tax. Certain other income derived from particu-
lar sources is subject to a marginal tax rate that is less than the tax rate applicable
to so-called ordinary income. This encourages many taxpayers to obtain income
from tax-favored sources and/or to try to change the character of income from or-
dinary to long-term capital gain income. The Code addresses some of these ef-
forts.

VI. Illustration of the Tax Formula:

Take this illustration one step at a time. You may not grasp all of its details early
in the semester. Its purpose is to show some of the Code’s “moving parts” and
their inter-relatedness. We apply the rates that appear in the code without increas-
ing them to account for inflation. In order to make these numbers current — and
more complicated — we would refer to the information that appears in the prefato-
ry material of your statutory supplement.

Bill and Mary are husband and wife. They have two children, Thomas who is 14
and Stephen who is 10. Bill works as a manager for a large retailer. Last year, he
earned a salary of $60,000. His employer provided the family with health insur-
ance that cost $14,000. Mary is a school administrator who earned a salary of
$75,000. Her employer provided her a group term life insurance policy with a
death benefit of $50,000; her employer paid $250 to provide her this benefit.
Their respective employers deducted employment taxes from every paycheck and
paid each of them the balance. In addition to the above items, Bill and Mary own
stock in a large American corporation, and that corporation paid them a dividend
of $500. Bill and Mary later sold that stock for $10,000; they had paid $8000 for
it several years ago. Bill and Mary have a joint bank account that paid interest of
$400. Bill and Mary paid $3000 for daycare for Stephen. They also paid $3000
of interest on a student loan that Bill took out when he was in college. What is
Bill and Mary’s tax liability? Assume that they will file as married filing jointly.

15 That is, gain on the sale of property that a taxpayer owns for more than one yeat.
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How much are Bill’s employment taxes? How much are Mary’s employment tax-
es?

e Answer: Employment taxes are 6.2% for “social security” and 1.45%
for “Medicare.” The total is 7.65%. The tax base of employment tax-
es is wages. So:

o <Bill: Bill’s wages were $60,000. 7.65% of $60,000 = $4590.
0 e<Mary: Mary’s wages were $75,000. 7.65% of $5,000 =
$5737.50.

How much is Bill and Mary’s “gross income?”” You should see that this is the first
line of the tax formula. We need to determine what is included in, and what is
excluded from, “gross income.” See §8 61, 79, and 106.

e Answer: Since Bill and Mary will file jointly, we pool their relevant
income figures. Notice that the employment taxes do not reduce Bill
and Mary’s adjusted gross income. Thus, they must pay income taxes
on at least some of the employment taxes that they have already paid.

e “Gross income,” § 61, is a topic that we take up in chapter 2. It en-
compasses all “accessions to wealth.” However, there are some “ac-
cessions to wealth” that we do not include in a taxpayer’s “gross in-
come.” We consider some of those in chapter 3. The Code defines
these exclusions in 88101 to 139E. The Code also defines the scope of
certain inclusions in 88 71 to 90 — and implicitly excludes what is out-
side the scope of those inclusions.

e Bill and Mary must include the following: Bill’s salary (8 61(a)(1)) of
$60,000; Mary’s salary (8§ 61(a)(1)) of $75,000; dividend (§ 61(a)(7))
of $500; capital gain (§861(a)(3)) of $2000; interest income
(8 61(a)(4)) from the bank of $400. TOTAL: $137,900.

e Bill and Mary do not include the amount that Bill’s employer paid for
the family’s health insurance (§ 106)(a)), $14,000, or the amount that
Mary’s employer paid for her group term life insurance (8 79(a)(1)),
$250. Bill and Mary certainly benefitted from the $14,250 that their
employers spent on their behalf, but §8 106 and 79 provide that they
do not have to count these amounts in their “gross income.”

How much is Bill and Mary’s adjusted gross income (AGI)? See 8§ 221 and
62(a)(17).
e Section 221 entitles Bill and Mary to deduct interest on the repayment
of a student loan. While the couple paid $3000 in student loan inter-
est, § 221(b)(1) limits the deduction to $2500.
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Section 221(b)(2) requires the computation of a phaseout — or a
phasedown, in this case. Section 221(b)(2)(A) provides that the de-
ductible amount must be reduced by an amount determined as per the
rules of § 221(b)(2)(B). Section 221(a)(2)(B) establishes a ratio.
Since Bill and Mary are married filing a joint return, 8 221(a)(2)(B)(i)
establishes a numerator of: $137,900 — $130,000 = $7900. Section
221(b)(2)(b)(ii) establishes a denominator of $30,000.
0 The § 221(b)(2)(B) ratio is $7900/$30,000 = 0.2633.
0 §8221(b)(2)(B) requires that we multiply this by the amount of
the deduction otherwise allowable, i.e., $2500.
0 0.2633 x $2500 = $658.25. Reduce the otherwise allowable de-
duction by that amount, i.e., $2500 — $658.25 = $1841.75.
Section 62(a)(17) provides that this amount is not included in taxpay-
ers’ AGI.
Thus: Bill and Mary’s AGI = $137,900 — $1841.75 = $136,038.25

How much is Bill and Mary’s “taxable income”? See 88 151, 63.

Answer: Sections 151(a, b, and c) allow a deduction of an exemption
amount for taxpayer and spouse and for dependents. Sections 151(d
and e) provide that this amount is $2000.

Section 63(a and b) defines ‘taxable income” as EITHER “gross in-
come” minus allowable deductions minus deduction for personal ex-
emptions OR AGI minus standard deduction minus deduction for per-
sonal exemptions.

We are told of no deductions that would be “itemized,” so Bill and
Mary will elect to take the standard deduction.

Bill and Mary may claim a total of four personal exemptions: one each
for themselves and one for each of their children. Total: $8000.

The standard deduction for taxpayers who are married and filing joint-
ly is $6000.

Do the math: $136,038.25 MINUS $8000 MINUS $6,000 equals
$122,038.25 of “taxable income.”

How much is Bill and Mary’s income tax liability? See 88 1(a and h), 1222(3 and

11).

Answer: Remember, not all income is taxed alike. Long-term capital

gain and many dividends are taxed at a maximum rate of 20%.

§ 1(h)(1)(D) and § 1(h)(11). Bill and Mary received $2000 in long-

term capital gain and $500 in dividends. Bill and Mary’s taxable in-
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come will not put them in the 39.6% bracket, so this portion of their
taxable income will be taxed at the rate of 15%, i.e., $375.
The tax on the balance of their taxable income will be computed using
the tables at § 1(a) of the Code. $122,038.25 MINUS $2500 equals
$119,538.25. Go to table 1(a). Bill and Mary’s taxable income is more
than $89,150 and less than $140,000. Hence their federal income tax
liability on their ordinary income equals $20,165 PLUS 31% of
($119,538.25 — $89,150) = $20,165 + $9420.36 = $29,585.36.

*Do you see the progressiveness in the brackets?
Total tax liability = $375 + $29,585.36 = $29,960.36.

Are Bill and Mary entitled to any credits? If so, what is the effect on their income
tax liability? See 88 21 and 24.

Answer: Section 21 provides a credit on a portion of up to $3000 for
the “dependent care” expenses for a “qualifying individual.” Stephen
is a “qualifying individual,” § 21(b)(1)(A). Thomas is not a “qualify-
ing individual,” but Bill and Mary did not spend any money for Thom-
as’s “dependent care.” The credit is 35% of the amount that Bill and
Mary spent on such care that is subject to a phasedown of 1 percentage
point for each $2000 of AGI by which Bill and Mary’s AGI exceeds
$15,000, down to a minimum credit of 20%. § 21(a)(2). Bill and Mary
may claim a tax credit for dependent care expenses of 20% of $3000,
i.e., $600.

Bill and Mary may also claim a “child tax credit” for each of their
children equal to $1000. § 24(a). Both Thomas and Stephen are “quali-
fying” children. §24(c)(1). Section 8 24(b)(2)(A) provides a
phasedown of the credit when the AGI of Bill and Mary exceed
$110,000, i.e., $50 for each $1000 (or portion) of AGI in excess of
$110,000. Bill and Mary’s AGI exceeds $110,000 by $26,038.33.
Therefore, they lose 17 x $50 of the credit, or $850. This leaves them
with a child credit of $1150.

Total tax credits = $600 + $1125 = $1725.

The effect of a tax credit is to reduce taxpayers’ tax liability — not their
AGI or “taxable income.” $29,960.36 minus $1750 equals $28,235.36.

What is Bill and Mary’s effective income tax rate?

Answer: Bill and Mary’s federal income tax liability is $28,235.36.
Their effective tax rate computed with respect to their “taxable in-
come” is $28,235.36/$122,038.33, i.e., 23.09%.
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e Notice that we could use a different income figure to determine their
effective tax rate, e.g., “gross income,” “gross income plus exclu-
sions,” AGI. We could also add their employment taxes. This would
change their effective tax rate.

What is Bill and Mary’s marginal tax bracket?

e Answer: Bill and Mary had $122,038.33 of taxable income. After
making $122,037, what is the rate of tax they paid on the last dollar
(i.e., 112,038" dollar) that they made?

0 31%. You should recognize this as the multiplier that we ob-
tained from the tax table.

e Question: If Bill and Mary made a deductible contribution of $1, how
much would this save them in federal income tax liability?

0 31% of the amount they contributed, i.e., $0.31.

e Question: If the neighbors paid Bill $10 for mowing their lawn, how
much additional federal income tax liability would Bill and Mary in-
cur?

0 31% of the additional income that Bill and Mary received, i.e.,
$3.10.

VII. Sources of Tax Law and the Role of Courts

Think of the sources of tax law and their authoritative weight as a pyramid. As
we move down the pyramid, the binding power of sources diminishes. Moreover,
every source noted on the pyramid must be consistent with every source above it.
Inconsistency with a higher source is a ground to challenge enforcement.

At the pinnacle of the pyramid is the United States Constitution. Every source of
tax law below the Constitution must be consistent with it. Immediately below the
Constitution is the Internal Revenue Code, enacted pursuant to the lawmaking au-
thority of Congress. Courts may construe provisions of the Code. Depending on
the level of the court and the geographic area (i.e., federal circuit) subject to its
rulings, those decisions are binding constructions of the Code’s provisions.*® The

16 See Marbury v Madison, 5 U.S. 137, 177 (duty of courts to say what the law is and to expound

and interpret it). In other countries, court constructions of a code are persuasive authority only.
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IRS may announce that it does or does not acquiesce in the decision of a court
other than the Supreme Court.

Immediately below the Code are regulations that the Secretary of the Treasury
promulgates. These regulations are generally interpretive in nature. So long as
these regulations are consistent with the Code!’ and the Constitution, they are
law. The same subsidiary rules of court construction of the Code apply to con-
struction of regulations.

A revenue ruling is a statement of what the IRS believes the law to be on a certain
point and how it intends to enforce the law. Since the tax liability of a taxpayer is
(generally) the business of no one but the taxpayer and the IRS,*® this can be very
valuable information. A revenue procedure is an IRS statement of how it intends
to proceed when certain issues are presented. The IRS saves everyone the ex-
penses of litigating such questions as whether an expenditure is “reasonable,”

The Code still prevails in such countries over court pronouncements insofar as they might guide

persons other than parties to a particular case.

17 In Mayo Found. for Med. Educ. and Res. v. U.S., 562 U.S. 44 (2011) the Supreme Court held that
reviewing courts should give Chevron deference when passing upon the validity of Treasury Depart-
ment (i.e., IRS) regulations. 562 U.S. at 55-56 (upholding regulation providing that employee normal-
ly scheduled to work 40 or more hours per week does not perform such work incident to and pursu-
ant to course of study; employer not exempt from paying employment taxes). Chevron, U.S.A. Inc. v.
Natural Res. Def. Council, Inc., 467 U.S. 837 (1984) established a two-part framework by which
courts determine whether to defer to administrative rulemaking: (1) Has Congress addressed the pre-
cise question at issue? If not: (2) Is the agency rule “arbitrary or capricious in substance, or manifestly
contrary to the statute.” If not, then the reviewing court is to defer to the agency rule. 562 U.S. at 52-
53. InKing v. Burwell, _ US.__ | §.Ct.___ (2015), the Court refused to defer to the IRS on
the question whether the tax credits of 26 U.S.C. § 36B were available to those who purchased health
insurance through federal exchanges rather through than state exchanges. An IRS regulation said
“yes.” The Court nevertheless made its own determination because this was an extraordinary case.

The tax credits are among the Act’s key reforms, involving billions of dollars in spending
each year and affecting the price of health insurance for millions of people. Whether those
credits are available on Federal Exchanges is thus a question of deep “economic and political
significance” that is central to this statutory scheme; had Congress wished to assign that
question to an agency, it surely would have done so expressly.

Slip opinion at 8.

18 See Simon v. Eastern Kentucky Welfare Rights Organization, 426 U.S. 26, 40-45 (1976) (taxpayer
unable to show that tax benefit given to other taxpayers caused injury to itself that any court-ordered
relief would remedy).
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“substantial,” or “de minimis” in amount. Revenue rulings and revenue proce-
dures are not law, and courts may choose to ignore them.

Enforcement of the Tax Laws and Court Review: The IRS, a part of the Department of
the Treasury, enforces the federal tax code. It follows various procedures in examin-
ing tax returns — and we will leave that to a course on tax practice and procedure
or to a tax clinic. When it is time to go to court because there is no resolution of a
problem, a taxpayer has three choices:

1. Tax Court: The Tax Court is a specialized court comprised of nineteen judges. It
sits in panels of three judges. There is no jury in Tax Court cases. Taxpayer does not
have to pay the amount of tax in dispute in order to avail herself of court review in
Tax Court. Appeals from Tax Court are to the United States Court of Appeals for the
Circuit in which the taxpayer resides.

2. Court of Claims. The Court of Claims hears cases involving claims — other than tort
claims — against the United States. It sits without a jury. Taxpayer must pay the dis-
puted tax in order to avail herself of review by the Claims Court. Appeals from a
decision of the Court of Claims are to the United States Court of Appeals for the
Federal Circuit.

3. Federal District Court. Taxpayer may choose to pay the disputed tax and sue for
a refund in the federal district court for the district in which she resides. Taxpayer is
entitled to a jury, and this is often the driving motivation for going to federal district
court. Appeals are to the United States Court of Appeals for the federal circuit of
which the federal district court is a part.

A private letter ruling is legal advice that the IRS gives to a private citizen upon
request (and the fulfillment of other conditions). These rulings are binding on the
IRS only with respect to the person or entity for whom the IRS has issued the let-
ter ruling. Publication of these rulings is in a form where the party is not identifia-
ble. While not binding on the IRS with respect to other parties, the IRS would
hardly want to establish a pattern of inconsistency.

Other statements of the IRS’s position can take various forms, e.g., technical ad-
vice memoranda, notices. These statements are advisory only, but remember: the

source of such advice is the only entity who can act or not act on it with respect to
a particular taxpayer.

VIII. Some Income Tax Policy and Some Income Tax Principles
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The United States has adopted an income tax code, and the discussion now zeroes
in on the income tax that Congress has adopted and the policy questions it raises.

Tax Expenditures: Congress may choose not to make citizens pay income tax on
receipt of certain benefits or on purchase of certain items. For example, an
employee who receives up to $13,460 (inflation-adjusted amount for 2016)
from an employer for “qualified adoption expenses” may exclude that amount
— as adjusted for inflation and subject to a phaseout — from her “gross income.”
§ 137. A taxpayer who pays such expenses may claim a credit equal to the
amount that she paid. § 36C. A taxpayer who benefits from either of these two
provisions enjoys a reduction in the federal income tax that she otherwise
would have paid. We can view that reduction as a government expenditure. In
fact, we call it a “tax expenditure.” These two tax expenditures were ex-
pected to be $0.4B in tax year 2016. CONG. RES. SERV., TAX EXPENDITURES:
COMPENDIUM OF BACKGROUND MATERIAL ON INDIVIDUAL PROVISIONS 775 (2014).
The tax expenditure for employer contributions for employee health care was
expected to be $143.0B. Id. at 5. Total tax expenditures for tax year 2016
were expected to be $1481.8B. Id. at 10. A government expenditure of more
than $1.4 trillion should be a matter of some policy concern. See EDWARD D.
KLEINBARD, WE ARE BETTER THAN THIS: HOW GOVERNMENT SHOULD SPEND OUR MONEY
241-63 (2015) (“The hidden hand of government spending”).

Fairness and Equity: Issues of fairness as between those who must pay an income
tax arise. If two taxpayers have equal incomes, a reduction in one taxpayer’s tax-
able income reduces that taxpayer’s taxes. If the government is to raise a certain
amount of money through an income tax, a reduction in one taxpayer’s tax liabil-
ity necessarily means that someone else’s taxes must increase. This is why the re-
duction of some taxpayers’ tax liability is a matter of concern for everyone else.
The government may choose to discriminate in its assessment of tax liability. The
policy considerations that justify reducing one taxpayer’s tax liability but not an-
other’s are the essence of tax policy.

Three Guiding Principles: This leads us to observe that there are three norms
against which we measure income tax rules:
1. Horizontal equity: Taxpayers with the equal accessions to wealth
should pay the same amount of income tax. Like taxpayers should be
taxed alike. Of course, we can argue about which taxpayers are truly alike.
2. Vertical equity: Taxpayers with different accessions to wealth should
not pay the same amount of income tax. Unlike taxpayers should not be

26



taxed alike. Those with more income should pay more and pay a higher
percentage of their income in taxes. Income tax rates should be progres-
sive.

3. Administrative feasibility: The tax system only applies to persons who
have incomes. The rules should be easy to understand and to apply — for
both the taxpayer and the collection agency, the Internal Revenue Service.

The first two of these principles are corollaries, i.e., each is little more than a re-
statement of the other. Without taking up administrative feasibility, consider how
closely we can come to defining the “income” that should be subject to an income
tax so that compliance with the first two principles would require little more than
establishing the progressive rates that would produce (an acceptable level of) ver-
tical equity.*®

IX. What Is Income?

We may think of “income” as the amount of money we receive for working at a
job or for investing money that we have saved. However, if we wish to tax alike
all taxpayers whose situations are alike, our notion of income must expand. Surely
two workers whose wages are the same should not be regarded as like taxpayers if
one of them wins $1M in the state’s lottery. The difference between these two
taxpayers is that one has a much greater capacity to consume (i.e., to spend)
and/or to save than the other. This suggests that pursuing the policies of horizontal
and vertical equity requires that we not limit the concept of “income” to the fruits
of labor or investment. Rather we should treat the concept of “income” as a func-
tion of both spending and saving. Indeed:

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

19 See Boris L. Bittker, A “Comprebensive Tax Base” as a Goal of Income Tax Reform, 80 HARV. L. REV.
925, 934 (1967) (arguing that many of the changes necessary to create truly comprehensive tax base

would be unacceptable).
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the store of property rights between the beginning and end of the period in
question.?®

The economist Henry Simons propounded this definition. Derivation of the same
formula is also attributed to Georg von Schanz and to Robert Murray Haig. We
may refer to this formula to as the Schanz-Haig-Simons formula, the Haig-Simons
formula, or the SHS formula.

If Algebra or Economics Scare You —

The algebra inherent in the SHS formula is not as daunting as might appear. The
phrase “rights exercised in consumption” merely reflects what a taxpayer spent
(or would have spent if she received something for which she did not have to pay)
to purchase something. The phrase “additions to the storehouse of property rights”
merely reflects a taxpayer’s saving money, perhaps by depositing some of her in-
come in a savings account or in a more sophisticated investment.

The SHS definition is in fact an (enormously convenient) “algebraic sum.” If it is
true that:

(Income) = (Consumption) + (Additions to the store of property rights)
then it is equally true that
(Income) — (Additions to the store of property right) = (Consumption).

This point is quite useful to those who (believe that they) want the government to
tax consumption rather than income, perhaps because they believe that those who
save rather than spend will pay less in taxes than they do under the current sys-
tem. Use of the algebraic quality of this definition means that no matter what our
tax base is, we would never have to bear the expense or endure the inconvenience
of keeping keep track of what we individually spend on consumption. Anyone
who has received a W-2 from an employer or a 1099-INT from a bank knows that
we can expect an employer or a bank to provide the pertinent information about
wages or savings with an acceptable degree of accuracy. We already understand
that the disposition of these funds is either going to be consumption or additions

20 Henry C. Simons, Personal Income Taxation 50 (1937).
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to saving. From this information, the amount a taxpayer spent on consumption
can easily be determined simply by manipulating the SHS formula as above.
When a(n odd) question arises outside the ambit of W-2s or 1099s, e.g., whether a
taxpayer should include in her taxable income the value of a meal that she does
not have to purchase for herself, an affirmative answer requires no more than to
add that value to “Consumption” which in turn increases the algebraic sum that is
“Income.” Identifying a particular element of consumption, savings, or income
will drive the others. Income, consumption, and savings are functions of each
other.

Consumption plus or minus increments to savings: We may accept the idea that
“income” is not only money we receive as wages or salary plus return on invest-
ments (e.g., interest on a savings account) plus consumption acquired in a way
not requiring the taxpayer to spend her own money. But shouldn’t the definition
of “income” have something to do with “work,” “labor,” and perhaps “return on
investment2” How is it that “income” is determined not by what we make by but
what we save and spend?

Consider this simple fact pattern. A taxpayer earns at her job $50,000. She
has no other income. What are the only two things this taxpayer can do with
that money? Answer: spend it (consumption) or save it (addition to her store of
property rights). Consumption and additions to the store of property rights are
the two elements of income in the SHS definition of income. What the SHS for-
mula of income can incorporate quite easily are “non-traditional” forms of in-
come such as winning a lottery or winning a sizeable addition to savings, even
when one cannot spend (consume) the winnings immediately. See Pulsifer v.
Commissioner, 64 T.C. 245 (1975) (minors whose winnings in the 1969 Irish
sweepstakes were in trust for them by an Irish court realize income in 1969, not

Some Obvious or Not-so-Obvious Implications of the SHS Definition of “Income”

If we choose to tax what we spend and what we save, then in some manner we are
taxing only increments to a taxpayer’s overall well-being. Our tax code demands
an annual accounting and assessment even though this can be inconvenient — and
even inaccurate — for some taxpayers. What happens during the year is treated as
an increment to what happened before, e.g., we added to a savings account that
we already had, we consumed (only) a small portion of an asset we already own.
We are not taxing accumulated wealth — property taxes and estate taxes do that.
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A concept integral to our income tax is “basis,” and its function is to assure that
our income tax does not tax accumulated wealth but only increments to it.

a. Taxing Income Is Taxing Consumption Plus Increments to the Power to
Consume

Focus for now only on additions to “the store of property rights” that a taxpayer
may accumulate during a relevant period and not on the consumption element of
the SHS definition. By taxing increments to savings and investment, we actually
tax a taxpayer’s additions to her unexercised power to consume. Taxation of in-
come is therefore the taxation of consumption and additional increments to the
power to consume.

People save money only if they value future consumption more than current con-
sumption and believe that they can spend their savings on future consumption.
Imagine living in a country where inflation is so high that a single unit of the local
currency now buys virtually nothing.?* Would you expect the savings rate in such
a country to be very high? Why not? Discuss this for awhile, but ultimately your
answer will be that such savings will not buy anything for consumption in the fu-
ture.

The citizens of a country may manifest their lack of confidence in the future
spending power of their savings by biasing their spending decisions towards cur-
rent consumption or by choosing to hold their wealth in more stable but perhaps
illiquid forms. After the fall of the Soviet Union, Russian citizens did not save
very much money in banks but chose instead to consume (e.g., trips abroad) or to
purchase items such as Sony television sets whose consumption could be spread
over many years. Purchase of a Sony television set had elements of both con-
sumption and saving. The property in which the spending power of savings was
most stable after the demise of the Soviet Union was the flats that former Soviet
citizens received.

21 The Zimbabwean dollar once fit this description.
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The Unit of Measurement of Income, Consumption, and Savings — USD: Inflation in
the United States or elsewhere affects the relative value of savings held in dif-
ferent currencies. We measure taxable income by the currency of the United
States, i.e., dollars. Similarly, we measure basis in assets by dollars. We as-
sume that the value of a dollar does not change because of inflation. (We
might alter the ranges of income subject to particular tax rates — i.e., to index —
but we do not alter the number of dollars subject to income tax.) We do not
adijust the amount of income subject to tax because the value of a dollar fluctu-
ates against other of the world’s currencies. Instead, we require that transac-
tions carried out in other currencies be valued in terms of dollars at the time of
the relevant income-determinant events, i.e., purchase and sale.

b. Income, Consumption, and Value

The measure of value is what a person is willing to pay for something she does
not have or the price at which a person is willing to sell something she does have.
A person cannot value something more than what she has to give in exchange.
There are no truly “priceless” things. A person should pay no more than the value
she pggces on an item she wants or sell an item for less than the value she places
on it.

In fact, buyers try to purchase items at prices less than they value them. The ex-
cess is “buyer surplus.” Sellers try to sell items at prices higher than those at
which they are actually willing to sell them. The excess is “seller surplus.”
“Buyer surplus” plus “seller surplus” equals “cooperative surplus.” The coopera-
tive surplus that buyer and seller create may or may not be shared equally — in fact
there is no way to determine with certainty how they share the surplus. Those
buyers or sellers with more market power than their counterparts — perhaps they
have a monopoly or a monopsony — may capture all or almost all of the coopera-
tive surplus. Nevertheless, every voluntary transaction should increase the overall
wealth of the nation, i.e., the sum of the values we all place on what we have.

22 A person tends to value what she already has more than what she does not have.
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Three Principles to Guide Us Through Every Question of Income Tax: There are
three principles (which are less than rules but close enough):

1. We tax income of a particular taxpayer once and only once.

2. There are exceptions to Principle #1, but we usually must find those excep-
tions explicitly defined in the Code itself.

3. If there is an exception to Principle #1, we treat the untaxed income as if it
had been taxed and we accomplish this by making appropriate adjustments to
“basis.”

Know these principles.

We assume that taxpayers who voluntarily enter transactions know best
what will increase surplus value to themselves, and that the choices each taxpayer
makes concerning what to buy and what to sell are no concern of any other tax-
payer. The Internal Revenue Code, insofar as it taxes income, assumes that all
taxpayers make purchasing choices with income that has already been subject to
tax. Indeed, 8 262(a) reflects this by denying deductions to taxpayers for pur-
chases of items for personal consumption, including expenditures for basic living
expenses. The statement that an expenditure is “personal” implies a legal conclu-
sion concerning deductibility. If the money used to purchase items for personal
consumption is subject to income tax, as a matter of policy the choices of any tax-
payer with respect to such purchases should be unfettered. This observation sup-
ports not taxing the money taxpayer spends to make purchases over which the
taxpayer exercises no choice.

On the seller’s side, we should not have a tax code that favors selling one type of
good or service over another. Sellers should be encouraged to utilize their re-
sources in whatever trade or business maximizes their own seller surplus, even
illegal ones.?® This is good for buyers because sellers should choose to produce
those things whose sale will create buyer surplus. A seller’s choice of which
good or service to offer should not depend on the cost of producing or providing
that good or service. A necessary implication of this is that we should tax only
the net income of those engaged in a trade or business — not gross proceeds. Sec-
tion 162 implements this policy by allowing a deduction for ordinary and neces-
sary trade or business expenses. One engaged in a trade or business generates

23 The only exception to this principle is the trade or business of trafficking in certain controlled
substances. See § 280E.
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profits by consuming productive inputs, and the cost of those inputs should not be
subject to tax. If a taxpayer’s trade or business consumes productive inputs only
slowly, i.e., over the course of more than a year, principles of depreciation®* re-
quire the taxpayer to spread those costs over the longer period during which such
consumption occurs. See, e.g., 88 167 and 168. Those who engage in activities
that cannot create value but which really amount to a zero-sum game, e.g., gam-
bling, should not be permitted to reduce the income on which they pay income tax
to less than zero. See § 165(d).?°

Taxing Only the Creation of Value? Voluntary exchanges are often essential to
the creation of the income that the Internal Revenue Code subjects to income
tax. Arguably, the Code should not subject to tax events that everyone under-
stands (probably) reduce a taxpayer’s wealth, but this is not the case. Court-
ordered damages that a plaintiff deems inadequate to compensate for the loss
of an unpurchased intangible (e.g., emotional tranquility) may nevertheless be
subject to income tax. See § 104(a).

If the choices of buyers and sellers concerning what to buy and what to sell are
matters of self-determination, then their choices should theoretically generate as
much after-tax value as possible. A “neutral” tax code will tax all income alike,
irrespective of how it is earned or spent. In theory, such “tax neutrality” distorts
the free market the least and causes the economy to create the most value possi-
ble. We recognize (or will soon recognize) that the tax code that the nation’s pol-
icy-makers, i.e. Congress, have created is not neutral. Rather, we reward certain
choices regarding purchase and sale by not taxing the income necessary for their
purchase or by taxing less the income resulting from certain sales. Such devia-
tions from neutrality cost the U.S. Treasury because they represent congressional
choices to forego revenue and/or to increase the tax burden of other taxpayers
who do not make the same purchase and sale choices. Such deviations take us
into the realm of tax policy.

Deviations from neutrality can ripple through the economy. They cause over-
production of some things that do not increase the nation’s wealth as much as the

24 ... or amortization or cost recovery.

25 But see Commissioner v. Groetzinger, 480 U.S. 23 (1987) (full-time gambler who makes wagers

solely for his own account is engaged in a “trade or business” within meaning of § 162).
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production of other things would. We tolerate such sacrifices in overall value be-
cause we believe that there are other benefits that override such foregone value.
When deviations are limited to transactions between two particular parties who
can negotiate the purchase and sale of an item or benefit only from each other,
e.g., employer and employee, one party may be able to capture more of the coop-
erative surplus for itself than it otherwise might. An employer might provide a
benefit (e.g., group health insurance) to its employees, reduce employee wages by
what would be the before-income-tax cost of the benefit, and pocket all of the tax
savings. Such capture might be contrary to what Congress intended or anticipat-
ed.

Basis — Or Keeping Score with the Government

The Essence of Basis: Adjusted basis represents money that will not again be sub-
ject to income tax, usually because it is what remains after taxpayer already
paid income tax on a greater sum of money. More pithily: basis is “money that
has already been taxed” (and so can’t be taxed again).

If Congress chooses to allow a taxpayer to exclude the value of a bene-
fit from her gross income, we must treat the benefit as if taxpayer had purchased
it with aofter-tax cash. By doing so, we assure ourselves that the value of the
benefit will not “again” be subject to tax. This means that taxpayer will include
in her adjusted basis of any property received in such a manner the value of the
benefit so excluded. If the amount excluded from gross income is not added to
taxpayer’s basis, it will be subject to tax upon sale of the item. See, e.g.,
§ 132(a)(2) (qualified employee discount). That is hardly an “exclusion.”

Section 61(a)(3) informs us that a taxpayer’s “gross income” includes gains de-
rived from dealings in property. Intuitively, we know that a gain derived from a
dealing in property is the price at which a seller sells property minus the price that
the seller paid for the property. In the context of an income tax, why should we
subtract anything to determine what income arises from gains derived from deal-
ing in property? “It’s obvious” is not an answer. After all, in the case of a proper-
ty tax, the tax authorities would not care what price the owner of property paid
except as evidence of its current fair market value.
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Losses and Basis: When the Code permits the taxpayer to reduce her taxable
income because of a loss sustained with respect to her property, the loss is lim-
ited to taxpayer’s adjusted basis in the property — not some other measure
such as the property’s fair market value. Whatever loss the Code permits to
reduce taxpayer’s taxable income must also reduce her basis in the property.
The reduction cannot take taxpayer’s adjusted basis below $0. Do you see
that this prevents the Code from becoming a government payment program?

When taxpayer has no adjusted basis in something measurable by dol-
lars, we treat any amount a taxpayer realized in connection with the disposi-
tion of that “something” as entirely taxable income, i.e., the result of (amount
realized) minus $0. This accounts for the rule that all of the proceeds from the
sale of taxpayer’s blood are subject to income tax. It also makes the precise
definitions of exclusions for damages received on account of personal physical
injury set forth in § 104 particularly important.

Section 1001(a) instructs us how to determine the measure of gains derived from
dealing in property. Subtract “adjusted basis” from the “amount realized,” i.e.,
the amount of money and the fair market value of any property received in the
transaction. Hence, a taxpayer’s adjusted basis in an item is not subject to income
tax. The reason for this is that a taxpayer’s adjusted basis represents savings that
remain from income that has already been taxed. The purchase of something
from a taxpayer’s “store of property rights,” to the extent that it is not for con-
sumption, represents only a change in the form in which taxpayer holds her
wealth. It does not represent an additional increment to wealth and so does not
fall within the SHS definition of “income.” It should never again be subject to
income tax lest we violate the first of our guiding principles by taxing the income
necessary to purchase the item twice.
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The Relationship Between Basis and Deductions from Taxable Income. An im-
portant point concerning the fact that adjusted basis is income that has al-
ready been subject to tax is that deductions, i.e., reductions in taxable income
allowed to the taxpayer because taxpayer spent income in some specified
way, are only allowed if taxpayer has a tax basis in them. Section 170 per-
mits a deduction of contributions made to charitable organizations. In point of
fact, a charitable deduction only reduces the taxable income in which taxpay-
er has adjusted basis. This explains why the taxpayer may deduct the costs of
transportation to get herself to the place where she renders services to a
charity, but not the value of her services for which the charity pays her nothing.
Presumably taxpayer incurred the costs of transportation from after-tax in-
come and paid no income tax on the income she did not receive.

Section 1012(a) tells us that a taxpayer’s “basis” in something is its cost. Tax-
payer will pay for the item with money that was already subject to tax upon its
addition to her store of property rights. Section 1011(a) tells us that “adjusted ba-
sis” is basis after adjustment. Section 1016 tells us to adjust basis upwards or
downwards according to whether taxpayer converts more assets from her store of
property rights in connection with the property (§ 1016(a)(1)) or consumes a por-
tion (8 1016(a)(2)) of the property, i.e., improves it, or consumes some of it in
connection with her trade or business, or in connection with her activity engaged
in for profit (i.e., depreciation (cost recovery) or amortization). The upshot of all
this is that adjusted basis represents the current score in the game between tax-
payer and the Government of what wealth has already been subject to tax and so
should not be subject to tax again.

Investment, Basis, Depreciation, and Adjustments to Basis. An investment in an
income-producing asset represents merely a change in the form in which a tax-
payer holds after-tax wealth. A change in the form in which taxpayer holds
wealth is not a taxable event. We assure ourselves that the change is not
taxed by assigning basis to the asset. When the investment is in an asset that
will eventually but not immediately be used up in the production of other in-
come, income-producing consumption and “de-investment” occur simultaneously.
The income-producing consumption is deductible — as is all (or almost all) in-
come-generating consumption (§ 162) — and so reduces taxable income. This
expense of generating income is separately accounted for in whatever name
as depreciation, amortization, or cost recovery. The accompanying de-
investment requires a reduction in the adjusted basis of the income-producing
asset.
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SHS Accounting for Spending Savings

Another implication of the SHS conception of income is that we might have to
follow the money into or out of taxpayer’s store of property rights and/or his ex-
penditures on consumption. If a taxpayer takes money from savings and spends it
on instant gratification so that she acquires no asset in which she has an adjusted
basis, intuitively we know that taxpayer does not have any income on which she
must pay income tax. The SHS definition of income accounts for this by an off-
setting decrease to taxpayer’s store of property rights and increase in rights exer-
cised in consumption.

Borrowing Money

A taxpayer who borrows money may use the funds so borrowed either to exercise
a right of consumption or to increase her store of property rights. In either case,
SHS might provide that taxpayer has realized income. However, an obligation to
repay accompanies any loan. This obligation counts as a decrease in taxpayer’s
store of property rights. Hence, the addition to income is precisely offset by this
decrease in the value of taxpayer’s store of property rights. Incidentally, the Code
nowhere states that loan proceeds are not included in a taxpayer’s gross income.

AND: taxpayer may use loan proceeds to purchase an item for which she is cred-
ited with basis, just as if she had paid tax on the income used to make the pur-
chase. Doesn’t this seem to violate the first principle of income taxation noted
above? No. Taxpayer will repay the loan from future income that will be subject
to tax. Taxpayer actually pays for her basis with money to be earned and taxed in
the future. Repayment of loan principal is never deductible. Sometimes the cost
of borrowing, i.e., interest, is deductible.

Building a Stronger Economy: Not taxing loan proceeds but permitting a tax-
payer to use loan proceeds to acquire basis has tremendous implications for
economic growth, long ago taken for granted. However, countries where
credit is scarce have low growth rates. Not taxing loan proceeds until the time
of repayment decreases the cost of borrowing. Basic rule of economics: When
the cost of something goes down, people buy more. When the cost of borrow-
ing money goes down, they borrow more; they invest what they borrow (or use
it to make purchases for consumption); the economy grows.
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In the pages ahead, we examine various topics concerning income tax. In all cas-
es, keep in mind how they fit into the principles described in this chapter. Hope-
fully, the text will provide enough reminders to make this a relatively easy task.

Wrap-up Questions for Chapter 1

1. A major issue in recent presidential elections has been whether the income tax
on high income earners should be increased. Can you think of any standard by
which to determine the appropriate level of progressivity in the Code?

2. The more progressive the Code, the greater the “upside-downness” of deduc-
tions. How might this be a good thing? What would be the advantage of granting
tax credits instead of deductions or exclusions?

3. What are phaseouts? Why would Congress enact them? How do they affect a
taxpayer’s effective tax rate?

4. Taxpayer received a tax-free benefit, perhaps a gift from a company that want-
ed to increase its business. Why must taxpayer have a fmv basis in the item?

5. If taxpayer receives a benefit but has no choice regarding its consumption — the
manager of a lighthouse must live with his family in the lighthouse — should tax-
payer be taxed on the value of the benefit? Why or why not?

6. Taxpayer owned some commercial property. Taxpayer recorded the property
on its corporate books at a certain value. Over the course of several years, the
value of the property fluctuated up and down. Taxpayer did not pay income tax
on the increase in the property’s value. Why should taxpayer not be permitted to
deduct decreases in the property’s value?

What have you learned?

Can you explain or define —

tax base, deductions, exclusions, income phaseouts
tax formula, credit against tax

progressive tax rates

marginal tax rates
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upside-down nature of deductions and exclusion

right-side up nature of tax credits

employment taxes

the Tax Code, regulations, revenue rulings, revenue procedures, private
letter rulings

tax disputes and the Tax Court, the Court of Claims, and the Federal Dis-
trict Court

tax norms of horizontal equity, vertical equity, and administrative feasibil-
ity

Schanz-Haig-Simons definition of income and its elements

three guiding principles of the income tax

tax expenditures

income tax treatment of personal expenditures

tax neutrality, distortion

basis

tax treatment of loans

39



Chapter 2: What Is Gross Income: Section 61 and the Sixteenth
Amendment

We now take up various elements of the tax formula. You should place whatever
we are studying at the moment (the “trees”) within that formula (the “forest™).
This chapter introduces you to the concept of “gross income,” the very first item
in the tax formula. We also consider the constitutional underpinning of the feder-
al income tax. The constitutional basis of the income tax has been intertwined
with the concept of gross income itself.

The Tax Formula:

- @ross hcome)

MINUS deductions named in § 62

EQUALS (adjusted gross income (AGl))

MINUS (standard deduction or itemized deductions)
MINUS (personal exemptions)

EQUALS (taxable income)

Compute income tax liability from tables in § 1 (indexed for inflation)
MINUS (credits against tax)

You will notice that after adding up all of the items encompassed by the phrase
“gross income,” every succeeding arithmetical operation is a subtraction. If an
item is not encompassed by the phrase *“gross income,” it will not be subject to
federal income tax. The materials that follow consider various aspects of gross
income: its definition, whether certain items that taxpayer has received constitute
“gross income,” the timing of *“gross income,” and valuation.

]

Do the CALI lessons, Basic Income Taxation: Gross Income: Realization Con-
cepts in Gross Income and Basic Income Taxation: Gross Income: Indirect Trans-
fers for Services. These are fairly short Lessons that you may do several times as

we cover this chapter.
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I. The Constitutional and Statutory Definitions of “Gross Income”

Avrticle | of the Constitution, which grants legislative powers to the Congress, con-
tains several provisions concerning federal taxes.

Article I, 8 2, clause 3: Representatives and direct Taxes shall be appor-
tioned among the several States which may be included within this Union,
according to their respective Numbers, which shall be determined by add-
ing to the whole Number of free Persons, including those bound to Service
for a Term of Years, and excluding Indians not taxed, three fifths of all
other Persons. The actual Enumeration shall be made within three Years
after the first Meeting of the Congress of the United States, and within
every subsequent Term of ten Years, in such Manner as they shall by Law
direct. ...

Article 1, 8 7, clause 1: All Bills for raising Revenue shall originate in the
House of Representatives; but the Senate may propose or concur with
Amendments as on other Bills.

Article I, 8 8, clause 1: The Congress shall have Power To lay and collect
Taxes, Duties, Imposts and Excises, to pay the Debts and provide for the
common Defence and general Welfare of the United States; but all Duties,
Imposts and Excises shall be uniform throughout the United States|.]

Article I, 8 9, clause 4: No Capitation, or other direct, Tax shall be laid,
unless in Proportion to the Census or Enumeration herein before directed
to be taken.

The Constitution does not delegate to any other branch of the government any au-
thority to impose taxes. In Article I, 8 9, cl. 4, the Constitution refers to “direct”
taxes, and restricts them to impositions upon states according to their population.
The founding fathers regarded consumption taxes as “indirect taxes” and regarded
them as superior to “direct taxes” in terms of fairness and for purposes of raising
revenue. See Alexander Hamilton, FEDERALIST No. 21.

An income tax is a “direct tax.” Pollock v. Farmers’ Loan & Trust Co., 158 U.S.
601, 630 (1895) (tax on income from property). Congress has never tried to as-
sess an income tax state by state in proportion to their respective populations.
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Hence, imposition of an income tax required an amendment to the Constitution.
That came in 1913:

Amendment 16: The Congress shall have power to lay and collect taxes on
incomes, from whatever source derived, without apportionment among the
several States, and without regard to any census or enumeration.

Read § 61(a) of the Code. Notice that “gross income” encompasses “all” income
“from whatever source derived.” The language of the Code tracks that of the Six-
teenth Amendment, and it has been noted many times that in taxing income, Con-
gress exercised all of the constitutional power that it has to do so. However, that
point left open the question of what exactly is “income[], from whatever source
derived.” Taxpayers have argued many times that the “income” that Congress
wants to tax is beyond the scope of “income” as the term is used in the Sixteenth
Amendment. See Ann K. Wooster, Annot., Application of 16" Amendment to
U.S. Constitution — Taxation of Specific Types of Income, 40 A.L.R. FED.2d 301
(2010).

We consider here two cases in which the Supreme Court undertook to provide a
definition of “gross income,” the phrase that Congress used in § 61(a). We then
consider a case in which the United States Court of Appeals for the Seventh Cir-
cuit more recently considered the scope of congressional authority to impose an
income tax. In Macomber, notice the justices’ differing views on the internal ac-
counting of a corporation.

e What does the Court mean by “capitalization?”

e What does the Court mean by “surplus?”

e By way of review: a demurrer is a creature of code pleading and is the
equivalent of a motion to dismiss for failure to state a claim. In Ma-
comber, taxpayer sued for a refund. The Commissioner (Eisner) de-
murred. The federal district court overruled the demurrer, so taxpayer-
plaintiff prevailed. The Supreme Court affirmed.

Eisner v. Macomber, 252 U.S. 189 (1919).

MR. JUSTICE PITNEY delivered the opinion of the Court.

This case presents the question whether, by virtue of the Sixteenth Amendment,
Congress has the power to tax, as income of the stockholder and without appor-
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tionment, a stock dividend made lawfully and in good faith against profits accu-
mulated by the corporation since March 1, 1913.

It arises under the Revenue Act of September 8, 1916, 39 Stat. 756 et seq., which,
in our opinion (notwithstanding a contention of the government that will be no-
ticed), plainly evinces the purpose of Congress to tax stock dividends as income.?

The facts, in outline, are as follows:

On January 1, 1916, the Standard Oil Company of California, a corporation of
that state, out of an authorized capital stock of $100,000,000, had shares of stock
outstanding, par value $100 each, amounting in round figures to $50,000,000. In
addition, it had surplus and undivided profits invested in plant, property, and
business and required for the purposes of the corporation, amounting to about
$45,000,000, of which about $20,000,000 had been earned prior to March 1,
1913, the balance thereafter. In January, 1916, in order to readjust the capitaliza-
tion, the board of directors decided to issue additional shares sufficient to consti-
tute a stock dividend of 50 percent of the outstanding stock, and to transfer from
surplus account to capital stock account an amount equivalent to such issue. ...

Defendant in error, being the owner of 2,200 shares of the old stock, received cer-
tificates for 1,100 additional shares, of which 18.07 percent, or 198.77 shares, par
value $19,877, were treated as representing surplus earned between March 1,
1913, and January 1, 1916. She was called upon to pay, and did pay under pro-
test, a tax imposed under the Revenue Act of 1916, based upon a supposed in-
come of $19,877 because of the new shares, and, an appeal to the Commissioner

26 Title I. —Income Tax

Part I. — On Individuals”

“Sec. 2. (a) That, subject only to such exemptions and deductions as are hereinafter allowed,
the net income of a taxable person shall include gains, profits, and income derived, ... also
from interest, rent, dividends, securities, or the transaction of any business carried on for gain
or profit, or gains or profits and income derived from any source whatever: Provided, that the
term ‘dividends’ as used in this title shall be held to mean any distribution made or ordered to
be made by a corporation, ... out of its earnings or profits accrued since March first, nineteen
hundred and thirteen, and payable to its shareholders, whether, in cash or in stock of the cor-
poration, ... which stock dividend shall be considered income, to the amount of its cash value.”
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of Internal Revenue having been disallowed, she brought action against the Col-
lector to recover the tax. In her complaint, she alleged the above facts and con-
tended that, in imposing such a tax the Revenue Act of 1916 violated article 1,
82, cl. 3, and Atrticle I, § 9, cl. 4, of the Constitution of the United States, requir-
ing direct taxes to be apportioned according to population, and that the stock divi-
dend was not income within the meaning of the Sixteenth Amendment. A general
demurrer to the complaint was overruled upon the authority of Towne v. Eisner,
245 U. S. 418, and, defendant having failed to plead further, final judgment went
against him. To review it, the present writ of error is prosecuted.

We are constrained to hold that the judgment of the district court must be af-
firmed[.] ...

[I]n view of the importance of the matter, and the fact that Congress in the Reve-
nue Act of 1916 declared (39 Stat. 757) that a “stock dividend shall be considered
income, to the amount of its cash value,” we will deal at length with the constitu-
tional question, incidentally testing the soundness of our previous conclusion.

The Sixteenth Amendment ... did not extend the taxing power to new subjects, but
merely removed the necessity which otherwise might exist for an apportionment
among the states of taxes laid on income. Brushaber v. Union Pacific R. Co.,
240 U. S. 1, 240 U. S. 17-19; Stanton v. Baltic Mining Co., 240 U. S. 103, 240 U.
S. 112 et seq.; Peck & Co. v. Lowe, 247 U. S. 165, 247 U. S. 172-173.

A proper regard for its genesis, as well as its very clear language, requires also
that this amendment shall not be extended by loose construction, so as to repeal or
modify, except as applied to income, those provisions of the Constitution that re-
quire an apportionment according to population for direct taxes upon property,
real and personal. This limitation still has an appropriate and important function,
and is not to be overridden by Congress or disregarded by the courts.

In order, therefore, that ... Article I of the Constitution may have proper force and
effect, save only as modified by the amendment, and that the latter also may have
proper effect, it becomes essential to distinguish between what is and what is not
“income,” as the term is there used, and to apply the distinction, as cases arise,
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according to truth and substance, without regard to form. Congress cannot by any
definition it may adopt conclude the matter, since it cannot by legislation alter the
Constitution, from which alone it derives its power to legislate, and within whose
limitations alone that power can be lawfully exercised.

The fundamental relation of “capital” to “income” has been much discussed by
economists, the former being likened to the tree or the land, the latter to the fruit
or the crop; the former depicted as a reservoir supplied from springs, the latter as
the outlet stream, to be measured by its flow during a period of time. For the pre-
sent purpose, we require only a clear definition of the term “income,” as used in
common speech, in order to determine its meaning in the amendment, and, having
formed also a correct judgment as to the nature of a stock dividend, we shall find
it easy to decide the matter at issue.

After examining dictionaries in common use (Bouv. L.D.; Standard Dict.; Web-
ster’s Internat. Dict.; Century Dict.), we find little to add to the succinct definition
adopted in two cases arising under the Corporation Tax Act of 1909 (Stratton’s
Independence v. Howbert, 231 U. S. 399, 231 U. S. 415; Doyle v. Mitchell Bros.
Co., 247 U. S. 179, 247 U. S. 185), “Income may be defined as the gain derived
from capital, from labor, or from both combined,” provided it be understood to
include profit gained through a sale or conversion of capital assets ...

Brief as it is, it indicates the characteristic and distinguishing attribute of income
essential for a correct solution of the present controversy. The government, alt-
hough basing its argument upon the definition as quoted, placed chief emphasis
upon the word “gain,” which was extended to include a variety of meanings;
while the significance of the next three words was either overlooked or miscon-
ceived. “Derived from capital;” “the gain derived from capital,” etc. Here, we
have the essential matter: not a gain accruing to capital; not a growth or increment
of value in the investment; but a gain, a profit, something of exchangeable value,
proceeding from the property, severed from the capital, however invested or em-
ployed, and coming in, being “derived” — that is, received or drawn by the recipi-
ent (the taxpayer) for his separate use, benefit and disposal — that is income de-
rived from property. Nothing else answers the description.

The same fundamental conception is clearly set forth in the Sixteenth Amendment
— “incomes, from whatever source derived” — the essential thought being ex-
pressed with a conciseness and lucidity entirely in harmony with the form and
style of the Constitution.
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Can a stock dividend, considering its essential character, be brought within the
definition? To answer this, regard must be had to the nature of a corporation and
the stockholder’s relation to it. We refer, of course, to a corporation such as the
one in the case at bar, organized for profit, and having a capital stock divided into
shares to which a nominal or par value is attributed.

Certainly the interest of the stockholder is a capital interest, and his certificates of
stock are but the evidence of it. They state the number of shares to which he is
entitled and indicate their par value and how the stock may be transferred. They
show that he or his assignors, immediate or remote, have contributed capital to the
enterprise, that he is entitled to a corresponding interest proportionate to the
whole, entitled to have the property and business of the company devoted during
the corporate existence to attainment of the common objects, entitled to vote at
stockholders’ meetings, to receive dividends out of the corporation’s profits if and
when declared, and, in the event of liquidation, to receive a proportionate share of
the net assets, if any, remaining after paying creditors. Short of liquidation, or
until dividend declared, he has no right to withdraw any part of either capital or
profits from the common enterprise; on the contrary, his interest pertains not to
any part, divisible or indivisible, but to the entire assets, business, and affairs of
the company. Nor is it the interest of an owner in the assets themselves, since the
corporation has full title, legal and equitable, to the whole. The stockholder has
the right to have the assets employed in the enterprise, with the incidental rights
mentioned; but, as stockholder, he has no right to withdraw, only the right to per-
sist, subject to the risks of the enterprise, and looking only to dividends for his
return. If he desires to dissociate himself from the company, he can do so only by
disposing of his stock.

For bookkeeping purposes, the company acknowledges a liability in form to the
stockholders equivalent to the aggregate par value of their stock, evidenced by a
“capital stock account.” If profits have been made and not divided, they create
additional bookkeeping liabilities under the head of “profit and loss,” “undivided
profits,” “surplus account,” or the like. None of these, however, gives to the
stockholders as a body, much less to any one of them, either a claim against the
going concern for any particular sum of money or a right to any particular portion
of the assets or any share in them unless or until the directors conclude that divi-
dends shall be made and a part of the company’s assets segregated from the com-
mon fund for the purpose. The dividend normally is payable in money, under ex-
ceptional circumstances in some other divisible property, and when so paid, then
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only (excluding, of course, a possible advantageous sale of his stock or winding-
up of the company) does the stockholder realize a profit or gain which becomes
his separate property, and thus derive income from the capital that he or his pre-
decessor has invested.

In the present case, the corporation had surplus and undivided profits invested in
plant, property, and business, and required for the purposes of the corporation,
amounting to about $45,000,000, in addition to outstanding capital stock of
$50,000,000. In this, the case is not extraordinary. The profits of a corporation,
as they appear upon the balance sheet at the end of the year, need not be in the
form of money on hand in excess of what is required to meet current liabilities
and finance current operations of the company. Often, especially in a growing
business, only a part, sometimes a small part, of the year’s profits is in property
capable of division, the remainder having been absorbed in the acquisition of in-
creased plant, equipment, stock in trade, or accounts receivable, or in decrease of
outstanding liabilities. When only a part is available for dividends, the balance of
the year’s profits is carried to the credit of undivided profits, or surplus, or some
other account having like significance. If thereafter the company finds itself in
funds beyond current needs, it may declare dividends out of such surplus or undi-
vided profits; otherwise it may go on for years conducting a successful business,
but requiring more and more working capital because of the extension of its oper-
ations, and therefore unable to declare dividends approximating the amount of its
profits. Thus, the surplus may increase until it equals or even exceeds the par
value of the outstanding capital stock. This may be adjusted upon the books in
the mode adopted in the case at bar — by declaring a “stock dividend.” This, how-
ever, is no more than a book adjustment, in essence — not a dividend, but rather
the opposite; no part of the assets of the company is separated from the common
fund, nothing distributed except paper certificates that evidence an antecedent in-
crease in the value of the stockholder’s capital interest resulting from an accumu-
lation of profits by the company, but profits so far absorbed in the business as to
render it impracticable to separate them for withdrawal and distribution. In order
to make the adjustment, a charge is made against surplus account with corre-
sponding credit to capital stock account, equal to the proposed “dividend;” the
new stock is issued against this and the certificates delivered to the existing
stockholders in proportion to their previous holdings. This, however, is merely
bookkeeping that does not affect the aggregate assets of the corporation or its out-
standing liabilities; it affects only the form, not the essence, of the “liability”
acknowledged by the corporation to its own shareholders, and this through a read-
justment of accounts on one side of the balance sheet only, increasing “capital
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stock” at the expense of “surplus”; it does not alter the preexisting proportionate
interest of any stockholder or increase the intrinsic value of his holding or of the
aggregate holdings of the other stockholders as they stood before. The new certif-
icates simply increase the number of the shares, with consequent dilution of the
value of each share.

A “stock dividend” shows that the company’s accumulated profits have been
capitalized, instead of distributed to the stockholders or retained as surplus availa-
ble for distribution in money or in kind should opportunity offer. Far from being
a realization of profits of the stockholder, it tends rather to postpone such realiza-
tion, in that the fund represented by the new stock has been transferred from sur-
plus to capital, and no longer is available for actual distribution.

The essential and controlling fact is that the stockholder has received nothing out
of the company’s assets for his separate use and benefit; on the contrary, every
dollar of his original investment, together with whatever accretions and accumula-
tions have resulted from employment of his money and that of the other stock-
holders in the business of the company, still remains the property of the company,
and subject to business risks which may result in wiping out the entire investment.
Having regard to the very truth of the matter, to substance and not to form, he has
received nothing that answers the definition of income within the meaning of the
Sixteenth Amendment.

We are clear that not only does a stock dividend really take nothing from the
property of the corporation and add nothing to that of the shareholder, but that the
antecedent accumulation of profits evidenced thereby, while indicating that the
shareholder is the richer because of an increase of his capital, at the same time
shows he has not realized or received any income in the transaction.

It is said that a stockholder may sell the new shares acquired in the stock divi-
dend, and so he may, if he can find a buyer. It is equally true that, if he does sell,
and in doing so realizes a profit, such profit, like any other, is income, and, so far
as it may have arisen since the Sixteenth Amendment, is taxable by Congress
without apportionment. The same would be true were he to sell some of his orig-
inal shares at a profit. But if a shareholder sells dividend stock, he necessarily
disposes of a part of his capital interest, just as if he should sell a part of his old
stock, either before or after the dividend. What he retains no longer entitles him
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to the same proportion of future dividends as before the sale. His part in the con-
trol of the company likewise is diminished. Thus, if one holding $60,000 out of a
total $100,000 of the capital stock of a corporation should receive in common
with other stockholders a 50 percent stock dividend, and should sell his part, he
thereby would be reduced from a majority to a minority stockholder, having six-
fifteenths instead of six-tenths of the total stock outstanding. A corresponding
and proportionate decrease in capital interest and in voting power would befall a
minority holder should he sell dividend stock, it being in the nature of things im-
possible for one to dispose of any part of such an issue without a proportionate
disturbance of the distribution of the entire capital stock and a like diminution of
the seller’s comparative voting power — that “right preservative of rights” in the
control of a corporation. Yet, without selling, the shareholder, unless possessed
of other resources, has not the wherewithal to pay an income tax upon the divi-
dend stock. Nothing could more clearly show that to tax a stock dividend is to tax
a capital increase, and not income, than this demonstration that, in the nature of
things, it requires conversion of capital in order to pay the tax.

Conceding that the mere issue of a stock dividend makes the recipient no richer
than before, the government nevertheless contends that the new certificates meas-
ure the extent to which the gains accumulated by the corporation have made him
the richer. There are two insuperable difficulties with this. In the first place, it
would depend upon how long he had held the stock whether the stock dividend
indicated the extent to which he had been enriched by the operations of the com-
pany; unless he had held it throughout such operations, the measure would not
hold true. Secondly, and more important for present purposes, enrichment
through increase in value of capital investment is not income in any proper mean-
ing of the term.

It is said there is no difference in principle between a simple stock dividend and a
case where stockholders use money received as cash dividends to purchase addi-
tional stock contemporaneously issued by the corporation. But an actual cash div-
idend, with a real option to the stockholder either to keep the money for his own
or to reinvest it in new shares, would be as far removed as possible from a true
stock dividend, such as the one we have under consideration, where nothing of
value is taken from the company’s assets and transferred to the individual owner-
ship of the several stockholders and thereby subjected to their disposal
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Thus, from every point of view, we are brought irresistibly to the conclusion that
neither under the Sixteenth Amendment nor otherwise has Congress power to tax
without apportionment a true stock dividend made lawfully and in good faith, or
the accumulated profits behind it, as income of the stockholder. The Revenue Act
of 1916, insofar as it imposes a tax upon the stockholder because of such divi-
dend, contravenes the provisions of Article I, 8 2, cl. 3, and Article I, § 9, cl. 4, of
the Constitution, and to this extent is invalid notwithstanding the Sixteenth
Amendment.

Judgment affirmed.
Mr. Justice Holmes, dissenting. [omitted]

MR. JUSTICE BRANDEIS delivered the following opinion, in which MR.
JUSTICE CLARKE concurred.

Financiers, with the aid of lawyers, devised long ago two different methods by
which a corporation can, without increasing its indebtedness, keep for corporate
purposes accumulated profits, and yet, in effect, distribute these profits among its
stockholders. One method is a simple one. The capital stock is increased; the
new stock is paid up with the accumulated profits, and the new shares of paid-up
stock are then distributed among the stockholders pro rata as a dividend. If the
stockholder prefers ready money to increasing his holding of the stock in the
company, he sells the new stock received as a dividend. The other method is
slightly more complicated. Arrangements are made for an increase of stock to be
offered to stockholders pro rata at par, and at the same time for the payment of a
cash dividend equal to the amount which the stockholder will be required to pay
to the company, if he avails himself of the right to subscribe for his pro rata of the
new stock. If the stockholder takes the new stock, as is expected, he may endorse
the dividend check received to the corporation, and thus pay for the new stock. In
order to ensure that all the new stock so offered will be taken, the price at which it
is offered is fixed far below what it is believed will be its market value. If the
stockholder prefers ready money to an increase of his holdings of stock, he may
sell his right to take new stock pro rata, which is evidenced by an assignable in-
strument. In that event the purchaser of the rights repays to the corporation, as the
subscription price of the new stock, an amount equal to that which it had paid as a
cash dividend to the stockholder.
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Both of these methods of retaining accumulated profits while in effect distributing
them as a dividend had been in common use in the United States for many years
prior to the adoption of the Sixteenth Amendment. They were recognized equiva-
lents. ...

It thus appears that, among financiers and investors, the distribution of the stock,
by whichever method effected, is called a stock dividend; that the two methods by
which accumulated profits are legally retained for corporate purposes and at the
same time distributed as dividends are recognized by them to be equivalents, and
that the financial results to the corporation and to the stockholders of the two
methods are substantially the same, unless a difference results from the applica-
tion of the federal income tax law.

It is conceded that, if the stock dividend paid to Mrs. Macomber had been made
by the more complicated method [of] issuing rights to take new stock pro rata and
paying to each stockholder simultaneously a dividend in cash sufficient in amount
to enable him to pay for this pro rata of new stock to be purchased — the dividend
so paid to him would have been taxable as income, whether he retained the cash
or whether he returned it to the corporation in payment for his pro rata of new
stock. But it is contended that, because the simple method was adopted of having
the new stock issued direct to the stockholders as paid-up stock, the new stock is
not to be deemed income, whether she retained it or converted it into cash by sale.
If such a different result can flow merely from the difference in the method pur-
sued, it must be because Congress is without power to tax as income of the stock-
holder either the stock received under the latter method or the proceeds of its sale,
for Congress has, by the provisions in the Revenue Act of 1916, expressly de-
clared its purpose to make stock dividends, by whichever method paid, taxable as
income.

... Is there anything in the phraseology of the Sixteenth Amendment or in the na-
ture of corporate dividends which should lead to a [conclusion] ... that Congress is
powerless to prevent a result so extraordinary as that here contended for by the
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stockholder?

First. The term “income,” when applied to the investment of the stockholder in a
corporation, had, before the adoption of the Sixteenth Amendment, been com-
monly understood to mean the returns from time to time received by the stock-
holder from gains or earnings of the corporation. A dividend received by a stock-
holder from a corporation may be either in distribution of capital assets or in dis-
tribution of profits. Whether it is the one or the other is in no way affected by the
medium in which it is paid, nor by the method or means through which the partic-
ular thing distributed as a dividend was procured. If the dividend is declared pay-
able in cash, the money with which to pay it is ordinarily taken from surplus cash
in the treasury. ...

... [W]hether a dividend declared payable from profits shall be paid in cash or in
some other medium is also wholly a matter of financial management. If some
other medium is decided upon, it is also wholly a question of financial manage-
ment whether the distribution shall be, for instance, in bonds, scrip or stock of an-
other corporation or in issues of its own. And if the dividend is paid in its own
issues, why should there be a difference in result dependent upon whether the dis-
tribution was made from such securities then in the treasury or from others to be
created and issued by the company expressly for that purpose? So far as the dis-
tribution may be made from its own issues of bonds, or preferred stock created
expressly for the purpose, it clearly would make no difference, in the decision of
the question whether the dividend was a distribution of profits, that the securities
had to be created expressly for the purpose of distribution. If a dividend paid in
securities of that nature represents a distribution of profits, Congress may, of
course, tax it as income of the stockholder. Is the result different where the secu-
rity distributed is common stock?

Second. It has been said that a dividend payable in bonds or preferred stock cre-
ated for the purpose of distributing profits may be income and taxable as such, but
that the case is different where the distribution is in common stock created for that
purpose. Various reasons are assigned for making this distinction. One is that the
proportion of the stockholder’s ownership to the aggregate number of the shares
of the company is not changed by the distribution. But that is equally true where
the dividend is paid in its bonds or in its preferred stock. Furthermore, neither
maintenance nor change in the proportionate ownership of a stockholder in a cor-
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poration has any bearing upon the question here involved. Another reason as-
signed is that the value of the old stock held is reduced approximately by the val-
ue of the new stock received, so that the stockholder, after receipt of the stock
dividend, has no more than he had before it was paid. That is equally true wheth-
er the dividend be paid in cash or in other property — for instance, bonds, scrip, or
preferred stock of the company. The payment from profits of a large cash divi-
dend, and even a small one, customarily lowers the then market value of stock
because the undivided property represented by each share has been correspond-
ingly reduced. The argument which appears to be most strongly urged for the
stockholders is that, when a stock dividend is made, no portion of the assets of the
company is thereby segregated for the stockholder. But does the issue of new
bonds or of preferred stock created for use as a dividend result in any segregation
of assets for the stockholder? In each case, he receives a piece of paper which en-
titles him to certain rights in the undivided property. Clearly, segregation of as-
sets in a physical sense is not an essential of income. The year’s gains of a part-
ner is [sic] taxable as income although there, likewise, no segregation of his share
in the gains from that of his partners is had.

Third. The government urges that it would have been within the power of Con-
gress to have taxed as income of the stockholder his pro rata share of undistribut-
ed profits earned even if no stock dividend representing it had been paid. Strong
reasons may be assigned for such a view. [citation omitted]. The undivided share
of a partner in the year’s undistributed profits of his firm is taxable as income of
the partner although the share in the gain is not evidenced by any action taken by
the firm. Why may not the stockholder’s interest in the gains of the company?
The law finds no difficulty in disregarding the corporate fiction whenever that is
deemed necessary to attain a just result. [citations omitted]. The stockholder’s
interest in the property of the corporation differs not fundamentally, but in form
only, from the interest of a partner in the property of the firm. There is much au-
thority for the proposition that, under our law, a partnership or joint stock compa-
ny is just as distinct and palpable an entity in the idea of the law, as distinguished
from the individuals composing it, as is a corporation. No reason appears, why
Congress, in legislating under a grant of power so comprehensive as that authoriz-
ing the levy of an income tax, should be limited by the particular view of the rela-
tion of the stockholder to the corporation and its property which may, in the ab-
sence of legislation, have been taken by this Court. But we have no occasion to
decide the question whether Congress might have taxed to the stockholder his un-
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divided share of the corporation’s earnings. For Congress has in this act limited
the income tax to that share of the stockholder in the earnings which is, in effect,
distributed by means of the stock dividend paid. In other words, to render the
stockholder taxable, there must be both earnings made and a dividend paid. Nei-
ther earnings without dividend nor a dividend without earnings subjects the
stockholder to taxation under the Revenue Act of 1916.

Capital and Surplus: The opinions in this case provide a primer on corporation law.
A corporation’s shareholders are its owners. They pay money (or transfer other
property) to the corporation to purchase shares that represent ownership of the
corporation’s productive capital. Once the corporation begins to operate, it earns
profits. The corporation might choose not to retain these profits and to distribute
them to its shareholders as dividends. Alternatively, the corporation might not dis-
tribute the profits. Instead, it might hold the profits for later distribution and/or use
the profits to acquire still more productive capital assets. Corporation law re-
quired that the “capital stock account” and the “surplus account” be separately
accounted for.

*Sections 301 and 316 still implement this scheme. Dividends are taxable as in-
come to a shareholder only if a corporation pays them from “earnings and prof-
its.”

Fourth. ...

Fifth. ...

Sixth. If stock dividends representing profits are held exempt from taxation under
the Sixteenth Amendment, the owners of the most successful businesses in Amer-
ica will, as the facts in this case illustrate, be able to escape taxation on a large
part of what is actually their income. So far as their profits are represented by
stock received as dividends, they will pay these taxes not upon their income, but
only upon the income of their income. That such a result was intended by the
people of the United States when adopting the Sixteenth Amendment is incon-
ceivable. Our sole duty is to ascertain their intent as therein expressed. In terse,
comprehensive language befitting the Constitution, they empowered Congress “to
lay and collect taxes on incomes from whatever source derived.” They intended to
include thereby everything which by reasonable understanding can fairly be re-
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garded as income. That stock dividends representing profits are so regarded not
only by the plain people, but by investors and financiers and by most of the courts
of the country, is shown beyond peradventure by their acts and by their utteranc-
es. It seems to me clear, therefore, that Congress possesses the power which it
exercised to make dividends representing profits taxable as income whether the
medium in which the dividend is paid be cash or stock, and that it may define, as
it has done, what dividends representing profits shall be deemed income. It surely
is not clear that the enactment exceeds the power granted by the Sixteenth
Amendment. ...

Notes and questions:

1. In Macomber, consider the different views of the excerpted opinions of a cor-
poration. Recall that under the SHS definition of income, an addition to an in-
vestment is taxable income, but a mere change in the form in which wealth is held
is not a taxable event. Consider how the two opinions implicitly?” handle these
points. Is one view better than the other? Why?

2. If ten shareholders each contribute $100,000 upon the formation of a corpora-
tion so that the corporation’s paid-in capital is $1M and two years later the fair
market value (fmv) of the corporation’s assets has not changed but the corporation
has accumulated undistributed profits of $200,000, what would be the fmv of each
shareholder’s shares?
e s it even possible to avoid merging the capital and profits accounts of
a corporation when considering whether a shareholder has enjoyed an
increment to his consumption rights?

27 There was no SHS definition of “income” in 1919.
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Substance and Form: The argument of Justice Brandeis that two
methods that accomplish the same thing should bear the same tax
consequences — i.e., that substance should prevail over form — applies
on many occasions in tax law. However, tax law does not treat the
two methods he describes in the first paragraph of his opinion by
which a corporation can in effect distribute its accumulated profits
without increasing its indebtedness as “equivalent.” §§ 305(a),
305(b)(1).

*Moreover, the law of corporate tax does not treat equity interests
(stock) and creditor interests (debt) as equivalent — and so treats dis-
tributions of stock and debt differently.

Should each shareholder pay income tax on a share’s increased fmv if
the corporation does not distribute the profits?

3. Does the concept of realization determine when taxpayer may spend an incre-
ment to his consumption rights on consumption as he sees fit? If the corporation
will not pay out undistributed profits, why can’t the shareholder simply borrow
against his share of the undistributed profits? The interest taxpayer must pay is
simply the (nominal?) cost of spending money that he “owns” but is not entitled

to receive.

4. What exactly is the holding of the majority with respect to the meaning of “in-
come” under the Sixteenth Amendment? Which of the following are critical?

That shareholder did not “realize” any income and that without realiza-
tion, there is no “income?”

That shareholder did not receive any property for his use and benefit
and that in the absence of such receipt, there is no “income?”

The Corporation as Separate Entity: The most important point of any
dissent is that it is a dissent. Notice that Justice Brandeis would tax
shareholders in the same manner that partners in a partnership are
taxed on undistributed earnings. His view did not prevail. This fact
firmly established the identity of a corporation as separate from its
shareholders — unlike a partnership and its partners.

That a corporation’s undistributed accumulations do not constitute “in-
come” to a shareholder?
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e That if the corporation does not segregate particular assets for the
shareholder, there is no “income?”

e That shareholder’s receipt of shares did not alter his underlying inter-
est in the corporation or make him richer, so the receipt of such shares
IS not “income” within the Sixteenth Amendment?

5. This case is often said to stand for the proposition that “income” within the
Sixteenth Amendment must be “realized?” True?

6. Justice Brandeis’s parade of horribles has come to pass. We tax dividends dif-
ferently depending on how they are distributed. § 305. We tax partners on undis-
tributed income but not corporate shareholders. Corporations do hold onto income
so that shareholders do not have to pay income tax. The Republic has survived.

7. Is a stock dividend an increment to taxpayer’s store of rights of consumption?
We tax all income once. When (and how) is a stock dividend taxed?

8. Income is taxed only once. “Basis” is money that will not again be subject to
income tax, usually because it has already been subject to tax. Thus, basis is the
means by which we keep score with the government. Mrs. Macomber owned
2200 shares of Standard Oil. Let’s say that she paid $220,000 for these shares,
i.e., $100/share. After receiving the stock dividend, she owned 3300 shares.
e What should be her basis in both the original 2200 shares and the 1100
dividend shares?
e Suppose Justice Brandeis’s view had prevailed. What should be her basis
in the original 2200 shares and in the 1100 dividend shares?
e Justice Brandeis acknowledged that he would tax corporate shareholders
in the same manner as partners in a partnership are taxed.
0 How do you think partners are taxed on undistributed partnership
profits?
0 How should that change a partner’s basis in his partnership inter-
est?
0 What should happen to the partner’s basis in his partnership inter-
est if he later withdraws cash or property from the partnership?

Commissioner v. Glenshaw Glass Co., 348 U.S. 426 (1955)

Mr. Chief Justice WARREN delivered the opinion of the Court.
57



This litigation involves two cases with independent factual backgrounds yet pre-
senting the identical issue. ... The common question is whether money received
as exemplary damages for fraud or as the punitive two-thirds portion of a treble-
damage antitrust recovery must be reported by a taxpayer as gross income under
[8 61] of the Internal Revenue Code. [footnote omitted] In a single opinion, 211
F.2d 928, the Court of Appeals [for the Third Circuit] affirmed the Tax Court’s
separate rulings in favor of the taxpayers. [citation omitted] Because of the fre-
quent recurrence of the question and differing interpretations by the lower courts
of this Court’s decisions bearing upon the problem, we granted the Commissioner
of the Internal Revenue’s ensuing petition for certiorari. [citation omitted]

The facts of the cases were largely stipulated and are not in dispute. So far as per-
tinent they are as follows:

Commissioner v. Glenshaw Glass Co. — The Glenshaw Glass Company, a Penn-
sylvania corporation, manufactures glass bottles and containers. It was engaged
in protracted litigation with the Hartford-Empire Company, which manufactures
machinery of a character used by Glenshaw. Among the claims advanced by
Glenshaw were demands for exemplary damages for fraud [footnote omitted] and
treble damages for injury to its business by reason of Hartford’s violation of the
federal antitrust laws. [footnote omitted] In December, 1947, the parties con-
cluded a settlement of all pending litigation, by which Hartford paid Glenshaw
approximately $800,000. Through a method of allocation which was approved by
the Tax Court, [citation omitted], and which is no longer in issue, it was ultimate-
ly determined that, of the total settlement, $324,529.94 represented payment of
punitive damages for fraud and antitrust violations. Glenshaw did not report this
portion of the settlement as income for the tax year involved. The Commissioner
determined a deficiency claiming as taxable the entire sum less only deductible
legal fees. ...

Commissioner v. William Goldman Theatres, Inc. — William Goldman Theatres,
Inc., a Delaware corporation operating motion picture houses in Pennsylvania,
sued Loew’s, Inc., alleging a violation of the federal antitrust laws and seeking
treble damages. ... It was found that Goldman has suffered a loss of profits equal
to $125,000 and was entitled to treble damages in the sum of $375,000.
Goldman reported only $125,000 of the recovery as gross income and claimed
that the $250,000 balance constituted punitive damages and as such was not taxa-
ble. ...
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It is conceded by the respondents that there is no constitutional barrier to the im-
position of a tax on punitive damages. Our question is one of statutory construc-
tion: are these payments comprehended by § [61](a)?

The sweeping scope of the controverted statute is readily apparent: ...

This Court has frequently stated that this language was used by Congress to exert
in this field ‘the full measure of its taxing power.” [citations omitted] Respond-
ents contend that punitive damages, characterized as ‘windfalls’ flowing from the
culpable conduct of third parties, are not within the scope of the section. But
Congress applied no limitations as to the source of taxable receipts, nor restrictive
labels as to their nature. And the Court has given a liberal construction to this
broad phraseology in recognition of the intention of Congress to tax all gains ex-
cept those specifically exempted. [citations omitted] ... [Our] decisions demon-
strate that we cannot but ascribe content to the catchall provision of [§ 61(a)],
‘gains or profits and income derived from any source whatever.” The importance
of that phrase has been too frequently recognized since its first appearance in the
Revenue Act of 1913 [footnote omitted] to say now that it adds nothing to the
meaning of ‘gross income.’

Nor can we accept respondents’ contention that a narrower reading of [§ 61(a)] is
required by the Court’s characterization of income in Eisner v. Macomber, 252
U.S. 189, 207, as “the gain derived from capital, from labor, or from both com-
bined.” [footnote omitted] ... In that context — distinguishing gain from capital —
the definition served a useful purpose. But it was not meant to provide a touch-
stone to all future gross income questions. [citations omitted]

Here we have instances of undeniable accessions to wealth, clearly realized, and
over which the taxpayers have complete dominion. The mere fact that the pay-
ments were extracted from the wrongdoers as punishment for unlawful conduct
cannot detract from their character as taxable income to the recipients. Respond-
ents concede, as they must, that the recoveries are taxable to the extent they com-
pensate for damages actually incurred. It would be an anomaly that could not be
justified in the absence of clear congressional intent to say that a recovery for ac-
tual damages is taxable but not the additional amount extracted as punishment for
the same conduct which caused the injury. And we find no such evidence of in-
tent to exempt these payments.
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Reversed.
Mr. Justice DOUGLAS dissents. ...

Notes and Questions:

1. Taxpayers acknowledged that Congress could constitutionally impose a tax on
punitive damages. Interestingly, the Supreme Court has indeed observed many
times that Congress exercised all of the power granted it by the Sixteenth
Amendment. How much room does this really leave for a taxpayer to argue that
Congress could tax windfalls but had not? Taxpayer may still argue that it’s not
income, and there is no other tax on punitive damages.

2. Memorize the elements of “gross income” stated in the first sentence of the last
paragraph of the case. You’ll have to do this eventually, so save some time and do
it now.

3. SHS holds that income includes all rights exercised in consumption plus
changes in a taxpayer’s wealth. Does the phrase *“accessions to wealth” encom-
pass more or less than that?

4. Is the receipt of any accession to wealth, e.g., receiving exemplary damages,
what most people think of as “income?” If not, what objectives does the Tax Code
implicitly pursue by including all accessions to wealth in a taxpayer’s taxable in-
come?

5. The following case provides a good primer (review) of Congress’s constitu-
tional power to tax, a matter of considerable importance in today’s controversies
concerning the financing of health care.

6. Read 8 104(a)(2), including the carryout paragraph at the end of § 104(a).
Murphy v. Internal Revenue Service, 493 F.3d 170 (CADC 2007), cert. denied,
553 U.S. 1004 (2008).

On Rehearing
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GINSBURG, Chief Judge:

I. Background

[After successfully complaining to the Department of Labor that her employer
had blacklisted her in violation of various whistle-blower statutes, the Secretary of
Labor ordered Marrita Murphy’s former employer to remove any adverse refer-
ences about Murphy from the files of the Office of Personnel Management and
remanded the case to determine compensatory damages. On remand, a psycholo-
gist testified that Murphy suffered both “somatic” and “emotional” injuries along
with other “physical manifestations of stress, i.e., anxiety attacks, shortness of
breath and dizziness. Also, Murphy’s medical records revealed she suffered from
bruxism (teeth grinding), a condition often associated with stress that can cause
permanent tooth damage. Murphy received an award of $45,000 for past and fu-
ture emotional distress and $25,000 for damage to her vocational reputation.
Murphy included the $70,000 in her gross income, but later filed an amended re-
turn claiming that she was entitled to a refund because I.R.C. § 104(a)(2) exclud-
ed the $70,000 from her gross income. Murphy provided medical records docu-
menting her physical injury and physical sickness. The IRS concluded that Mur-
phy failed to prove that the compensation damages were attributable to “physical
injury” or “physical sickness” and that I.R.C. 8 104(a)(2) applied to her case.
Hence, it rejected her claim for a refund. Murphy sued the IRS and the United
States in federal district court.

Murphy argued: (1) I1.R.C. 8 104(a)(2) excluded the compensatory damages from
her gross income because the award was for “physical personal injuries;” (2) tax-
ing her award is unconstitutional because her damages were not “income” within
the meaning of the Sixteenth Amendment. The district court rejected all of Mur-
phy’s claims, and granted summary judgment for the IRS and the Government.
Murphy appealed. On appeal, the court, 460 F.3d 79 (CADC 2006), reversed the
district court’s decision, concluding that I1.R.C. § 104(a)(2) did not exclude Mur-
phy’s award from her gross income, but that her award was not “income” within
the Sixteenth Amendment. The Government petitioned for a rehearing and ar-
gued that even if Murphy’s award was not “income” within the Sixteenth
Amendment, there was no “constitutional impediment” to taxing Murphy’s award
because a tax on such an award is not a direct tax and the tax is imposed uniform-
ly. On rehearing, the court held that Murphy could not sue the IRS but could sue
the United States.]
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... In the present opinion, we affirm the judgment of the district court based upon
the newly argued ground that Murphy’s award, even if it is not income within the
meaning of the Sixteenth Amendment, is within the reach of the congressional
power to tax under Article I, Section 8 of the Constitution.

Il. Analysis

B. Section 104(a)(2) of the IRC

Section 104(a) (“Compensation for injuries or sickness”) provides that “gross in-
come [under § 61 of the IRC] does not include the amount of any damages (other
than punitive damages) received ... on account of personal physical injuries or
physical sickness.” 26 U.S.C. 8§ 104(a)(2). Since 1996 it has further provided
that, for purposes of this exclusion, “emotional distress shall not be treated as a
physical injury or physical sickness.” 1d. § 104(a). ...

... In O’Gilvie v. United States, 519 U.S. 79 (1996), the Supreme Court read that
phrase to require a “strong[ ] causal connection,” thereby making § 104(a)(2)
“applicable only to those personal injury lawsuit damages that were awarded by
reason of, or because of, the personal injuries.” The Court specifically rejected a
“but-for” formulation in favor of a “stronger causal connection.” ...

... Murphy no doubt suffered from certain physical manifestations of emotional
distress, but the record clearly indicates the Board awarded her compensation only
“for mental pain and anguish” and “for injury to professional reputation.” ... [W]e
conclude Murphy’s damages were not “awarded by reason of, or because of, ...
[physical] personal injuries,” O’Gilvie, 519 U.S. at 83. Therefore, § 104(a)(2)
does not permit Murphy to exclude her award from gross income.?

28 Insofar as compensation for nonphysical personal injuries appeats to be excludable from gross
income under 26 C.F.R. § 1.104-1, the regulation conflicts with the plain text of § 104(a)(2); in these
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C. Section 61 of the IRC

Murphy and the Government agree that for Murphy’s award to be taxable, it must
be part of her “gross income” as defined by § 61(a) ..., which states in relevant
part: “gross income means all income from whatever source derived.” The Su-
preme Court has interpreted the section broadly to extend to “all economic gains
not otherwise exempted.” Comm’r v. Banks, 543 U.S. 426, 433 (2005); see also,
e.g., [citation omitted]; Comm’r v. Glenshaw Glass Co., 348 U.S. 426, 430 (“the
Court has given a liberal construction to [“gross income”] in recognition of the
intention of Congress to tax all gains except those specifically exempted”).
“Gross income” in 8 61(a) is at least as broad as the meaning of “incomes” in the
Sixteenth Amendment. [footnote omitted]. See Glenshaw Glass, 348 U.S. at 429,
432 n. 11 (quoting H.R.Rep. No. 83-1337, at A18 (1954), reprinted in 1954
U.S.C.C.A.N. 4017, 4155); [citation omitted].

Murphy argues her award is not a gain or an accession to wealth and therefore not
part of gross income. Noting the Supreme Court has long recognized “the princi-
ple that a restoration of capital [i]s not income; hence it [falls] outside the defini-
tion of ‘“income’ upon which the law impose[s] a tax,” O’Gilvie, 519 U.S. at 84;
[citations omitted], Murphy contends a damage award for personal injuries — in-
cluding nonphysical injuries — should be viewed as a return of a particular form of
capital — “human capital,” as it were. See GARY S. BECKER, HUMAN CAPITAL (1st
ed.1964); Gary S. Becker, The Economic Way of Looking at Life, Nobel Lecture
(Dec. 9, 1992), in NOBEL LECTURES IN ECONOMIC SCIENCES 1991-1995, at 43-45
(Torsten Persson ed., 1997). ...

circumstances the statute clearly controls. See Brown v. Gardner, 513 U.S. 115, 122 (1994) (finding

“no antidote to [a regulation’s] clear inconsistency with a statute”).
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Determining gain or loss on disposition of property: Section 1001 establishes a
formula for determining gain or loss on the sale or other disposition of proper-
ty. To determine gain, subtract adjusted basis from the amount realized.
§ 1001(a). We abbreviate this as AR ]
amount realized from adjusted basis. § 1001(a). Section 1001 does not im-
pose any tax or determine any income; it simply provides a means of measur-
ing gain or loss. Section 1012 defines “basis” to be the cost of property. Sec-
tion 1011(a) defines “adjusted basis” to be “basis” as “adjusted.” Section
1016 names occasions for adjusting basis.

Finally, Murphy argues her interpretation of 8 61 is reflected in the common law
of tort and the provisions in various environmental statutes and Title VII of the
Civil Rights Act of 1964, all of which provide for “make whole” relief. See, e.g.,
42 U.S.C. § 1981a; 15 U.S.C. 8 2622. If a recovery of damages designed to “make
whole” the plaintiff is taxable, she reasons, then one who receives the award has
not been made whole after tax. Section 61 should not be read to create a conflict
between the tax code and the “make whole” purpose of the various statutes.

The Government disputes Murphy’s interpretation on all fronts. First, noting “the
definition [of gross income in the IRC] extends broadly to all economic gains,”
Banks, 543 U.S. at 433, the Government asserts Murphy “undeniably had eco-
nomic gain because she was better off financially after receiving the damages
award than she was prior to receiving it.” Second, the Government argues that the
case law Murphy cites does not support the proposition that the Congress lacks
the power to tax as income recoveries for personal injuries. ...

Finally, the Government argues that even if the concept of human capital is built
into § 61, Murphy’s award is nonetheless taxable because Murphy has no tax ba-
sis in her human capital. Under the IRC, a taxpayer’s gain upon the disposition of
property is the difference between the “amount realized” from the disposition and
his basis in the property, 26 U.S.C. § 1001, defined as “the cost of such property,”
id. 8 1012, adjusted “for expenditures, receipts, losses, or other items, properly
chargeable to [a] capital account,” id. § 1016(a)(1). The Government asserts,
“The Code does not allow individuals to claim a basis in their human capital;”
accordingly, Murphy’s gain is the full value of the award. See Roemer v.
Comm’r, 716 F.2d 693, 696 n. 2 (9th Cir.1983) (“Since there is no tax basis in a
person’s health and other personal interests, money received as compensation for
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an injury to those interests might be considered a realized accession to wealth”)
(dictum).

Although Murphy and the Government focus primarily upon whether Murphy’s
award falls within the definition of income first used in Glenshaw Glass [footnote
omitted], coming within that definition is not the only way in which § 61(a) could
be held to encompass her award. Principles of statutory interpretation could show
§ 61(a) includes Murphy’s award in her gross income regardless whether it was
an “accession to wealth,” as Glenshaw Glass requires. For example, if § 61(a)
were amended specifically to include in gross income “$100,000 in addition to all
other gross income,” then that additional sum would be a part of gross income
under 8 61 even though no actual gain was associated with it. In other words, alt-
hough the “Congress cannot make a thing income which is not so in fact,” Burk-
Waggoner Oil Ass’n v. Hopkins, 269 U.S. 110, 114 (1925), it can label a thing
income and tax it, so long as it acts within its constitutional authority, which in-
cludes not only the Sixteenth Amendment but also Article I, Sections 8 and 9.
See Penn Mut. Indem. Co. v. Comm’r, 277 F.2d 16, 20 (3d Cir.1960) (“Congress
has the power to impose taxes generally, and if the particular imposition does not
run afoul of any constitutional restrictions then the tax is lawful, call it what you
will”) (footnote omitted). Accordingly, rather than ask whether Murphy’s award
was an accession to her wealth, we go to the heart of the matter, which is whether
her award is properly included within the definition of gross income in § 61(a), to
wit, “all income from whatever source derived.”

Looking at § 61(a) by itself, one sees no indication that it covers Murphy’s award
unless the award is “income” as defined by Glenshaw Glass and later cases.
Damages received for emotional distress are not listed among the examples of in-
come in § 61 and, as Murphy points out, an ambiguity in the meaning of a reve-
nue-raising statute should be resolved in favor of the taxpayer. See, e.g., Hassett
v. Welch, 303 U.S. 303, 314 (1938); Gould v. Gould, 245 U.S. 151, 153 (1917);
[citations omitted]. A statute is to be read as a whole, however [citation omitted],
and reading § 61 in combination with § 104(a)(2) of the Internal Revenue Code
presents a very different picture — a picture so clear that we have no occasion to
apply the canon favoring the interpretation of ambiguous revenue-raising statutes
in favor of the taxpayer.

... [1In 1996 the Congress amended 8§ 104(a) to narrow the exclusion to amounts
received on account of “personal physical injuries or physical sickness” from
“personal injuries or sickness,” and explicitly to provide that “emotional distress
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shall not be treated as a physical injury or physical sickness,” thus making clear
that an award received on account of emotional distress is not excluded from
gross income under 8§ 104(a)(2). Small Business Job Protection Act of 1996,
Pub.L. 104-188, 8 1605, 110 Stat. 1755, 1838. As this amendment, which nar-
rows the exclusion, would have no effect whatsoever if such damages were not
included within the ambit of § 61, and as we must presume that “[w]hen Congress
acts to amend a statute, ... it intends its amendment to have real and substantial
effect,” Stone v. INS, 514 U.S. 386, 397 (1995), the 1996 amendment of § 104(a)
strongly suggests 8§ 61 should be read to include an award for damages from non-
physical harms. [footnote omitted]. ...

... For the 1996 amendment of 8 104(a) to “make sense,” gross income in § 61(a)
must, and we therefore hold it does, include an award for nonphysical damages
such as Murphy received, regardless whether the award is an accession to wealth.
[citation omitted].

D. The Congress’s Power to Tax

The taxing power of the Congress is established by Article I, Section 8 of the
Constitution: “The Congress shall have power to lay and collect taxes, duties, im-
posts and excises.” There are two limitations on this power. First, as the same
section goes on to provide, “all duties, imposts and excises shall be uniform
throughout the United States.” Second, as provided in Section 9 of that same Ar-
ticle, “No capitation, or other direct, tax shall be laid, unless in proportion to the
census or enumeration herein before directed to be taken.” See also U.S. Const.
art. I, 8 2, cl. 3 (“direct taxes shall be apportioned among the several states which
may be included within this union, according to their respective numbers”).?® We
now consider whether the tax laid upon Murphy’s award violates either of these
two constraints.

1. A Direct Tax?
Over the years, courts have considered numerous claims that one or another non-
apportioned tax is a direct tax and therefore unconstitutional. Although these cas-
es have not definitively marked the boundary between taxes that must be appor-
tioned and taxes that need not be, see Bromley v. McCaughn, 280 U.S. 124, 136

29 Though it is unclear whether an income tax is a direct tax, the Sixteenth Amendment definitively

establishes that a tax upon income is not required to be apportioned. [citation omitted].
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(1929); Spreckels Sugar Ref. Co. v. McClain, 192 U.S. 397, 413 (1904) (dividing
line between “taxes that are direct and those which are to be regarded simply as
excises” is “often very difficult to be expressed in words”), some characteristics
of each may be discerned.

Only three taxes are definitely known to be direct: (1) a capitation, U.S. Const.
art. 1, 89, (2) a tax upon real property, and (3) a tax upon personal property. See
Fernandez v. Wiener, 326 U.S. 340, 352 (1945) (“Congress may tax real estate or
chattels if the tax is apportioned”); Pollock v. Farmers’ Loan & Trust Co., 158
U.S. 601, 637 (1895) (Pollock 11).3° Such direct taxes are laid upon one’s “gen-
eral ownership of property,” Bromley, 280 U.S. at 136; see also Flint v. Stone
Tracy Co., 220 U.S. 107, 149 (1911), as contrasted with excise taxes laid “upon a
particular use or enjoyment of property or the shifting from one to another of any
power or privilege incidental to the ownership or enjoyment of property.” Fer-
nandez, 326 U.S. at 352; see also Thomas v. United States, 192 U.S. 363, 370
(1904) (excises cover “duties imposed on importation, consumption, manufacture
and sale of certain commaodities, privileges, particular business transactions, voca-
tions, occupations and the like”). More specifically, excise taxes include, in addi-
tion to taxes upon consumable items [citation omitted], taxes upon the sale of
grain on an exchange, Nicol v. Ames, 173 U.S. 509, 519 (1899), the sale of corpo-
rate stock, Thomas, 192 U.S. at 371, doing business in corporate form, Flint, 220
U.S. at 151, gross receipts from the “business of refining sugar,” Spreckels, 192
U.S. at 411, the transfer of property at death, Knowlton v. Moore, 178 U.S. 41, 81-
82 (1900), gifts, Bromley, 280 U.S. at 138, and income from employment, see
Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429, 579 (1895) (Pollock I) (cit-
ing Springer v. United States, 102 U.S. 586 (1881)).

Murphy and the amici supporting her argue the dividing line between direct and
indirect taxes is based upon the ultimate incidence of the tax; if the tax cannot be
shifted to someone else, as a capitation cannot, then it is a direct tax; but if the
burden can be passed along through a higher price, as a sales tax upon a consum-
able good can be, then the tax is indirect. This, she argues, was the distinction
drawn when the Constitution was ratified. See Albert Gallatin, A Sketch of the
Finances of the United States (1796), reprinted in 3 THE WRITINGS OF ALBERT
GALLATIN 74-75 (Henry Adams ed., Philadelphia, J.P. Lippincott & Co. 1879)

30 Pollock II also held that a tax upon the income of real or personal property is a direct tax. 158
U.S. at 637. Whether that portion of Pollock remains good law is unclear. See Graves v. New York
ex rel. O’Keefe, 306 U.S. 466, 480 (1939).
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(“The most generally received opinion ... is, that by direct taxes ... those are meant
which are raised on the capital or revenue of the people; by indirect, such as are
raised on their expense”); The Federalist No. 36, at 225 (Alexander Hamilton)
(Jacob E. Cooke ed., 1961) (“internal taxes[ ] may be subdivided into those of the
direct and those of the indirect kind ... by which must be understood duties and
excises on articles of consumption”). But see Gallatin, supra, at 74 (“[Direct tax]
is used, by different writers, and even by the same writers, in different parts of
their writings, in a variety of senses, according to that view of the subject they
were taking”); EDWIN R.A. SELIGMAN, THE INCOME TAX 540 (photo. reprint
1970) (2d ed.1914) (“there are almost as many classifications of direct and indi-
rect taxes are there are authors”). Moreover, the amici argue, this understanding
of the distinction explains the different restrictions imposed respectively upon the
power of the Congress to tax directly (apportionment) and via excise (uniformity).
Duties, imposts, and excise taxes, which were expected to constitute the bulk of
the new federal government’s revenue, see Erik M. Jensen, The Apportionment of
“Direct Taxes”: Are Consumption Taxes Constitutional?, 97 CoLum. L. REV.
2334, 2382 (1997), have a built-in safeguard against oppressively high rates:
Higher taxes result in higher prices and therefore fewer sales and ultimately lower
tax revenues. See The Federalist No. 21, supra, at 134-35 (Alexander Hamilton).
Taxes that cannot be shifted, in contrast, lack this self-regulating feature, and
were therefore constrained by the more stringent requirement of apportionment.
See id. at 135 (“In a branch of taxation where no limits to the discretion of the
government are to be found in the nature of things, the establishment of a fixed
rule ... may be attended with fewer inconveniences than to leave that discretion
altogether at large™); see also Jensen, supra, at 2382-84.

Finally, the amici contend their understanding of a direct tax was confirmed in
Pollock I, where the Supreme Court noted that “the words ‘duties, imposts, and
excises’ are put in antithesis to direct taxes,” 158 U.S. at 622, for which it cited
The Federalist No. 36 (Hamilton). Pollock I1, 158 U.S. at 624-25. As it is clear
that Murphy cannot shift her tax burden to anyone else, per Murphy and the ami-
ci, it must be a direct tax.

... As the Government interprets the historical record, the apportionment limita-
tion was “more symbolic than anything else: it appeased the anti-slavery senti-
ment of the North and offered a practical advantage to the South as long as the
scope of direct taxes was limited.” See Ackerman, supra, at 10. But see Erik M.
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Jensen, Taxation and the Constitution: How to Read the Direct Tax Clauses, 15
J.L. & PoL. 687, 704 (1999) (“One of the reasons [the direct tax restriction]
worked as a compromise was that it had teeth — it made direct taxes difficult to
impose — and it had teeth however slaves were counted”).

Murphy makes no attempt to reconcile her definition with the long line of cases
identifying various taxes as excise taxes, although several of them seem to refute
her position directly. In particular, we do not see how a known excise, such as the
estate tax, see, e.g., New York Trust Co. v. Eisner, 256 U.S. 345, 349 (1921);
Knowlton, 178 U.S. at 81-83, or a tax upon income from employment, see Pollock
I, 158 U.S. at 635; Pollock I, 157 U.S. at 579; cf. Steward Mach. Co. v. Davis,
301 U.S. 548, 580-81 (1937) (tax upon employers based upon wages paid to em-
ployees is an excise), can be shifted to another person, absent which they seem to
be in irreconcilable conflict with her position that a tax that cannot be shifted to
someone else is a direct tax. Though it could be argued that the incidence of an
estate tax is inevitably shifted to the beneficiaries, we see at work none of the re-
straint upon excessive taxation that Murphy claims such shifting is supposed to
provide; the tax is triggered by an event, death, that cannot be shifted or avoided.
In any event, Knowlton addressed the argument that Pollock | and Il made ability
to shift the hallmark of a direct tax, and rejected it. 178 U.S. at 81-82. Regardless
what the original understanding may have been, therefore, we are bound to follow
the Supreme Court, which has strongly intimated that Murphy’s position is not the
law.

We find it more appropriate to analyze this case based upon the precedents and
therefore to ask whether the tax laid upon Murphy’s award is more akin, on the
one hand, to a capitation or a tax upon one’s ownership of property, or, on the
other hand, more like a tax upon a use of property, a privilege, an activity, or a
transaction, see Thomas, 192 U.S. at 370. Even if we assume one’s human capital
should be treated as personal property, it does not appear that this tax is upon
ownership; rather, as the Government points out, Murphy is taxed only after she
receives a compensatory award, which makes the tax seem to be laid upon a
transaction. See Tyler v. United States, 281 U.S. 497, 502 (1930) (“A tax laid up-
on the happening of an event, as distinguished from its tangible fruits, is an indi-
rect tax which Congress, in respect of some events ... undoubtedly may impose”);
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Simmons v. United States, 308 F.2d 160, 166 (4th Cir.1962) (tax upon receipt of
money is not a direct tax); [citation omitted]. Murphy’s situation seems akin to an
involuntary conversion of assets; she was forced to surrender some part of her
mental health and reputation in return for monetary damages. Cf. 26 U.S.C.
8 1033 (property involuntarily converted into money is taxed to extent of gain
recognized).

At oral argument Murphy resisted this formulation on the ground that the receipt
of an award in lieu of lost mental health or reputation is not a transaction. This
view is tenable, however, only if one decouples Murphy’s injury (emotional dis-
tress and lost reputation) from her monetary award, but that is not beneficial to
Murphy’s cause, for then Murphy has nothing to offset the obvious accession to
her wealth, which is taxable as income. Murphy also suggested at oral argument
that there was no transaction because she did not profit. Whether she profited is
irrelevant, however, to whether a tax upon an award of damages is a direct tax
requiring apportionment; profit is relevant only to whether, if it is a direct tax, it
nevertheless need not be apportioned because the object of the tax is income with-
in the meaning of the Sixteenth Amendment. Cf. Spreckels, 192 U.S. at 412-13
(tax upon gross receipts associated with business of refining sugar not a direct
tax); Penn Mut., 277 F.2d at 20 (tax upon gross receipts deemed valid indirect tax
despite taxpayer’s net loss).

So we return to the question: Is a tax upon this particular kind of transaction
equivalent to a tax upon a person or his property? [citation omitted]. Murphy did
not receive her damages pursuant to a business activity [citations omitted], and we
therefore do not view this tax as an excise under that theory. See Stratton’s Inde-
pendence, Ltd. v. Howbert, 231 U.S. 399, 414-15 (1913) (“The sale outright of a
mining property might be fairly described as a mere conversion of the capital
from land into money”). On the other hand, as noted above, the Supreme Court
several times has held a tax not related to business activity is nonetheless an ex-
cise. And the tax at issue here is similar to those.

Bromley, in which a gift tax was deemed an excise, is particularly instructive: The
Court noted it was “a tax laid only upon the exercise of a single one of those pow-
ers incident to ownership,” 280 U.S. at 136, which distinguished it from “a tax
which falls upon the owner merely because he is owner, regardless of the use or
disposition made of his property,” id. at 137. A gift is the functional equivalent of
a below-market sale; it therefore stands to reason that if, as Bromley holds, a gift
tax, or a tax upon a below-market sale, is a tax laid not upon ownership but upon
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the exercise of a power “incident to ownership,” then a tax upon the sale of prop-
erty at fair market value is similarly laid upon an incidental power and not upon
ownership, and hence is an excise. Therefore, even if we were to accept Mur-
phy’s argument that the human capital concept is reflected in the Sixteenth
Amendment, a tax upon the involuntary conversion of that capital would still be
an excise and not subject to the requirement of apportionment. But see Nicol, 173
U.S. at 521 (indicating pre-Bromley that tax upon “every sale made in any place
... is really and practically upon property”).

In any event, even if a tax upon the sale of property is a direct tax upon the prop-
erty itself, we do not believe Murphy’s situation involves a tax “upon the sale it-
self, considered separate and apart from the place and the circumstances of the
sale.” 1d. at 520. Instead, as in Nicol, this tax is more akin to “a duty upon the
facilities made use of and actually employed in the transaction.” Id. at 519. To
be sure, the facility used in Nicol was a commaodities exchange whereas the facili-
ty used by Murphy was the legal system, but that hardly seems a significant dis-
tinction. The tax may be laid upon the proceeds received when one vindicates a
statutory right, but the right is nonetheless a “creature of law,” which Knowlton
identifies as a “privilege” taxable by excise. 178 U.S. at 55 (right to take property
by inheritance is granted by law and therefore taxable as upon a privilege);! cf.
Steward, 301 U.S. at 580-81 (“[N]atural rights, so called, are as much subject to
taxation as rights of less importance. An excise is not limited to vocations or ac-
tivities that may be prohibited altogether.... It extends to vocations or activities
pursued as of common right.”) (footnote omitted).

2. Uniformity

The Congress may not implement an excise tax that is not “uniform throughout
the United States.” U.S. Const. art. I, § 8, cl. 1. A “tax is uniform when it oper-
ates with the same force and effect in every place where the subject of it is
found.” United States v. Ptasynski, 462 U.S. 74, 82 (1983) (internal quotation
marks omitted); see also Knowlton, 178 U.S. at 84-86, 106. The tax laid upon an
award of damages for a nonphysical personal injury operates with “the same force
and effect” throughout the United States and therefore satisfies the requirement of
uniformity.

31 For the same reason, we infer from Knowlton that a tax laid upon an amount received in settle-

ment of a suit for a personal nonphysical injury would also be an excise. See 178 U.S. at 55.
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Exclusions from Gross Income: Section 104(a)(2), which the court quoted, pro-
vides for an exclusion from gross income. Obviously $70,000 is money that
taxpayer could spend. If an exclusion had applied, taxpayer would not have
to count it in her gross income even though she clearly received it.

I11. Conclusion

For the foregoing reasons, we conclude (1) Murphy’s compensatory award was
not received on account of personal physical injuries, and therefore is not exempt
from taxation pursuant to 8 104(a)(2) of the IRC; (2) the award is part of her
“gross income,” as defined by § 61 of the IRC; and (3) the tax upon the award is
an excise and not a direct tax subject to the apportionment requirement of Article
I, Section 9 of the Constitution. The tax is uniform throughout the United States
and therefore passes constitutional muster. The judgment of the district court is
accordingly

Affirmed.
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Notes and Questions:

1. Notice in the first footnote of the case, the court acknowledged an inconsisten-
cy between a regulation and the Code. Obviously, the Code prevails. See ch. 1,
§ VII supra.

2. In the first paragraph of part 1IC, the court states our second guiding principle
of tax law: “There are exceptions to [the principle that we tax all of the income of
a particular taxpayer once], but we usually must find those exceptions in the Code
itself.”

Basis, Restoration of Capital, and MONEY: The income tax is all about money,
i.e., U.S. dollars. Basis is how we keep score with the government. We keep
score in terms of dollars — not in terms of emotional well-being or happiness.
These latter concepts are real enough, but not capable of valuation in terms of
money. While tort law may structure an after-the-fact exchange of money for
emotional well-being, tax law does not recognize the non-monetary aspects of
the exchange — except as § 104 otherwise provides.

3. What is a direct tax under the Constitution? What taxes do we know are direct
taxes? What is the constitutional limitation upon Congress’s power to enact direct
taxes?
e The Supreme Court’s most recent pronouncement on the subject came
in National Federation of Independent Business v. Sebelius, 567 U.S.
__,132S. Ct. 2566 (2012):

A tax on going without health insurance does not fall within any
recognized category of direct tax. It is not a capitation. ... The
whole point of the shared responsibility payment is that it is trig-
gered by specific circumstances—earning a certain amount of in-
come but not obtaining health insurance. The payment is also
plainly not a tax on the ownership of land or personal property.
The shared responsibility payment is thus not a direct tax that must
be apportioned among the several States.

Id.at ___,132S. Ct. at 2599.

4. What is an indirect tax under the Constitution? What taxes do we know are
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indirect taxes? What is the constitutional limitation upon Congress’s power to en-
act indirect taxes?

5. The court provides a good review of the power of Congress to impose taxes
aside from the income tax. The court acknowledged that a tax on tort damages for
emotional distress might not be a tax on income in the constitutional sense (i.e.,
Sixteenth Amendment) of the word. How should this affect the fact that all items
of gross income are added together and form the bases of other important ele-
ments of the income tax, e.g., AGI, tax brackets applicable to all income. Might a
tax upon such damages therefore render the constitutionality of the income tax
questionable with respect to taxpayers such as Marrita Murphy?
e [tems subject to an indirect tax affect the amount of a direct tax.

6. Do you think that taxpayer Murphy would place more value on her pre-event
emotional tranquility and happiness or on her post-event emotional tranquility,
happiness, and $70,000?
e s it possible that we tax events that actually reduce a taxpayer’s over-
all wealth?

Taxing Only the Creation of Value? [reprise from chapter 1] Voluntary exchang-
es are often essential to the creation of the income that the Internal Revenue
Code subjects to income tax. Arguably, the Code should not subject to tax
events that everyone understands (probably) reduce a taxpayer’s wealth, but
this is not the case. Court-ordered damages that a plaintiff deems inadequate
to compensate for the loss of an unpurchased intangible (e.g., emotional tran-
quility) may nevertheless be subject to income tax. See § 104(a).

7. The court cited the case of Penn Mut. Indem. Co. v. Comm’r, 277 F.2d 16, 20
(CA3 1960) with this parenthetical: “Congress has the power to impose taxes
generally, and if the particular imposition does not run afoul of any constitutional
restrictions then the tax is lawful, call it what you will.” In National Federation
of Independent Business v. Sebelius, 567 U.S. |, 132 S. Ct. 2566 (2012), the
Supreme Court “confirmed” a “functional approach” to whether an assessment is
atax. 567 U.S. at __ , 132 S. Ct. at 2594-96 (“shared responsibility payment”
actually a “tax,” even though called a “penalty”).
e In Eisner v. Macomber, the Supreme Court said: “Congress cannot by
any definition [of “income”] it may adopt conclude the matter, since it
cannot by legislation alter the Constitution, from which alone it de-
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rives its power to legislate, and within whose limitations alone that
power can be lawfully exercised.”
0 Are these positions inconsistent?
e Does this imply that Congress can enact a tax — assuming that the leg-
islative proposal originates in the House of Representatives — and later
search for its constitutional underpinning?

II. The Constitutional and Statutory Definitions of “Gross In-
come:” Accessions to Wealth

A. Some Recurring Themes

Consider now the many forms that an *“accession to wealth” can take. Section
61(a) of the Code provides a non-exclusive list of fifteen items. Obviously,
“gross income” includes compensation for services. 8 61(a)(1). We should not
be especially surprised that “gross income” includes the other items on the list.
However, the first sentence of § 61(a) does not limit “gross income” to the items
on this list. This point has required courts to consider whether various benefits
constituted an *“accession to wealth.” The following cases, some of which pre-
date Glenshaw Glass, present some examples.

Old Colony Trust Co. v. Commissioner, 279 U.S. 716 (1929)

MR. CHIEF JUSTICE TAFT delivered the opinion of the Court.

William M. Wood was president of the American Woolen Company during the
years 1918, 1919, and 1920. In 1918 he received as salary and commissions from
the company $978,725, which he included in his federal income tax return for
1918. In 1919, he received as salary and commissions from the company
$548,132.87, which he included in his return for 1919.

August 3, 1916, the American Woolen Company had adopted the following reso-
lution, which was in effect in 1919 and 1920:

“Voted: That this company pay any and all income taxes, state and Feder-
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al, that may hereafter become due and payable upon the salaries of all the
officers of the company, including the president, William M. Wood[,] ... to
the end that said persons and officers shall receive their salaries or other
compensation in full without deduction on account of income taxes, state
or federal, which taxes are to be paid out of the treasury of this corpora-
tion.”

... [T]he American Woolen Company paid to the collector of internal revenue Mr.
Wood’s federal income and surtaxes due to salary and commissions paid him by
the company, as follows:

Taxes for 1918 paid in 1919 . ... $681,169 88
Taxes for 1919 paid in 1920 . . .. $351,179 27

The decision of the Board of Tax Appeals here sought to be reviewed was that the
income taxes of $681,169.88 and $351,179.27 paid by the American Woolen
Company for Mr. Wood were additional income to him for the years 1919 and
1920.

The question certified by the circuit court of appeals for answer by this Court is:

“Did the payment by the employer of the income taxes assessable against
the employee constitute additional taxable income to such employee?”

... Coming now to the merits of this case, we think the question presented is
whether a taxpayer, having induced a third person to pay his income tax or having
acquiesced in such payment as made in discharge of an obligation to him, may
avoid the making of a return thereof and the payment of a corresponding tax. We
think he may not do so. The payment of the tax by the employers was in consid-
eration of the services rendered by the employee, and was again derived by the
employee from his labor. The form of the payment is expressly declared to make
no difference. Section 213, Revenue Act of 1918, c. 18, 40 Stat. 1065 [§ 61]. It
is therefore immaterial that the taxes were directly paid over to the government.
The discharge by a third person of an obligation to him is equivalent to receipt by
the person taxed. The certificate shows that the taxes were imposed upon the em-
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ployee, that the taxes were actually paid by the employer, and that the employee
entered upon his duties in the years in question under the express agreement that
his income taxes would be paid by his employer. ... The taxes were paid upon a
valuable consideration — namely, the services rendered by the employee and as
part of the compensation therefor. We think, therefore, that the payment constitut-
ed income to the employee.

Nor can it be argued that the payment of the tax ... was a gift. The payment for
services, even though entirely voluntary, was nevertheless compensation within
the statute. ...

It is next argued against the payment of this tax that, if these payments by the em-
ployer constitute income to the employee, the employee will be called upon to pay
the tax imposed upon this additional income, and that the payment of the addi-
tional tax will create further income which will in turn be subject to tax, with the
result that there would be a tax upon a tax. This, it is urged, is the result of the
government’s theory, when carried to its logical conclusion, and results in an ab-
surdity which Congress could not have contemplated.

In the first place, no attempt has been made by the Treasury to collect further tax-
es upon the theory that the payment of the additional taxes creates further income,
and the question of a tax upon a tax was not before the circuit court of appeals,
and has not been certified to this Court. We can settle questions of that sort when
an attempt to impose a tax upon a tax is undertaken, but not now. [citations omit-
ted]. Itis not, therefore, necessary to answer the argument based upon an algebra-
ic formula to reach the amount of taxes due. The question in this case is, “Did the
payment by the employer of the income taxes assessable against the employee
constitute additional taxable income to such employee?” The answer must be
“Yes.”

Separate opinion of MR. JUSTICE McREYNOLDS [omitted].
Notes and Questions:
1. Taxpayers pay their federal income taxes from after-tax income. This was not

always true. Act of Oct. 3, 1913, entitled “An act to reduce tariff duties and to
provide revenue for the Government and for other purposes,” part 11B, granted a
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deduction for national taxes paid. After Congress repealed this deduction, the
American Woolen Company began paying William Wood’s federal income taxes.

2. The Court seems to say both that taxpayer received additional compensation
(taxable) and that taxpayer benefitted from third-party satisfaction of an obliga-
tion (also taxable).

A Little Algebra: |s the argument that the Commissioner creates a never-ending
upward spiral of taxes upon taxes true?

*No.

*If taxpayer is to have $X remaining after payment of taxes and the tax rate is
A, then taxable income equal to $X/ (1 — A ) will produce $X of after -tax
income. Obviously, graduated tax rates would require some incremental com-
putations.

*We call a computation of the amount of income necessary to produce a de-
sired after-tax amount “grossing up.”

3. A taxpayer’s wealth increases when someone pays one of his obligations.
Thus, when taxpayer’s employer pays taxpayer’s federal income taxes, taxpayer
should include the amount of taxes in his gross income. The principal is applica-
ble in other contexts as well.

e A key consideration is whether a third party makes a payment to satis-
fy an actual “obligation” of the taxpayer, or merely to “restore” to tax-
payer “capital” wrongfully or erroneously taken from him. See Clark
infra.

Clark v. Commissioner, 40 B.T.A. 333 (1939)
Opinion. LEECH.

This is a proceeding to redetermine a deficiency in income tax for the calendar
year 1934 in the amount of $10,618.87. The question presented is whether peti-
tioner derived income by the payment to him of an amount of $19,941.10, by his
tax counsel, to compensate him for a loss suffered on account of erroneous advice
given him by the latter. The facts were stipulated and ... so far as material, fol-
low[]:

3. The petitioner during the calendar year 1932, and for a considerable period pri-
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or thereto, was married and living with his wife. He was required by the Revenue
Act of 1932 to file a Federal Income Tax Return of his income for the year 1932.
For such year petitioner and his wife could have filed a joint return or separate
returns.

4. Prior to the time that the 1932 Federal Income Tax return or returns of petition-
er and/or his wife were due to be filed, petitioner retained experienced counsel to
prepare the necessary return or returns for him and/or his wife. Such tax counsel
prepared a joint return for petitioner and his wife and advised petitioner to file it
instead of two separate returns. In due course it was filed with the Collector of
Internal Revenue for the First District of California. ...

6. [Tax counsel had improperly deducted more than the allowable amount of capi-
tal losses.]

7. The error referred to in paragraph six above was called to the attention of the
tax counsel who prepared the joint return of petitioner and his wife for the year
1932. Recomputations were then made which disclosed that if petitioner and his
wife had filed separate returns for the year 1932 their combined tax liability
would have been $19,941.10 less than that which was finally assessed against and
paid by petitioner.

8. Thereafter, tax counsel admitted that if he had not erred in computing the tax
liability shown on the joint return filed by the petitioner, he would have advised
petitioner to file separate returns for himself and his wife, and accordingly tax
counsel tendered to petitioner the sum of $19,941.10, which was the difference
between what petitioner and his wife would have paid on their 1932 returns if
separate returns had been filed and the amount which petitioner was actually re-
quired to pay on the joint return as filed. Petitioner accepted the $19,941.10.

9. In his final determination of petitioner’s 1934 tax liability, the respondent in-
cluded the aforesaid $19,941.10 in income.

10. Petitioner’s books of account are kept on the cash receipts and disbursements

basis and his tax returns are made on such basis under the community property
laws of the State of California.
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The theory on which the respondent included the above sum of $19,941.10 in pe-
titioner’s gross income for 1934, is that this amount constituted taxes paid for pe-
titioner by a third party and that, consequently, petitioner was in receipt of income
to that extent. ... Petitioner, on the contrary, contends that this payment constituted
compensation for damages or loss caused by the error of tax counsel, and that he
therefore realized no income from its receipt in 1934.

We agree with the petitioner. ... Petitioner’s taxes were not paid for him by any
person — as rental, compensation for services rendered, or otherwise. He paid his
own taxes.

When the joint return was filed, petitioner became obligated to and did pay the
taxes computed on that basis. [citation omitted] In paying that obligation, he sus-
tained a loss which was caused by the negligence of his tax counsel. The
$19,941.10 was paid to petitioner, not qua taxes [citation omitted], but as com-
pensation to petitioner for his loss. The measure of that loss, and the compensa-
tion therefor, was the sum of money which petitioner became legally obligated to
and did pay because of that negligence. The fact that such obligation was for tax-
es is of no moment here.

... And the fact that the payment of the compensation for such loss was voluntary,
as here, does not change its exempt status. [citation omitted] It was, in fact, com-
pensation for a loss which impaired petitioner’s capital.

Moreover, so long as petitioner neither could nor did take a deduction in a prior
year of this loss in such a way as to offset income for the prior year, the amount
received by him in the taxable year, by way of recompense, is not then includable
in his gross income. Central Loan & Investment Co., 39 B.T.A. 981.

Decision will be entered for the petitioner.

A return of capital is not gross income. After all, the capital that is returned has
already been subject to income tax.
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Notes and Questions:

1. Does the Commissioner’s position follow from the Supreme Court’s holding in
Old Colony Trust?

2. Is this holding consistent with SHS? What do you know from reading the case
about what taxpayer’s after-tax wealth should have been? In fact, is that not what
the court was referencing when it described the payment as “compensation for a
loss which impaired [taxpayer’s] capital?

3. Why would it make a difference whether taxpayer previously deducted the
amount restored to him?

Gotcher v. United States, 401 F.2d 118 (CA5 1968)
THORNBERRY, Circuit Judge.

In 1960, Mr. and Mrs. Gotcher took a twelve-day expense-paid trip to Germany to
tour the Volkswagon facilities there. The trip cost $1372.30. His employer,
Economy Motors, paid $348.73, and Volkswagon of Germany and Volkswagon
of America shared the remaining $1023.53. Upon returning, Mr. Gotcher bought
a twenty-five percent interest in Economy Motors, the Sherman, Texas
Volkswagon dealership, that had been offered to him before he left. Today he is
President of Economy Motors in Sherman and owns fifty percent of the dealer-
ship. Mr. and Mrs. Gotcher did not include any part of the $1372.30 in their 1960
income. The Commissioner determined that the taxpayers had realized income to
the extent of the $1372.30 for the expense-paid trip and asserted a tax deficiency
of $356.79, plus interest. Taxpayers paid the deficiency, plus $82.29 in interest,
and thereafter timely filed suit for a refund. The district court, sitting without a
jury, held that the cost of the trip was not income or, in the alternative, was in-
come and deductible as an ordinary and necessary business expense. [citation
omitted] We affirm the district court’s determination that the cost of the trip was
not income to Mr. Gotcher ($686.15); however, Mrs. Gotcher’s expenses
($686.15) constituted income and were not deductible.

... The court below reasoned that the cost of the trip to the Gotchers was not in-
come because an economic or financial benefit does not constitute income under
8 61 unless it is conferred as compensation for services rendered. This conception
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of gross income is too restrictive since it is [well]-settled that § 61 should be
broadly interpreted and that many items, including compensatory gains, constitute
gross income. [footnote omitted]

Sections 101-123 specifically exclude certain items from gross income. Appel-
lant argues that the cost of the trip should be included in income since it is not
specifically excluded by §8 101-123, reasoning that § 61 was drafted broadly to
subject all economic gains to tax and any exclusions should be narrowly limited
to the specific exclusions. [footnote omitted] This analysis is too restrictive since
it has been generally held that exclusions from gross income are not limited to the
enumerated exceptions. [footnote omitted] ...

In determining whether the expense-paid trip was income within § 61, we must
look to the tests that have been developed under this section. The concept of eco-
nomic gain to the taxpayer is key to 861. H. SIMONS, PERSONAL INCOME
TAXATION 51 (1938); J. SNEED, THE CONFIGURATIONS OF GROSS INCOME 8
(1967). This concept contains two distinct requirements: There must be an eco-
nomic gain, and this gain must primarily benefit the taxpayer personally. In some
cases, as in the case of an expense-paid trip, there is no direct economic gain, but
there is indirect economic gain inasmuch as a benefit has been received without a
corresponding diminution of wealth. Yet even if expense-paid items, as meals
and lodging, are received by the taxpayer, the value of these items will not be
gross income, even though the employee receives some incidental benefit, if the
meals and lodging are primarily for the convenience of the employer. See Int.
Rev. Code of 1954, § 119.

... [T]here is no evidence in the record to indicate that the trip was an award for
past services since Mr. Gotcher was not an employee of VW of Germany and he
did nothing to earn that part of the trip paid by Economy Motors.

The trip was made in 1959 when VW was attempting to expand its local dealer-
ships in the United States. The ‘buy American’ campaign and the fact that the
VW people felt they had a “‘very ugly product’ prompted them to offer these tours
of Germany to prospective dealers. ... VW operations were at first so speculative
that cars had to be consigned with a repurchase guarantee. In 1959, when VW
began to push for its share of the American market, its officials determined that
the best way to remove the apprehension about this foreign product was to take
the dealer to Germany and have him see his investment first-hand. It was be-
lieved that once the dealer saw the manufacturing facilities and the stability of the
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‘new Germany’ he would be convinced that VW was for him. [footnote omitted]
Furthermore, VW considered the expenditure justified because the dealer was be-
ing asked to make a substantial investment of his time and money in a compara-
tively new product. Indeed, after taking the trip, VW required him to acquire
first-class facilities. ... VW could not have asked that this upgrading be done un-
less it convinced the dealer that VW was here to stay. Apparently these trips have
paid off since VW'’s sales have skyrocketed and the dealers have made their fa-
cilities top-rate operations under the VW requirements for a standard dealership.

The activities in Germany support the conclusion that the trip was oriented to
business. The Government makes much of the fact that the travel brochure allo-
cated only two of the twelve days to the touring of VW factories. This argument
ignores the uncontradicted evidence that not all of the planned activities were in
the brochure. There is ample support for the trial judge’s finding that a substan-
tial amount of time was spent touring VW facilities and visiting local dealerships.
VW had set up these tours with local dealers so that the travelers could discuss
how the facilities were operated in Germany. Mr. Gotcher took full advantage of
this opportunity and even used some of his ‘free time’ to visit various local deal-
erships. Moreover, at almost all of the evening meals VW officials gave talks
about the organization and passed out literature and brochures on the VW story.

Some of the days were not related to touring VW facilities, but that fact alone
cannot be decisive. The dominant purpose of the trip is the critical inquiry and
some pleasurable features will not negate the finding of an overall business pur-
pose. [citation omitted] Since we are convinced that the agenda related primarily
to business and that Mr. Gotcher’s attendance was prompted by business consid-
erations, the so-called sightseeing complained of by the Government is inconse-
quential. [citation omitted] Indeed, the district court found that even this touring
of the countryside had an indirect relation to the business since the tours were not
typical sightseeing excursions but were connected to the desire of VW that the
dealers be persuaded that the German economy was stable enough to justify in-
vestment in a German product. We cannot say that this conclusion is clearly er-
roneous. Nor can we say that the enthusiastic literary style of the brochures ne-
gates a dominant business purpose. It is the business reality of the total situation,
not the colorful expressions in the literature, that controls. Considering the rec-
ord, the circumstances prompting the trip, and the objective achieved, we con-
clude that the primary purpose of the trip was to induce Mr. Gotcher to take out a
VW dealership interest.
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The question, therefore, is what tax consequences should follow from an expense-
paid trip that primarily benefits the party paying for the trip. In several analogous
situations the value of items received by employees has been excluded from gross
income when these items were primarily for the benefit of the employer. Section
119 excludes from gross income of an employee the value of meals and lodging
furnished to him for the convenience of the employer. Even if these items were
excluded by the 1954 Code, the Treasury and the courts recognized that they
should be excluded from gross income. [footnote omitted] Thus it appears that
the value of any trip that is paid by the employer or by a businessman primarily
for his own benefit should be excluded from gross income of the payee on similar
reasoning. [citations omitted]

In the recent case of Allen J. McDonnell, 26 T.C.M. 115, Tax Ct. Mem. 1967-68,
a sales supervisor and his wife were chosen by lot to accompany a group of con-
test winners on an expense-paid trip to Hawaii. In holding that the taxpayer had
received no income, the Tax Court noted that he was required by his employer to
go and that he was serving a legitimate business purpose though he enjoyed the
trip. The decision suggests that in analyzing the tax consequences of an expense-
paid trip one important factor is whether the traveler had any choice but to go.
Here, although the taxpayer was not forced to go, there is no doubt that in the re-
ality of the business world he had no real choice. The trial judge reached the
same conclusion. He found that the invitation did not specifically order the deal-
ers to go, but that as a practical matter it was an order or directive that if a person
was going to be a VW dealer, sound business judgment necessitated his accepting
the offer of corporate hospitality. So far as Economy Motors was concerned, Mr.
Gotcher knew that if he was going to be a part-owner of the dealership, he had
better do all that was required to foster good business relations with VW. Besides
having no choice but to go, he had no control over the schedule or the money
spent. VW did all the planning. In cases involving noncompensatory economic
gains, courts have emphasized that the taxpayer still had complete dominion and
control over the money to use it as he wished to satisfy personal desires or needs.
Indeed, the Supreme Court has defined income as accessions of wealth over
which the taxpayer has complete control. Commissioner of Internal Revenue v.
Glenshaw Glass Co., supra. Clearly, the lack of control works in the taxpayer’s
favor here.

McDonnell also suggests that one does not realize taxable income when he is
serving a legitimate business purpose of the party paying the expenses. The cases
involving corporate officials who have traveled or entertained clients at the com-
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pany’s expense are apposite. Indeed, corporate executives have been furnished
yachts, Challenge Mfg. Co. v. Commissioner, 1962, 37 T.C. 650, taken safaris as
part of an advertising scheme, Sanitary Farms Dairy, Inc., 1955 25 T.C. 463, and
investigated business ventures abroad, but have been held accountable for ex-
penses paid only when the court was persuaded that the expenditure was primarily
for the officer’s personal pleasure. [footnote omitted] On the other hand, when it
has been shown that the expenses were paid to effectuate a legitimate corporate
end and not to benefit the officer personally, the officer has not been taxed though
he enjoyed and benefited from the activity. [footnote omitted] Thus, the rule is
that the economic benefit will be taxable to the recipient only when the payment
of expenses serves no legitimate corporate purposes. [citation omitted] The deci-
sions also indicate that the tax consequences are to be determined by looking to
the primary purpose of the expenses and that the first consideration is the inten-
tion of the payor. The Government in argument before the district court agreed
that whether the expenses were income to taxpayers is mainly a question of the
motives of the people giving the trip. Since this is a matter of proof, the resolu-
tion of the tax question really depends on whether Gotcher showed that his pres-
ence served a legitimate corporate purpose and that no appreciable amount of time
was spent for his personal benefit and enjoyment. [citation omitted]

Examination of the record convinces us that the personal benefit to Gotcher was
clearly subordinate to the concrete benefits to VW. The purpose of the trip was to
push VW in America and to get dealers to invest more money and time in their
dealerships. Thus, although Gotcher got some ideas that helped him become a
better dealer, there is no evidence that this was the primary purpose of the trip.
Put another way, this trip was not given as a pleasurable excursion through Ger-
many or as a means of teaching taxpayer the skills of selling. The personal bene-
fits and pleasure were incidental to the dominant purpose of improving VW'’s po-
sition on the American market and getting people to invest money.

The corporate-executive decisions indicate that some economic gains, though not
specifically excluded from 8 61, may nevertheless escape taxation. They may be
excluded even though the entertainment and travel unquestionably give enjoy-
ment to the taxpayer and produce indirect economic gains. When this indirect
economic gain is subordinate to an overall business purpose, the recipient is not
taxed. We are convinced that the personal benefit to Mr. Gotcher from the trip
was merely incidental to VW’s sales campaign.

As for Mrs. Gotcher, the trip was primarily vacation. She did not make the tours
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with her husband to see the local dealers or attend discussions about the VW or-
ganization. This being so, the primary benefit of the expense-paid trip for the
wife went to Mr. Gotcher in that he was relieved of her expenses. He should
therefore be taxed on the expenses attributable to his wife. [citation omitted] Nor
are the expenses deductible since the wife’s presence served no bona fide business
purpose for her husband. Only when the wife’s presence is necessary to the con-
duct of the husband’s business are her expenses deductible under 8 162. [citation
omitted] Also, it must be shown that the wife made the trip only to assist her hus-
band in his business. ...

Affirmed in part; reversed in part.

JOHN R. BROWN, Chief Judge (concurring):

Attributing income to the little wife who was neither an employee, a prospective
employee, nor a dealer, for the value of the trip she neither planned nor chose still
bothers me. If her uncle had paid for the trip, would it not have been a pure gift,
not income? Or had her husband out of pure separate property given her the trip
would the amount over and above the cost of Texas bed and board have been in-
come? | acquiesce now, confident that for others in future cases on a full record
the wife, as now does the husband, also will overcome.

Taxability of a Price Reduction: What happens when taxpayer is able to purchase
a computer that “normally” retails for $1000 for $800 during a “computer
blowout sale?” Does our taxpayer enjoy a $200 accession to wealth? Answer:
No.

A “mere reduction in price” is not taxable income. A contrary rule would raise in-
surmountable problems of value determination. Recall the alternative definitions
of “value” in chapter 1. Perhaps an insufficient number of persons were willing to
pay $1000 for the computer $800 in the first place.

Notes and Questions:

1. What tests does the court state to determine whether the trip was an *“accession
to wealth?”
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2. If the procurement of a benefit “primarily benefits” the payor rather than the
recipient, has the recipient really realized an “accession to wealth” whose value
should be measured by its cost?

3. How important should the absence of control over how money is spent be in
determining whether taxpayer has realized an accession to wealth on which he
should pay taxes? What factors are important in determining whether a non-
compensatory benefit is an “accession to wealth?”

4. Is Gotcher a case where taxpayer did not receive any “gross income” or a case
where taxpayer did receive “gross income” that the Code excluded? It might make
a difference.
e What happened to our second principle — that all income is taxed once
unless an exception is specifically found in the Code?

5. Can you think of any reasons other than those offered by Judge Brown for not
including the cost of Mrs. Gotcher’s trip in Mr. Gotcher’s gross income? How
does (can) her trip fit within the rationale that excludes the value of Mr. Gotcher’s
trip from his gross income?

e Does Judge Brown’s analysis support his conclusion?

6. This case involved a prospective investor. The recipient may also be a prospec-
tive employee or a prospective customer.

7. Back to windfalls, plus some dumb luck ...

Cesarini v. United States, 296 F. Supp. 3 (N.D. Ohio 1969)

YOUNG, District Judge.

... Plaintiffs are husband and wife, and live within the jurisdiction of the United
States District Court for the Northern District of Ohio. In 1957, the plaintiffs pur-
chased a used piano at an auction sale for approximately $15.00, and the piano
was used by their daughter for piano lessons. In 1964, while cleaning the piano,
plaintiffs discovered the sum of $4,467.00 in old currency, and since have re-
tained the piano instead of discarding it as previously planned. Being unable to
ascertain who put the money there, plaintiffs exchanged the old currency for new
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at a bank, and reported a sum of $4,467.00 on their 1964 joint income tax return
as ordinary income from other sources. On October 18, 1965, plaintiffs filed an
amended return ..., this second return eliminating the sum of $4,467.00 from the
gross income computation, and requesting a refund in the amount of $836.51, the
amount allegedly overpaid as a result of the former inclusion of $4,467.00 in the
original return for the calendar year of 1964. ... [T]he Commissioner of Internal
Revenue rejected taxpayers’ refund claim in its entirety, and plaintiffs filed the
instant action in March of 1967.

Plaintiffs make three alternative contentions in support of their claim that the sum
of $836.51 should be refunded to them. First, that the $4,467.00 found in the pi-
ano is not includable in gross income under 8 61 of the Internal Revenue Code.
(26 U.S.C. 8§ 61) Secondly, even if the retention of the cash constitutes a realiza-
tion of ordinary income under 8§ 61, it was due and owing in the year the piano
was purchased, 1957, and by 1964, the statute of limitations provided by 26
U.S.C. § 6501 had elapsed. And thirdly, that if the treasure trove money is gross
income for the year 1964, it was entitled to capital gains treatment under § 1221
of Title 26. The Government, by its answer and its trial brief, asserts that the
amount found in the piano is includable in gross income under § 61(a) of Title 26,
U.S.C., that the money is taxable in the year it was actually found, 1964, and that
the sum is properly taxable at ordinary income rates, not being entitled to capital
gains treatment under 26 U.S.C. 88 2201 et seq.

... [T]his Court has concluded that the taxpayers are not entitled to a refund of the
amount requested, nor are they entitled to capital gains treatment on the income
item at issue.

The starting point in determining whether an item is to be included in gross in-
come is, of course, § 61(a) ..., and that section provides in part: “Except as other-
wise provided in this subtitle, gross income means all income from whatever
source derived, including (but not limited to) the following items:” * * *’

Subsections (1) through (15) of § 61(a) then go on to list fifteen items specifically
included in the computation of the taxpayers’ gross income, and Part Il of Sub-
chapter B of the 1954 Code (88 71 et seq.) deals with other items expressly in-
cluded in gross income. While neither of these listings expressly includes the
type of income which is at issue in the case at bar, Part Il of Subchapter B
(88 101 et seq.) deals with items specifically excluded from gross income, and
found money is not listed in those sections either. This absence of express men-
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tion in any code sections necessitates a return to the ‘all income from whatever
source’ language of 8§ 61(a) of the code, and the express statement there that gross
income is ‘not limited to” the following fifteen examples. ...

The decisions of the United States Supreme Court have frequently stated that this
broad all-inclusive language was used by Congress to exert the full measure of its
taxing power under the Sixteenth Amendment to the United States Constitution.
[citations omitted]

In addition, the Government in the instant case cites and relies upon an L.R.S.
Revenue Ruling which is undeniably on point:

‘The finder of treasure-trove is in receipt of taxable income, for Federal
income tax purposes, to the extent of its value in United States Currency,
for the taxable year in which it is reduced to undisputed possession.” Rev.
Rul. 61, 1953-1, Cum. Bull. 17.

... While it is generally true that revenue rulings may be disregarded by the courts
if in conflict with the code and the regulations, or with other judicial decisions,
plaintiffs in the instant case have been unable to point to any inconsistency be-
tween the gross income sections of the code, the interpretation of them by the
regulations and the Courts, and the revenue ruling which they herein attack as in-
applicable. On the other hand, the United States has shown consistency in the let-
ter and spirit between the ruling and the code, regulations, and court decisions.

Although not cited by either party, and noticeably absent from the Government’s
brief, the following Treasury Regulation appears in the 1964 Regulations, the year
of the return in dispute:

‘8 1.61-14 Miscellaneous items of gross income.

‘(a) In general. In addition to the items enumerated in section 61(a), there
are many other kinds of gross income * * *. Treasure trove, to the extent
of its value in United States currency, constitutes gross income for the tax-
able year in which it is reduced to undisputed possession.’

... This Court is of the opinion that Treas. Reg. § 1.61-14(a) is dispositive of the
major issue in this case if the $4,467.00 found in the piano was ‘reduced to undis-
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puted possession’ in the year petitioners reported it, for this Regulation was appli-
cable to returns filed in the calendar year of 1964.

This brings the Court to the second contention of the plaintiffs: that if any tax was
due, it was in 1957 when the piano was purchased, and by 1964 the Government
was blocked from collecting it by reason of the statute of limitations. Without
reaching the question of whether the voluntary payment in 1964 constituted a
waiver on the part of the taxpayers, this Court finds that the $4,467.00 sum was
properly included in gross income for the calendar year of 1964. Problems of
when title vests, or when possession is complete in the field of federal taxation, in
the absence of definitive federal legislation on the subject, are ordinarily deter-
mined by reference to the law of the state in which the taxpayer resides, or where
the property around which the dispute centers in located. Since both the taxpayers
and the property in question are found within the State of Ohio, Ohio law must
govern as to when the found money was ‘reduced to undisputed possession’ with-
in the meaning of Treas. Reg. 1.61- 14 and Rev. Rul. 61-53-1, Cum. Bull. 17.

In Ohio, there is no statute specifically dealing with the rights of owners and find-
ers of treasure trove, and in the absence of such a statute the common-law rule of
England applies, so that ‘title belongs to the finder as against all the world except
the true owner.” Niederlehner v. Weatherly, 78 Ohio App. 263, 29 N.E.2d 787
(1946), appeal dismissed, 146 Ohio St. 697, 67 N.E.2d 713 (1946). The Nieder-
lehner case held, inter alia, that the owner of real estate upon which money is
found does not have title against the finder. Therefore, in the instant case if plain-
tiffs had resold the piano in 1958, not knowing of the money within it, they later
would not be able to succeed in an action against the purchaser who did discover
it. Under Ohio law, the plaintiffs must have actually found the money to have
superior title over all but the true owner, and they did not discover the old curren-
cy until 1964. Unless there is present a specific state statute to the contrary,
[footnote omitted] the majority of jurisdictions are in accord with the Ohio rule.
[footnote omitted] Therefore, this Court finds that the $4,467.00 in old currency
was not ‘reduced to undisputed possession” until its actual discovery in 1964, and
thus the United States was not barred by the statute of limitations from collecting
the $836.51 in tax during that year.

Finally, plaintiffs’ contention that they are entitled to capital gains treatment upon

the discovered money must be rejected. [Taxpayers’ gain did not result from the
sale or exchange of a capital asset.] ...
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Notes and Questions:

1. How did the court treat Rev. Rul. 1953-1? What does this tell you about the
legal status of a revenue ruling?

2. What role did state law play in the resolution of this case? Why was it neces-
sary to invoke it?

3. What tax norms would the court have violated if it had held in favor of the Ce-
sarinis?

Other statutory items of gross income: Recall from chapter 1 that the Code specifi-
cally names items of gross income in §§ 71-90. You should at least skim the table
of contents to your Code to get an idea of what Congress has deemed worthy of
specific inclusion. We will take up some of these provisions in a bit more depth.
These Code sections often define the precise extent to which an item is (and so
implicitly the extent which it is not) gross income. Sometimes Congress is clarifying
or stating a position on a point on which courts had previously ruled otherwise.
For example:

Prizes and Awards: Read § 74(a). With only the exceptions noted in §§ 74(b and
c), gross income includes amounts received as prizes and awards. A significant
question with regard to non-cash prizes is their valuation. For reasons you can
readily determine, valuation must be an objective matter. However, this does not
mean that the fmv of a prize to the recipient is necessarily the price paid by the
giver. For example, most persons would agree that merely driving a new auto-
mobile from the dealer’s lot substantially reduces its value. The winner of an au-
tomobile should be given at least some credit for this fact. See McCoy v. CIR, 38
T.C. 841 (1962) (prize of automobile). Taxpayer might demonstrate the value
that he places on the prize by trading it as soon as possible after receiving it for
something he values more — in economic terms, a “revealed preference.” See
McCoy, supra (taxpayer traded automobile for $1000 cash plus a different new
auvtomobile); Turner v. CIR, T.C. Memo. 1954-38 (taxpayer exchanged two first-
class steamship tickets for four tourist class tickets).

B. Section 61(a)(3): Gains Derived from Dealings in Property

Section 61(a)(3) includes in a taxpayer’s “gross income” *“gains derived from
dealings in property.” This provision does not tell us how to determine what
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those gains might be. For that, we turn to 8§ 1001(a and b). Read it. (The word
“over” frequently appears in the Code as a directive to subtract whatever is de-
scribed.) Section 1001(a) directs you to 8§ 1011. Read it. Section 1011 directs
you to §8 1012 and 1016. Read § 1012(a) and 1016(a).

Fluctuations in Value: The value of property may fluctuate over the time tax-
payer owns it. If its value increases, taxpayer must recognize taxable gain
upon its sale. If its value decreases, § 165(a) might permit taxpayer to re-
duce his gross income by the amount of the loss upon its sale. If its value in-
creases and taxpayer could have sold it but does not — does taxpayer realize
a tax loss when he later sells it for more than his basis but less than the fmv it
once had?

The effect of subtracting “adjusted basis” is to exclude that amount from taxpay-
er’s “gross income” and so from his income tax burden. That money of course
had already been subject to income tax at the time the taxpayer put it into his
“store of property rights” and so should not be subject to tax again.

We begin with a case dealing with a loss from a dealing in property.

Hortv. CIR, 313 U.S. 28 (1941)

MR. JUSTICE MURPHY delivered the opinion of the Court.

Petitioner acquired the property, a lot and ten-story office building, by devise
from his father in 1928. At the time he became owner, the premises were leased to
a firm which had sublet the main floor to the Irving Trust Co. In 1927, five years
before the head lease expired, the Irving Trust Co. and petitioner’s father executed
a contract in which the latter agreed to lease the main floor and basement to the
former for a term of fifteen years at an annual rental of $25,000, the term to com-
mence at the expiration of the head lease.

In 1933, the Irving Trust Co. found it unprofitable to maintain a branch in peti-
tioner’s building. After some negotiations, petitioner and the Trust Co. agreed to
cancel the lease in consideration of a payment to petitioner of $140,000. Petitioner
did not include this amount in gross income in his income tax return for 1933. On
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the contrary, he reported a loss of $21,494.75 on the theory that the amount he
received as consideration for the cancellation was $21,494.75 less than the differ-
ence between the present value of the unmatured rental payments and the fair
rental value of the main floor and basement for the unexpired term of the lease. ...

The Commissioner included the entire $140,000 in gross income, disallowed the
asserted loss, ... and assessed a deficiency. The Board of Tax Appeals affirmed.
39 B.T.A. 922. The Circuit Court of Appeals affirmed per curiam ... [W]e granted
certiorari limited to the question whether, “in computing net gain or loss for in-
come tax purposes, a taxpayer [can] offset the value of the lease canceled against
the consideration received by him for the cancellation.”

The amount received by petitioner for cancellation of the lease must be included
in his gross income in its entirety. Section [61] [footnote omitted] ... expressly
defines gross income to include “gains, profits, and income derived from ... rent,
... or gains or profits and income from any source whatever.” Plainly this defini-
tion reached the rent paid prior to cancellation, just as it would have embraced
subsequent payments if the lease had never been canceled. It would have included
a prepayment of the discounted value of unmatured rental payments whether re-
ceived at the inception of the lease or at any time thereafter. Similarly, it would
have extended to the proceeds of a suit to recover damages had the Irving Trust
Co. breached the lease instead of concluding a settlement. [citations omitted]
That the amount petitioner received resulted from negotiations ending in cancella-
tion of the lease, rather than from a suit to enforce it, cannot alter the fact that ba-
sically the payment was merely a substitute for the rent reserved in the lease. So
far as the application of [§ 61(a)] is concerned, it is immaterial that petitioner
chose to accept an amount less than the strict present value of the unmatured rent-
al payments, rather than to engage in litigation, possibly uncertain and expensive.

The consideration received for cancellation of the lease was not a return of capi-
tal. We assume that the lease was “property,” whatever that signifies abstractly. ...
Simply because the lease was “property,” the amount received for its cancellation
was not a return of capital, quite apart from the fact that “property” and “capital”
are not necessarily synonymous in the Revenue Act of 1932 or in common usage.
Where, as in this case, the disputed amount was essentially a substitute for rental
payments which [§ 61(a)] expressly characterizes as gross income, it must be re-
garded as ordinary income, and it is immaterial that, for some purposes, the con-
tract creating the right to such payments may be treated as “property” or “capital.”
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We conclude that petitioner must report as gross income the entire amount re-
ceived for cancellation of the lease, without regard to the claimed disparity be-
tween that amount and the difference between the present value of the unmatured
rental payments and the fair rental value of the property for the unexpired period
of the lease. The cancellation of the lease involved nothing more than relinquish-
ment of the right to future rental payments in return for a present substitute pay-
ment and possession of the leased premises. Undoubtedly it diminished the
amount of gross income petitioner expected to realize, but, to that extent, he was
relieved of the duty to pay income tax. Nothing in [§ 165] [footnote omitted] indi-
cates that Congress intended to allow petitioner to reduce ordinary income actual-
ly received and reported by the amount of income he failed to realize. [citations
omitted] We may assume that petitioner was injured insofar as the cancellation of
the lease affected the value of the realty. But that would become a deductible loss
only when its extent had been fixed by a closed transaction. [citations omitted]

The judgment of the Circuit Court of Appeals is affirmed.

Notes and Questions:

Lump sum payments: On occasion, taxpayer may accept a lump sum payment in
lieu of receiving periodic payments. The tax law characterizes the lump sum in
the same manner as it would have characterized the periodic payments. We
saw the Court apply this principle in Glenshaw Glass when it treated a lump
sum payment in lieu of profits as if it were profit.

1. Taxpayer measured his gain/loss with the benefit of the bargain as his refer-
ence point. An accountant or financial officer would not evaluate the buyout of
the lease in this case any differently than taxpayer did. If a lessor’s interest has a
certain value and the lessor sells it for less than that value, why can’t the lessor
recognize a tax loss?

e Evidently it was a good lease for the lessor. The present value of the

contracted rents was greater than the fair rental value of the property.
e $140,000 was $21,500 less than the anticipated value of the lease.
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2. The Tax Code taxes all income once unless specifically provided otherwise.
Basis is the means by which a taxpayer keeps score with the government concern-
ing what accessions to wealth have already been subject to tax.
e How does the Court’s opinion implement these principles?
e How did taxpayer’s contentions fail to implement these principles?
e What exactly was taxpayer’s basis in his lessor’s interest in the lease-
hold? Where would his basis come from?

3. Sections 61(a) lists several forms that gross income may take. One such form
is income from discharge of indebtedness. § 61(a)(12). The Code does not treat
all forms of gross income the same. Different rates of tax may apply to different
forms of gross income. Or, the Code might not — in certain circumstances — tax
some forms of gross income at all. This was a key point in Murphy v. IRS, supra,
which turned on the construction of § 104. Thus there are reasons that we should
not (always) treat gross income as a big hodge-podge of money. In the following
case, the court distinguishes between a gain that taxpayer derived from dealings in
property from gains that taxpayer derived from a discharge of his debt. Deter-
mine what was at issue in Gehl, what the parties argued, and why it mattered.

United States v. Gehl, 50 F.3d 12 (unpublished), 1995 WL 115589 (CAS8), cert.
denied, 516 U.S. 899 (1995)

NOTICE: THIS IS AN UNPUBLISHED OPINION.

BOGUE, Senior District Judge.

Taxpayers James and Laura Gehl (taxpayers) appeal from an adverse decision in
the United States Tax Court finding deficiencies in their income taxes for 1988
and 1989. For the reasons stated below, we affirm.

BACKGROUND
Prior to the events in issue, the taxpayers borrowed money from the Production
Credit Association of the Midlands (PCA). Mortgages on a 218 acre family farm
were given to the PCA to secure the recourse loan. As of December 30, 1988, the
taxpayers were insolvent and unable to make the payments on the loan, which had
an outstanding balance of $152,260. The transactions resolving the situation be-
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tween the PCA and the taxpayers form the basis of the current dispute.

Pursuant to a restructuring agreement, taxpayers, by deed in lieu of foreclosure,
conveyed 60 acres of the farm land to the PCA on December 30, 1988, in partial
satisfaction of the debt. The taxpayers basis in the 60 acres was $14,384 and they
were credited with $39,000 towards their loan, the fair market value of the land.
On January 4, 1989, taxpayers conveyed, also by deed in lieu of foreclosure, an
additional 141 acres of the mortgaged farm land to the PCA in partial satisfaction
of the debt. Taxpayers basis in the 141 acres was $32,000 and the land had a fair
market value of $77,725. Taxpayers also paid $6,123 in cash to the PCA to be
applied to their loan. The PCA thereupon forgave the remaining balance of the
taxpayers’ loan, $29,412. Taxpayers were not debtors under the Bankruptcy Code
during 1988 or 1989, but were insolvent both before and after the transfers and
discharge of indebtedness.

After an audit, the Commissioner of Revenue (Commissioner) determined tax de-
ficiencies of $6,887 for 1988 and $13,643 for 1989 on the theory that the taxpay-
ers had realized a gain on the disposition of their farmland in the amount by
which the fair market value of the land exceeded their basis in the same at the
time of the transfer (gains of $24,616 on the 60 acre conveyance and $45,645 on
the conveyance of the 141 acre conveyance). The taxpayers petitioned the Tax
Court for redetermination of their tax liability for the years in question contending
that any gain they realized upon the transfer of their property should not be treated
as income because they remained insolvent after the transactions.

The Tax Court found in favor of the Commissioner. In doing so, the court “bifur-
cated” its analysis of the transactions, considering the transfers of land and the
discharge of the remaining debt separately. The taxpayers argued that the entire
set of transactions should be considered together and treated as income from the
discharge of indebtedness. As such, any income derived would be excluded as
the taxpayers remained insolvent throughout the process. 26 U.S.C. § 108(a)(1).
As to the discharge of indebtedness, the court determined that because the taxpay-
ers remained insolvent after their debt was discharged, no income would be at-
tributable to that portion of the restructuring agreement.

On the other hand, the court found the taxpayers to have received a gain includa-
ble as gross income from the transfers of the farm land (determined by the excess
of the respective fair market values over the respective basis). This gain was
found to exist despite the continued insolvency in that the gain from the sale or
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disposition of land is not income from the discharge of indebtedness. The taxpay-
ers appealed.

DISCUSSION

We review the Tax Court’s interpretation of law de novo. [citation omitted] Dis-
cussion of this case properly begins with an examination of I.R.C. § 61 which de-
fines gross income under the Code. In order to satisfy their obligation to the
PCA, the taxpayers agreed to participate in an arrangement which could potential-
ly give rise to gross income in two distinct ways.®? 1.R.C. § 61(a)(3) provides that
for tax purposes, gross income includes “gains derived from dealings in proper-
ty.” Likewise, income is realized pursuant to 1.R.C. 8 61(a)(12) for “income from
discharge of indebtedness.”

There can be little dispute with respect to Tax Court’s treatment of the $29,412
portion of the debt forgiven subsequent to the transfers of land and cash. The
Commissioner stipulated that under I.R.C. § 108(a)(1)(B),* the so-called “insol-
vency exception,” the taxpayers did not have to include as income any part of the
indebtedness that the PCA forgave. The $29,412 represented the amount by
which the land and cash transfers fell short of satisfying the outstanding debt.
The Tax Court properly found this amount to be excluded.

Further, the Tax Court’s treatment of the land transfers, irrespective of other por-
tions of the restructuring agreement, cannot be criticized. Section 1001 governs
the determination of gains and losses on the sale or exchange of property. Section
1001(a) provides that “[t]he gain from the sale or other disposition of property
shall be the excess of the amount realized therefrom over the adjusted basis ...”
The taxpayers contend that because the disposition of their land was compulsory
and that they had no discretion with respect to the proceeds, the deeds in lieu of
foreclosure are not “sales” for the purposes of § 1001. We disagree. A transfer of
property by deed in lieu of foreclosure constitutes a “sale or exchange” for federal
income tax purposes. Allan v. Commissioner of Revenue, 86 F.C. 655, 659-60,

32 Aside from being part of the restructuring agreement, the taxpayer’s transfer of $6,123 cash to
the PCA has little significance for the purposes of the present appeal.

33 LR.C. § 108(a)(1)(B) provides that “gross income does not include any amount which (but for
this subsection) would be includable in gross income by reason of the discharge (in whole or in part)

of indebtedness of the taxpayer if ... the discharge occurs when the taxpayer is insolvent.” ...
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aff’d. 856 F.2d 1169, 1172 (8th Cir. 1988) (citations omitted). The taxpayers’
transfers by deeds in lieu of foreclosure of their land to the PCA in partial satis-
faction of the recourse debt were properly considered sales or exchanges for pur-
poses of § 1001.

Taxpayers also appear to contend that under their circumstances, there was no
“amount realized” under I.R.C. 8§ 1001(a-b) and thus, no “gain” from the land
transfers as the term is used in 1.R.C. 8 61(a)(3). Again, we must disagree. The
amount realized from a sale or other disposition of property includes the amount
of liabilities from which the transferor is discharged as a result of the sale or dis-
position. Treas. Reg. 8§ 1.1001-2(a)(1). Simply because the taxpayers did not ac-
tually receive any cash proceeds from the land transfers does not mean there was
no amount realized. Via the land transfers, they were given credit toward an out-
standing recourse loan to the extent of the land’s fair market value. This loan had
to be paid back. It is clear that the transfers of land employed to satisfy that end
must be treated the same as receiving money from a sale. In this case the land
transfers were properly considered *“gains derived from dealings in property” to
the extent the fair market value in the land exceeded the taxpayers’ basis in said
land. I.R.C. 88 61(a)(3), 1001(a).

The taxpayers’ primary and fundamental argument in this case is the Tax Court’s
refusal to treat the entire settlement of their loan, including the land transfers, as
coming within the scope of I.R.C. § 108. As previously stated, 8 108 and attend-
ing Treasury Regulations act to exclude income from the discharge of indebted-
ness where the taxpayer thereafter remains insolvent. The taxpayers take issue
with the bifurcated analysis conducted by the Tax Court and contend that, because
of their continued insolvency, 8 108 acts to exclude any income derived from the
various transactions absolving their debt to the PCA.

As an initial consideration, the taxpayers read the insolvency exception of § 108
too broadly. 1.R.C. 8§61 provides an [sic] non-exclusive list of fifteen items
which give rise to income for tax purposes, including income from discharge of
indebtedness. Of the numerous potential sources of income, § 108 grants an ex-
clusion to insolvent taxpayers only as to income from the discharge of indebted-
ness. It does not preclude the realization of income from other activities or
sources.

While 8108 clearly applied to a portion of the taxpayers’ loan restructuring
agreement, the land transfers were outside the section’s scope and were properly
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treated independently. [citation omitted]

There is ample authority to support Tax Court’s bifurcated analysis and substan-
tive decision rendered with respect to the present land transfers. The Commis-
sioner relies heavily on Treas. Reg. § 1.1001-2 and example 8 contained therein,
which provides:

(@) Inclusion in amount realized.-(1) * * *

(2) Discharge of indebtedness. The amount realized on a sale or
other disposition of property that secures a recourse liability does
not include amounts that are (or would be if realized and recog-
nized) income from the discharge of indebtedness under section
61(a)(12). * > *

(c) Examples * * *

Example (8). In 1980, F transfers to a creditor an asset with a fair market
value of $6,000 and the creditor discharges $7,500 of indebtedness for
which F is personally liable. The amount realized on the disposition of the
asset is its fair market value ($6,000). In addition, F has income from the
discharge of indebtedness of $1,500 ($7,500 - $6,000).

We believe the regulation is controlling and serves ... to provide support for the
decision rendered by the Tax Court.®*

CONCLUSION
For the reasons stated, we affirm the decision of the Tax Court.

Notes and Questions:
1. Section 61(a) presents a comprehensive definition of “gross income.” Howev-

er, the fifteen enumerated types or sources of income are not necessarily subject
to the same rate of tax, and other provisions may exclude certain types of income

34 Despite the technical accuracy of the decision, one wonders about the propriety of the govern-
ment’s exhaustive pursuit of this matter in view of the taxpayers’ dire financial situation and contin-

ued insolvency.
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from income subject to tax altogether. Naturally, taxpayers would prefer to char-
acterize their income as of a type or from a source not subject to income tax. Un-
der certain circumstances, 8 108 excludes discharge of indebtedness income from
income tax. See chapter 3 infra. For these reasons, the type or source of income
can matter greatly.

2. Taxpayer may transfer a piece of appreciated (or depreciated) property to an-
other to satisfy an obligation or make a payment. Taxpayer might alternatively
have sold the property for its fmv. The gain derived from the sale would be sub-
ject to income tax. Taxpayer could then pay the cash he realized to the obligee or
payee. The result should be no different if taxpayer simply transfers the property
directly to the obligee or payee. The court recognized this when it stated:

It is clear that the transfers of land employed to satisfy [an obligation or
make a payment] must be treated the same as receiving money from a sale.
In this case the land transfers were properly considered *“gains derived
from dealings in property” to the extent the fair market value in the land
exceeded the taxpayers’ basis in said land. 1.R.C. 88 61(a)(3), 1001(a).

Giving property as payment: The use of appreciated (or depreciated) property
to pay for something is a recognition event. Why?

3. Notice that if taxpayers’ views in Gehl had prevailed, they would have realized
the benefit of the appreciation in the value of their property (i.e., an accession to
wealth) without that accession ever being subject to tax — contrary to the first of
the three principles stated chapter 1 that you should know by now.

4. Why is relief from a liability included in amount realized when applying the
formula of § 1001?

C. Barter
Now suppose that instead of accepting money in exchange for property or ser-

vices, taxpayer accepts services for services, property for property, property for
services, or services for property.
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Rev. Rul. 79-24
GROSS INCOME; BARTER TRANSACTIONS

FACTS

Situation 1. In return for personal legal services performed by a lawyer for a
housepainter, the housepainter painted the lawyer’s personal residence. Both the
lawyer and the housepainter are members of a barter club, an organization that
annually furnishes its members a directory of members and the services they pro-
vide. All the members of the club are professionals or trades persons. Members
contact other members directly and negotiate the value of the services to be per-
formed.

Situation 2. An individual who owned an apartment building received a work of
art created by a professional artist in return for the rent-free use of an apartment
for six months by the artist.

LAW
The applicable sections of the Internal Revenue Code of 1954 and the Income Tax
Regulations thereunder are 61(a) and 1.61-2, relating to compensation for ser-
vices.

Section 1.61-2(d)(1) of the regulations provides that if services are paid for other
than in money, the fair market value of the property or services taken in payment
must be included in income. If the services were rendered at a stipulated price,
such price will be presumed to be the fair market value of the compensation re-
ceived in the absence of evidence to the contrary.

HOLDINGS
Situation 1. The fair market value of the services received by the lawyer and the
housepainter are includible in their gross incomes under section 61 of the Code.

Situation 2. The fair market value of the work of art and the six months fair rental
value of the apartment are includible in the gross incomes of the apartment-owner
and the artist under section 61 of the Code.

Notes and Questions:

1. Each party to a barter transaction gave up something and received something.
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If the fmv of what a party gives up is different from the value of what s/he re-
ceived, it is the value of what taxpayer receives that matters. Read the Law and
Holdings carefully. Section 1001(a) also requires this. This implies that two par-
ties to a transaction may realize different amounts.
e Why would it be wrong to measure the amount realized by what tax-
payer gave up in a barter transaction? Consider —

2. (continuing note 1): Let’s say that the fmv of the painting was $6000. The
fmv of the rent was $7000. We say that we tax income once — but we don’t tax it
more than once. In the following questions, keep track of what the taxpayer has
and on how much income he has paid income tax.
e What should be the apartment-owner’s taxable gain from exchanging
rent for the painting?
e What should be the apartment-owner’s basis in the painting he re-
ceived?
e What is the apartment-owner’s taxable gain if he sells the painting
immediately upon receipt for its fmv?

3. Read Reg. § 1.61-2(d)(1 and 2(i)) and & 83(a).

e Taxpayer performed accounting services over the course of one year
for Baxter Realty. The fmv of these services was $15,000. Taxpayer
billed Baxter Realty for $15,000. Unfortunately, Baxter Realty was
short on cash and long on inventory, which included a tract of land
known as Blackacre. The fmv of Blackacre was $20,000. Its cost to
Baxter Realty was $11,000. Taxpayer agreed to accept Blackacre as
full payment for the bill. Six months later, Taxpayer sold Blackacre to
an unrelated third person for $22,000.

1. How much must Taxpayer report as gross income from the re-
ceipt of Blackacre as payment for his services?

2. How much must Taxpayer report as gross income derived
from the sale of Blackacre?

3. How much must Baxter Realty report as gross income derived
from its dealings in Blackacre?

D. Improvements to Leaseholds and the Time Value of Money

Helvering v. Bruun, 309 U.S. 461 (1940)
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MR. JUSTICE ROBERTS delivered the opinion of the Court.

... [O]n July 1, 1915, the respondent, as owner, leased a lot of land and the build-
ing thereon for a term of ninety-nine years.

The lease provided that the lessee might at any time, upon giving bond to secure
rentals accruing in the two ensuing years, remove or tear down any building on
the land, provided that no building should be removed or torn down after the lease
became forfeited, or during the last three and one-half years of the term. The les-
see was to surrender the land, upon termination of the lease, with all buildings and
improvements thereon.

In 1929, the tenant demolished and removed the existing building and constructed
a new one which had a useful life of not more than fifty years. July 1, 1933, the
lease was cancelled for default in payment of rent and taxes, and the respondent
regained possession of the land and building.

“Unamortized cost” equals “adjusted basis.”

“... [At] said date, July 1, 1933, the building which had been erected upon said
premises by the lessee had a fair market value of $64,245.68, and ... the unamor-
tized cost of the old building, which was removed from the premises in 1929 to
make way for the new building, was $12,811.43, thus leaving a net fair market
value as at July 1, 1933, of $51,434.25, for the aforesaid new building erected up-
on the premises by the lessee.”

On the basis of these facts, the petitioner determined that, in 1933, the respondent
realized a net gain of $51,434.25. The Board overruled his determination, and the
Circuit Court of Appeals affirmed the Board's decision.

The course of administrative practice and judicial decision in respect of the ques-
tion presented has not been uniform. In 1917, the Treasury ruled that the adjusted
value of improvements installed upon leased premises is income to the lessor up-
on the termination of the lease. [footnote omitted] The ruling was incorporated
in two succeeding editions of the Treasury Regulations. [footnote omitted] In
1919, the Circuit Court of Appeals for the Ninth Circuit held, in Miller v. Gearin,
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258 F.2d 5, that the regulation was invalid, as the gain, if taxable at all, must be
taxed as of the year when the improvements were completed. [footnote omitted]

The regulations were accordingly amended to impose a tax upon the gain in the
year of completion of the improvements, measured by their anticipated value at
the termination of the lease and discounted for the duration of the lease. Subse-
quently, the regulations permitted the lessor to spread the depreciated value of the
improvements over the remaining life of the lease, reporting an aliquot part each
year, with provision that, upon premature termination, a tax should be imposed
upon the excess of the then value of the improvements over the amount thereto-
fore returned. [footnote omitted]

In 1935, the Circuit Court of Appeals for the Second Circuit decided, in Hewitt
Realty Co. v. Commissioner, 76 F.2d 880, that a landlord received no taxable in-
come in a year, during the term of the lease, in which his tenant erected a building
on the leased land. The court, while recognizing that the lessor need not receive
money to be taxable, based its decision that no taxable gain was realized in that
case on the fact that the improvement was not portable or detachable from the
land, and, if removed, would be worthless except as bricks, iron, and mortar. It
said, 76 F.2d 884: “The question, as we view it, is whether the value received is
embodied in something separately disposable, or whether it is so merged in the
land as to become financially a part of it, something which, though it increases its
value, has no value of its own when torn away.” This decision invalidated the
regulations then in force. [footnote omitted]

In 1938, this court decided M.E. Blatt Co. v. United States, 305 U. S. 267. There,
in connection with the execution of a lease, landlord and tenant mutually agreed
that each should make certain improvements to the demised premises and that
those made by the tenant should become and remain the property of the landlord.
The Commissioner valued the improvements as of the date they were made, al-
lowed depreciation thereon to the termination of the leasehold, divided the depre-
ciated value by the number of years the lease had to run, and found the landlord
taxable for each year’s aliquot portion thereof. His action was sustained by the
Court of Claims. The judgment was reversed on the ground that the added value
could not be considered rental accruing over the period of the lease; that the facts
found by the Court of Claims did not support the conclusion of the Commissioner
as to the value to be attributed to the improvements after a use throughout the
term of the lease, and that, in the circumstances disclosed, any enhancement in the
value of the realty in the tax year was not income realized by the lessor within the
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Revenue Act.

The circumstances of the instant case differentiate it from the Blatt and Hewitt
cases, but the petitioner’s contention that gain was realized when the respondent,
through forfeiture of the lease, obtained untrammeled title, possession, and con-
trol of the premises, with the added increment of value added by the new building,
runs counter to the decision in the Miller case and to the reasoning in the Hewitt
case.

The respondent insists that the realty — a capital asset at the date of the execution
of the lease — remained such throughout the term and after its expiration; that im-
provements affixed to the soil became part of the realty indistinguishably blended
in the capital asset; that such improvements cannot be separately valued or treated
as received in exchange for the improvements which were on the land at the date
of the execution of the lease; that they are therefore in the same category as im-
provements added by the respondent to his land, or accruals of value due to extra-
neous and adventitious circumstances. Such added value, it is argued, can be con-
sidered capital gain only upon the owner's disposition of the asset. The position is
that the economic gain consequent upon the enhanced value of the recaptured as-
set is not gain derived from capital or realized within the meaning of the Sixteenth
Amendment, and may not therefore be taxed without apportionment.

We hold that the petitioner was right in assessing the gain as realized in 1933.

The respondent cannot successfully contend that the definition of gross income in
Sec. [61(a)] [footnote omitted] is not broad enough to embrace the gain in ques-
tion. ... He emphasizes the necessity that the gain be separate from the capital and
separately disposable. ...

While it is true that economic gain is not always taxable as income, it is settled
that the realization of gain need not be in cash derived from the sale of an asset.
Gain may occur as a result of exchange of property, payment of the taxpayer's in-
debtedness, relief from a liability, or other profit realized from the completion of a
transaction. [footnote omitted] The fact that the gain is a portion of the value of
property received by the taxpayer in the transaction does not negative its realiza-
tion.
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Here, as a result of a business transaction, the respondent received back his land
with a new building on it, which added an ascertainable amount to its value. It is
not necessary to recognition of taxable gain that he should be able to sever the
improvement begetting the gain from his original capital. If that were necessary,
no income could arise from the exchange of property, whereas such gain has al-
ways been recognized as realized taxable gain.

Judgment reversed.

Notes and Questions:

1. Aliquot: a fractional part that is contained a precise number of times in the
whole.

2. Why did everyone who had anything to do with this case subtract the unamor-
tized cost of the old building from the fmv of the new building in determining
taxpayer’s taxable income? After all, taxpayer does not own a building that no
longer physically exists?

The cost of deriving income and depreciation: Taxpayer should not be subject to
tax on the costs that he incurs to earn income. The costs of supplies, e.g., fuel
to operate a productive machine, represent consumption from which taxpayer
derives income. The Code taxes only “net” income. It accomplishes this by
granting taxpayer a deduction for such consumption. § 162. Suppose that
taxpayer incurs a cost to purchase an asset that will produce income for many
years, e.g., a building. Taxpayer’s taxable income would be subject to
(enormous) distortion if he reduced his gross income by the cost of such an as-
set in the year he purchased it. The Code treats such a purchase as an invest-
ment — a mere conversion in the form in which taxpayer holds his wealth, not
an accession to it. A taxpayer’s mere conversion of the form in which he holds
wealth is not a taxable event. Taxpayer will have a basis in the asset. Tax-
payer will then consume a portion of the asset year after year. Taxpayer
may deduct such incremental consumption of a productive asset year after
year. This deduction is for “depreciation” — whose name is now “cost recov-
ery.” § 168. To the extent of the depreciation deduction, taxpayer has con-
verted investment into consumption. Hence, taxpayer must reduce his basis in
the asset for such deductions. § 1016. This represents “de-investment” in the
asset.
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3. Sections 109/1019 reverse the holding of Bruun. Section 109 provides that
taxpayer does not derive gross income upon termination of a lease by virtue of the
fact that the lessee erected buildings or other improvements on the property. Sect-
ion 1019 provides that taxpayer may not increase or decrease his adjusted basis in
property because he received gross income that § 109 excludes. Is § 1019 neces-
sary?

e Whatis conceptually wrong with 88109 and 1019? Isn’t there
some untaxed consumption? Where?

4. Section 109 does not apply to improvements that the lessee makes which the
parties intend as rent. Reg. § 1.61-8(c) (“If a lessee places improvements on real
estate which constitute, in whole or in part, a substitute for rent, such improve-
ments constitute rental income to the lessor.”)

e Suppose that a retailer leases space for a period of one year in taxpay-
er/lessor’s shopping mall. As part of the rental, lessee agrees to install
various fixtures and to leave them to the lessor at the termination of
the lease. The value of the fixtures is $20,000.

0 What is lessor’s basis in the fixtures?
0 Exactly what does the payment of rent purchase?
o0 Exactly what does a lessor “sell” by accepting a rent payment?

5. Consider each of the rules the Court considered — as well as the rule that Con-
gress created in 88 109/1019. Identify each rule and consider this question: what
difference does it make which rule is applied?

e Let’s assume that the lessee did not remove a building, but simply
erected a new building on the premises. Let’s also put some numbers
and dates into the problem for illustrative purposes. Assume that the
fmv of the building in 1990 upon completion is $400,000. The build-
ing will last 40 years. The building will lose $10,000 of value every
year, and this is the amount that taxpayer may claim as a deprecia-
tion/cost recovery deduction. Taxpayer must reduce his basis in the
property (8 1016) for depreciation deductions. The adjusted basis of
the property equals its fmv. The lease upon completion of the building
will run another 20 years until 2010. The lessee did not default there-
by causing early termination of the lease. Immediately upon termina-
tion of the lease, taxpayer sells the property, and the portion of the
selling price attributable to the building is $200,000. Taxpayer pays
income tax equal to 30% of his income from whatever taxable events
occur.
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e CIR’s view, the rule of the 1917 regulations, and the Supreme Court’s
holding in Helvering v. Bruun: taxpayer derives taxable income at the ter-
mination of the lease equal to fmv — (ab in old building)

How much gross income must taxpayer recognize for receiving the
building and when?

How much is the income tax on this item of taxpayer’s gross in-
come?

How much gain will taxpayer realize from the sale of the building?
How much income tax must taxpayer pay for having sold the
building?

What is taxpayer’s total tax bill?

e Miller v. Gearin: taxpayer must recognize taxable income equal to the fmv
of that improvement in the year of completion.

How much gross income must taxpayer recognize for receiving the
building and when?

How much is the income tax on this item of taxpayer’s gross in-
come?

What will taxpayer’s basis in the building be?

What will taxpayer’s annual depreciation/cost recovery allowance
be for each of the next twenty years?

How much will the annual depreciation/cost recovery allowance
reduce taxpayer’s income tax liability for each of the remaining
years of the lease?

What will be the total reduction in taxpayer’s income tax liability
resulting from depreciation/cost recovery allowances?

What should happen to taxpayer’s basis in the building for each
year that he claims a depreciation/cost recovery deduction?

What will be taxpayer’s net income tax liability for having re-
ceived the building?

How much gain will taxpayer realize from the sale of the building?
How much income tax must taxpayer pay for having sold the
building?

What is taxpayer’s total tax bill?
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e New regulations that the Court referenced in Bruun that Treasury prom-
ulgated after Miller: taxpayer includes the discounted present value (PV)
of the improvement’s fmv at the termination of lease in his taxable in-
come at the time of completion of the building.

How much gross income must taxpayer recognize for receiving
the building and when?

How much is the income tax on this item of taxpayer’s gross
income?

How much gain will taxpayer realize from the sale of the build-
ing?

How much income tax must taxpayer pay for having sold the
building?

What is taxpayer’s total tax bill?

e Even newer regulations and the rule of the Court of Claims’ holding in
M.E. Blatt Co. v. U.S.: taxpayer/lessor must determine what the fmv of the
improvement will be at the termination of the lease and report as taxable
income for each remaining year of the lease an aliquot share of that

amount.

In the event of premature termination, taxpayer/lessor must re-

port as taxable income or may claim as a reduction to his taxable income
an amount equal to (fmv at time of termination) — (amount of income pre-
viously taxed).

How much gross income must taxpayer recognize for receiving
the building and when?

How much is the income tax on this item of taxpayer’s gross
income?

How much gain will taxpayer realize from the sale of the build-
ing?

How much income tax must taxpayer pay for having sold the
building?

What is taxpayer’s total tax bill?

e 88109/1019, Hewitt Realty Co. v. CIR, and Supreme Court holding in
M.E. Blatt Co. v. U.S.
e How much gross income must taxpayer recognize for receiving the
building and when?
e How much is the income tax on this item of taxpayer’s gross in-
come?
e How much gain will taxpayer realize from the sale of the building?
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e How much income tax must taxpayer pay for having sold the
building?
= What is taxpayer’s total tax bill?

Compare the tax liability of taxpayer in (1), (2), (3), (4), and (5). Did the choice
of the applicable rule affect the net income tax liability of taxpayer?

6. It is very expensive to litigate a case to a federal circuit court of appeals or all
the way to the United States Supreme Court. Apparently, the prevailing rule did
not affect taxpayer’s net tax liability under the hypothetical facts laid down for
this exercise. If the choice of rule does not alter the final tax liability of a taxpay-
er, why would parties spend serious money litigating a choice of rule question to
the Supreme Court? For that matter, why would the Treasury Department use up
so much ink promulgating and then changing regulations?

7. The answer (of course) lies in the fact that the right to have $1 today is worth
more than the right to have $1 at some future time. The number of dollars in-
volved in any of these transactions may not change, but their value certainly does.
Yet calculations of taxable income and income tax liability do not (often) change
merely because $1 today is worth more than $1 tomorrow. Taxpayers understand
that principle very well and seek to reduce the present value of their tax liability
as much as possible. They can do this by accelerating recognition of deductions
and deferring recognition of income.
e We now consider exactly how taxpayers and the CIR would value the
same tax liability that taxpayers must pay (and the U.S. Treasury
would receive) sooner rather than later.

8. There are formulas that incorporate the variables of time and discount rate that
enable us to determine either the future value (FV) of $1 now or the present value
(PV) of $1 in the future. We can use the formulas to generate easy-to-use tables
that enable us to make future value and present value determinations.

e You can Google “present value tables” to find a variety of such tables.

e Some tables appear in the pages immediately following this one. Do
not forget that these tables are here. You may wish to use them from
time to time.

e Table 1 shows what $1 today will be worth at given interest rates
(across the top of the table) after a given number of years (down the
left hand side of the table).

e Table 2 shows what $1 at some given future date is worth today.
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Table 3 shows the present value of receiving $1 at the end of every
year for a given number of years. This of course is an annuity, but this
table is very useful in determining the PV of any stream of payments
that does not vary in amount, e.g., depreciation deductions.

A useful approximation that you can verify by referring to table 1 is
the so-called rule of 72. Simply divide 72 by the interest rate ex-
pressed as a whole number. The quotient is very close to the length of
time it takes money to double in value at that interest rate.

Table 1: Future value of $1 at various interest rates, compounded annually:
FV =1(1 +r)

FV = future value; r = interest rate expressed as decimal; t = time, i.e., # of years.
In the left hand column is the number of years. In the top row is the interest rate.

1%

2% 3% 4% 5% 6% 7% 8% 9% [10%

1.01

1.02 1.03 104 ([1.05 [1.06 [1.07 [1.08 [1.09 [L.1

1.0201

1.0404 [1.0609 [1.0816 [1.1025 [1.1236 |1.1449(1.1664 [1.1881[1.21

1.0303

1.0612 1.0927 [1.1249 [1.1576 [1.191 [1.225 [1.2597]1.295 [1.331

W[N]

1.0406

1.0824 [1.1255 [1.1699 [1.2155 [1.2625 [1.3108|1.3605 |1.4116 [1.4641

1.051

1.1041(1.1593 [1.2167 [1.2763 [1.3382 [1.4026|1.4693 |1.5386 [1.6105

1.0615

1.1262 1.1941 [1.2653 [1.3401 (1.4185 [1.5007 |1.5869 |1.67711.7716

1.0721

1.1487 |1.2299 |1.3159 [1.4071 |1.5036 [1.6058(1.7138 [1.828 [1.9487

[ IEN] [e) (3]

1.0829

1.1717(1.2668 [1.3686 [1.4775 [1.5938 [1.7182]1.8509 |1.9926 [2.1436

1.0937

1.1951 1.3048 [1.4233 [1.5513 [1.6895 [1.8385]1.999 [2.17192.3579

10

1.1046

1.219 [1.3439 [1.4802 [1.6289 [1.7908 [1.9672|2.1589 [2.3674 [2.5937

20

1.2202

1.48591.8061 [2.1911 [2.6533 [3.2071 [3.8697 {4.661 [5.6044[6.7275

30

1.3478

1.8114 [2.4273 [3.2434 [4.3219 [5.7435 [7.6123]10.063 |13.268 [17.449
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Table 2: Present Value of $1 at a future date at a given interest rate com-
pounded annually: PV =1/(1 +r)t

1% P% % 4% p% 6% [/% B% 9% 10%
0.9901 0.9804/0.9709]0.9615|0.9524 0.94340.93460.9259(0.9174 [0.9091
0.980310.961210.9426/0.9246(0.907 [0.89 [0.8734/0.8573/0.8417 |0.8264
0.9706 [0.9423/0.9151/0.889 |0.8638(0.8396/0.8163/0.7938(0.7722 [0.7513
0.961 |0.9238/0.8885/0.8548(0.8227(0.7921|0.7629/0.735 [0.7084 [0.683

NIV IS

0.9515[0.90570.8626/0.8219(0.7835(0.7473/0.713 |0.6806(0.6499 [0.6209
0.942 10.888 |0.8375/0.7903|0.7462(0.705 |0.6663/0.6302(0.5963 [0.5645
0.9327(0.8706/0.8131]0.7599(0.7107|0.66510.6227/0.5835(0.547 [0.5132
0.9235(0.8535/0.789410.7307|0.6768|0.62740.582 |0.5403|0.5019 [0.4665

[} IENI[e) (3]

9 10.9143|0.83680.7664 |0.7026]0.64460.5919(0.5439(0.5002 |0.4604 |0.4241
10/0.905310.8203|0.744110.67560.6139|0.5584 |0.5083]0.463210.4224 10.3855
20/0.8195]0.673 |0.55370.4564(0.3769|0.3118|0.2584/0.2145(0.1784 |0.1486
30(0.7419]0.5521(0.412 [0.3083/0.2314]0.1741|0.1314/0.0994[0.0754 |0.0573

Table 3: Present Value of a $1 Annuity Discounted by a Given Interest rate
for a Certain Number of Annual Payments: PV = (—=0.1)*(1-1/(1 + i) Y)/i

% P PBw UWn B% 6% [1% 8% P% [10% |

0.9901 |0.9804 0.9709 |0.9615 [0.9524 [0.9434 [0.9346 |0.9259 [0.917410.9091

1.9704 11.9416 1.9135 |1.8861 [1.8594 [1.8334 {1.808 |1.7833|1.7591 [1.7355

2.941 [2.883912.8286 [2.7751 [2.7232 [2.673 [2.6243 [2.5771 [2.5313 [2.4869

W[N]

3.902 [3.8077(3.7171 [3.6299 [3.546 [3.4651 [3.3872 [3.3121 3.2397 |3.1699

4.8534 14.7135 4.5797 [4.4518 4.3295 |4.2124 14.1002 [3.9927 (3.8897 |3.7908

5.7955 [5.6014 [5.4172 [5.2421 [5.0757 {4.9173 |4.7665 {4.6229 4.4859 {4.3553

6.7282 6.472 16.2303 16.0021 [5.7864 [5.5824 [5.3893 [5.2064 [5.033 4.8684

[ec) NI K] [3;

7.6517 |7.3255(7.0197 [6.7327 16.4632 |6.2098 [5.9713 |5.7466 [5.5348 |5.3349

9 [8.566 [8.1622[7.7861 [7.4353 [7.1078 [6.8017 [6.5152 [6.2469 [5.9952 |5.759

10/9.4713 8.9826 18.5302 [8.1109 [7.7217 [7.3601 [7.0236 [6.7101 [6.4177 |6.1446

20(18.046 [16.351 [14.877 [13.59 [12.462 |11.47 [10.594 [9.8181 9.12858.5136

30(25.808 [22.396 [19.6  [17.292 [15.372 [13.765 {12.409 [11.258 {10.274 [9.4269
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9. Now: let’s assume that the discount rate in our problems above is 8% and re-
work the answers. Compare the present value of taxpayer’s $60,000 tax liability
on the very same transactions in 1990 under each of the five rules:
(1) CIR’s view, of the 1917 regulations, and the Supreme Court’s holding
in Bruun: taxpayer derives taxable income at the termination of the lease
equal to fmv — (ab in old building).
e In 1990, what is the present value of taxpayer’s net tax liabil-
ity?

(2) Miller v. Gearin: taxpayer must recognize taxable income equal to the
fmv of that improvement in the year of completion.
e In 1990, what is the present value of taxpayer’s net tax liabil-
ity?

(3) New regulations that the Court referenced in Bruun that Treasury
promulgated after Miller: the discounted PV of improvement’s fmv at the
termination of lease is included in taxpayer’s taxable income at the time of
completion of the building.
e In 1990, what is the present value of taxpayer’s net tax liabil-
ity?

(4) Even newer regulations and the rule of the Court of Claims’s holding
in M.E. Blatt Co. v. U.S.: taxpayer/lessor must determine what the fmv of
the improvement will be at the termination of the lease and report as taxa-
ble income for each remaining year of the lease an aliquot share of that
depreciated amount. In the event of premature termination, taxpay-
er/lessor must report as taxable income or may claim as a reduction to
his/her taxable income an amount equal to (fmv at time of termination) —
(amount of income previously taxed).

e In 1990, what is the present value of taxpayer’s net tax liabil-

ity?

(5) 88 109/1019, Hewitt Realty Co. v. CIR, and Supreme Court holding in
M.E. Blatt Co. v. U.S.
e In 1990, what is the present value of taxpayer’s net tax liabil-
ity?

10. The time value of money is one place where taxpayers and the Commissioner
now play the tax game. Look for the ways in which it affects the contentions of
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parties in the cases ahead. The higher the discount rate, the more taxpayer bene-
fits from deferring payment of a tax and/or accelerating a deduction.

11. Congress can itself exploit the time value of money to pursue certain policy
objectives that require taxpayers to save money in order that they make a particu-
lar consumption choice. For example, Congress may wish for taxpayers to save
money throughout their working lives that they can spend in retirement. Sections
219/62(a)(7) permit taxpayers to reduce their adjusted gross income (AGI) by
amounts that they save in an Individual Retirement Account (IRA). So also,
Congress may wish for taxpayers to save money that they can spend on medical
expenses at some future date. Sections 223/62(a)(19) permit taxpayers to reduce
their (AGI) by amounts that they save in a Health Savings Account. The money
that taxpayers deposit in these accounts at a young age can grow significantly, as
the tables above attest.

E. Imputed Income

Consider the following:

Mary and John are attorneys who both are in the 25% marginal tax bracket. They
are equally productive and efficient in their work as attorneys. They both own
houses that need a paint job. The cost of hiring a painter to paint their homes is
$9000.

e John hires a painter to paint his house. In order to pay the
painter, John must work six extra weekends in order to earn
another $12,000. After paying $3000 in taxes, John can then
pay the painter $9000. For having worked to earn an additional
$12,000 and paid $3000 more in income tax, John will have a
house with a $9000 paint job — which he will commence “con-
suming.” John had to pay $3000 in income taxes in order to
consume $9000.

e Mary decides to do the job herself on five successive week-
ends. The fmv of these services is $9000. When she has com-
pleted the job, Mary will have a house with a $9000 paint job —
which she will commence “consuming.” Mary paid nothing in
income taxes in order to consume $9000.

Notice: John was able to earn $2000 per weekend. Mary “earned” $1800 per
weekend. Mary is not as productive or as efficient a painter as she is an attorney.
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(Otherwise she should give up practicing law and take up house painting.) Never-
theless, Mary expended fewer resources in order to acquire a painted house than
John did. How?

e The answer lies in the fact that John had to pay income tax on his
“consumption,” and Mary did not.

e Services that one performs for oneself give rise to “imputed income.”

e As a matter of administrative practice and convenience, we do not tax
imputed income.

e As the facts of this hypothetical illustrate, not taxing imputed income
causes inefficiency. Mary would create more value by practicing law
on the weekends than by painting.

e Not taxing imputed income also causes distortions because from
Mary’s point of view, not taxing her imputed income encourages her
to perform more services for herself — so long as the cost of her ineffi-
ciency is less than the income taxes that she saves.

e In addition to these inefficiencies and distortions, not taxing imputed
income derived from performing services for oneself costs the U.S.
Treasury money. Obviously, we should not be concerned about de
minimis amounts, e.g., mowing our own lawns. But one major source
of lost revenue is the non-taxation of imputed income derived by the
stay-at-home parent.

Eileen and Robert are both in the 25% tax bracket. Assume that the annual rental
rate for a home is 10% of the home’s fmv. Both Robert and Eileen have accumu-
lated $250,000. The income necessary to accumulate this money has already been
subject to income tax. Prevailing interest rates are 8%.
*Robert elects to take the $20,000 return on his investments to pay the rent
on a house valued at $150,000. After paying $5000 in income taxes, he
will have $15,000 with which to pay rent. His investment will not grow
because he uses his entire return on investment to pay income tax plus
rent.
*Eileen elects to change the form in which she holds some of her invest-
ment and to use $150,000 to purchase a house. She will still have
$100,000 invested. Eileen can live in her house rent-free and will earn a
6% (i.e., 8% — (25% of 8%)) after-tax return on her investment, com-
pounded annually. See table 1 in the discussion of Bruun, supra. In less
than 16 years, Eileen will have $250,000 PLUS she will own a $150,000
home (assuming that it does not lose value; in fact its value might in-
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crease).

Notice: Obviously Eileen came out ahead of Robert. Both Eileen and Robert
started with the same wealth and lived in the same type of house. How did Eileen
do so much better than Robert?

Again, Robert had to pay income tax on his consumption while Eileen
did not.

The fair rental value of property that a taxpayer owns is also imputed
income, and it is not subject to income tax.

As the facts of this hypothetical illustrate, not taxing imputed income
causes inefficiency because it encourages taxpayers to invest in assets
that he can use in preference to other investments.

0 A house is something that a consumer can and wants to con-
sume.

Not taxing imputed income derived from ownership of property in-
creases a taxpayer’s return on investing in such property. Eileen re-
ceived $15,000 worth of rent annually on her $150,000 investment — a
tax-free return of 10%. A net after-tax return of 10% subject to 25%
income tax would require a before-tax return of 13.33%.

A major source of lost revenue to the Treasury through the non-
taxation of the fair rental value of property that taxpayer owns results
from Americans’ widespread ownership of homes — and the ownership
of homes that are more expensive than what many taxpayers would
otherwise purchase.

Perhaps the risk-adjusted return on Turkish apricot futures is greater
than the 10% return Eileen so easily consumed on her investments, but
Eileen will not choose to maximize her investment return in this man-
ner unless the return on such an investment is greater than 13.33%.
The Tax Code assures that many taxpayers will prefer to purchase as-
sets such as homes rather than make investments with higher before-
tax returns.

0 In the event that not imputing the fair rental value of property
to its owner as taxable income is not sufficient incentive to in-
vest in homes —

= §163(h) permits deduction of mortgage interest on up
to $1,000,000 of indebtedness incurred to purchase a
home or of interest on up to $100,000 of home equity
indebtedness.

= §121 permits exclusion from gross income of up to
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$250,000 of gain from the sale or exchange of a tax-
payer’s principal residence under prescribed circum-

stances.
0 8 164(a)(1) permits a deduction for state and local, and foreign

real property taxes.*®
e Of course, these rules greatly increase demand for houses. Without
question, the Tax Code has distorted the market for houses and in-
creased their fmv.

ITI. The Constitutional and Statutory Definitions of “Gross In-
come:” Realization

Can a taxpayer realize income if he never receives it, but someone else does?

Helvering v. Horst, 311 U.S. 112 (1940)
MR. JUSTICE STONE delivered the opinion of the Court.

The sole question for decision is whether the gift, during the donor’s taxable year,
of interest coupons detached from the bonds, delivered to the donee and later in
the year paid at maturity, is the realization of income taxable to the donor.

In 1934 and 1935, respondent, the owner of negotiable bonds, detached from
them negotiable interest coupons shortly before their due date and delivered them
as a gift to his son, who, in the same year, collected them at maturity. The Com-
missioner ruled that, under ... [8 61], the interest payments were taxable, in the
years when paid, to the respondent donor, who reported his income on the cash
receipts basis. The circuit court of appeals reversed the order of the Board of Tax
Appeals sustaining the tax. We granted certiorari because of the importance of
the question in the administration of the revenue laws and because of an asserted
conflict in principle of the decision below with that of Lucas v. Earl, 281 U.S.
111, and with that of decisions by other circuit courts of appeals. See Bishop v.
Commissioner, 54 F.2d 298; Dickey v. Burnet, 56 F.2d 917, 921; Van Meter v.

35 The Tax Code makes a substantial contribution to urban sprawl.
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Commissioner, 61 F.2d 817.

The court below thought that, as the consideration for the coupons had passed to
the obligor, the donor had, by the gift, parted with all control over them and their
payment, and for that reason the case was distinguishable from Lucas v. Earl, su-
pra, and Burnet v. Leininger, 285 U.S. 136, where the assignment of compensa-
tion for services had preceded the rendition of the services, and where the income
was held taxable to the donor.

The holder of a coupon bond is the owner of two independent and separable kinds
of right. One is the right to demand and receive at maturity the principal amount
of the bond representing capital investment. The other is the right to demand and
receive interim payments of interest on the investment in the amounts and on the
dates specified by the coupons. Together, they are an obligation to pay principal
and interest given in exchange for money or property which was presumably the
consideration for the obligation of the bond. Here respondent, as owner of the
bonds, had acquired the legal right to demand payment at maturity of the interest
specified by the coupons and the power to command its payment to others which
constituted an economic gain to him.

Admittedly not all economic gain of the taxpayer is taxable income. From the
beginning, the revenue laws have been interpreted as defining “realization” of in-
come as the taxable event, rather than the acquisition of the right to receive it.
And “realization” is not deemed to occur until the income is paid. But the deci-
sions and regulations have consistently recognized that receipt in cash or property
is not the only characteristic of realization of income to a taxpayer on the cash
receipts basis. Where the taxpayer does not receive payment of income in money
or property, realization may occur when the last step is taken by which he obtains
the fruition of the economic gain which has already accrued to him. Old Colony
Trust Co. v. Commissioner, 279 U.S. 716; Corliss v. Bowers, 281 U.S. 376, 378.
Cf. Burnet v. Wells, 289 U.S. 670.

In the ordinary case the taxpayer who acquires the right to receive income is taxed
when he receives it, regardless of the time when his right to receive payment ac-
crued. But the rule that income is not taxable until realized has never been taken
to mean that the taxpayer, even on the cash receipts basis, who has fully enjoyed
the benefit of the economic gain represented by his right to receive income can
escape taxation because he has not himself received payment of it from his obli-
gor. The rule, founded on administrative convenience, is only one of postpone-
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ment of the tax to the final event of enjoyment of the income, usually the receipt
of it by the taxpayer, and not one of exemption from taxation where the enjoy-
ment is consummated by some event other than the taxpayer’s personal receipt of
money or property. [citation omitted] This may occur when he has made such use
or disposition of his power to receive or control the income as to procure in its
place other satisfactions which are of economic worth. The question here is
whether, because one who in fact receives payment for services or interest pay-
ments is taxable only on his receipt of the payments, he can escape all tax by giv-
ing away his right to income in advance of payment. If the taxpayer procures
payment directly to his creditors of the items of interest or earnings due him, see
Old Colony Trust Co. v. Commissioner, supra; [citations omitted], or if he sets up
a revocable trust with income payable to the objects of his bounty, [citation omit-
ted], [citations omitted], he does not escape taxation because he did not actually
receive the money. [citations omitted]

Underlying the reasoning in these cases is the thought that income is “realized” by
the assignor because he, who owns or controls the source of the income, also con-
trols the disposition of that which he could have received himself and diverts the
payment from himself to others as the means of procuring the satisfaction of his
wants. The taxpayer has equally enjoyed the fruits of his labor or investment and
obtained the satisfaction of his desires whether he collects and uses the income to
procure those satisfactions or whether he disposes of his right to collect it as the
means of procuring them. [citation omitted]

Although the donor here, by the transfer of the coupons, has precluded any possi-
bility of his collecting them himself, he has nevertheless, by his act, procured
payment of the interest, as a valuable gift to a member of his family. Such a use
of his economic gain, the right to receive income, to procure a satisfaction which
can be obtained only by the expenditure of money or property would seem to be
the enjoyment of the income whether the satisfaction is the purchase of goods at
the corner grocery, the payment of his debt there, or such nonmaterial satisfac-
tions as may result from the payment of a campaign or community chest contribu-
tion, or a gift to his favorite son. Even though he never receives the money, he
derives money’s worth from the disposition of the coupons which he has used as
money or money’s worth in the procuring of a satisfaction which is procurable
only by the expenditure of money or money’s worth. The enjoyment of the eco-
nomic benefit accruing to him by virtue of his acquisition of the coupons is real-
ized as completely as it would have been if he had collected the interest in dollars
and expended them for any of the purposes named. [citation omitted]
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In a real sense, he has enjoyed compensation for money loaned or services ren-
dered, and not any the less so because it is his only reward for them. To say that
one who has made a gift thus derived from interest or earnings paid to his donee
has never enjoyed or realized the fruits of his investment or labor because he has
assigned them instead of collecting them himself and then paying them over to the
donee is to affront common understanding and to deny the facts of common expe-
rience. Common understanding and experience are the touchstones for the inter-
pretation of the revenue laws.

The power to dispose of income is the equivalent of ownership of it. The exercise
of that power to procure the payment of income to another is the enjoyment, and
hence the realization, of the income by him who exercises it. We have had no dif-
ficulty in applying that proposition where the assignment preceded the rendition
of the services, Lucas v. Earl, supra; Burnet v. Leininger, supra, for it was recog-
nized in the Leininger case that, in such a case, the rendition of the service by the
assignor was the means by which the income was controlled by the donor, and of
making his assignment effective. But it is the assignment by which the disposi-
tion of income is controlled when the service precedes the assignment, and, in
both cases, it is the exercise of the power of disposition of the interest or compen-
sation, with the resulting payment to the donee, which is the enjoyment by the do-
nor of income derived from them.

The dominant purpose of the revenue laws is the taxation of income to those who
earn or otherwise create the right to receive it and enjoy the benefit of it when
paid. See Corliss v. Bowers, supra, 281 U.S. 376, 378; Burnet v. Guggenheim,
288 U.S. 280, 283. The tax laid by the 1934 Revenue Act upon income “derived
from ... wages, or compensation for personal service, of whatever kind and in
whatever form paid ... ; also from interest ...” therefore cannot fairly be interpret-
ed as not applying to income derived from interest or compensation when he who
is entitled to receive it makes use of his power to dispose of it in procuring satis-
factions which he would otherwise procure only by the use of the money when
received.

It is the statute which taxes the income to the donor although paid to his donee.
Lucas v. Earl, supra; Burnet v. Leininger, supra. True, in those cases, the service
which created the right to income followed the assignment, and it was arguable
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that, in point of legal theory, the right to the compensation vested instantaneously
in the assignor when paid, although he never received it, while here, the right of
the assignor to receive the income antedated the assignment which transferred the
right, and thus precluded such an instantaneous vesting. But the statute affords no
basis for such “attenuated subtleties.” The distinction was explicitly rejected as
the basis of decision in Lucas v. Earl. It should be rejected here, for no more than
in the Earl case can the purpose of the statute to tax the income to him who earns
or creates and enjoys it be escaped by “anticipatory arrangements ... however skil-
fully devised” to prevent the income from vesting even for a second in the donor.

Nor is it perceived that there is any adequate basis for distinguishing between the
gift of interest coupons here and a gift of salary or commissions. The owner of a
negotiable bond and of the investment which it represents, if not the lender, stands
in the place of the lender. When, by the gift of the coupons, he has separated his
right to interest payments from his investment and procured the payment of the
interest to his donee, he has enjoyed the economic benefits of the income in the
same manner and to the same extent as though the transfer were of earnings, and,
in both cases, the import of the statute is that the fruit is not to be attributed to a
different tree from that on which it grew. See Lucas v. Earl, supra, 281 U.S. at
115.

Reversed.

The separate opinion of MR. JUSTICE McREYNOLDS.

The unmatured coupons given to the son were independent negotiable instru-
ments, complete in themselves. Through the gift, they became at once the abso-
lute property of the donee, free from the donor’s control and in no way dependent
upon ownership of the bonds. No question of actual fraud or purpose to defraud
the revenue is presented.

... The challenged judgment should be affirmed.

THE CHIEF JUSTICE and MR. JUSTICE ROBERTS concur in this opinion.
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Notes and Questions:

1. Under the rules of 8 102, donors make gifts with after-tax income, and the do-
nee may exclude the value of the gift from his gross income. Taxpayer Horst of
course tried to reverse this.

2. No doubt, taxpayer’s son was in a lower tax bracket than taxpayer was.
Hence, the dividends would have been subject to a lower rate of tax if taxpayer
had prevailed.

3. Consumption can take the form of directing income to another.

4. The Internal Revenue Code taxes “taxable income,” 8§ 1(a-e). The computa-
tion of “taxable income” begins with a summing up of all items of “gross in-
come.” The concept of “gross income” does not inherently embody a netting of
gains and losses. A taxpayer may deduct losses only to the extent that the Code
permits.3 Sections 165(a and c) allow taxpayers to deduct trade or business loss-
es and investment losses. A realization requirement applies to losses, just as it
does to gross income. To be deductible, taxpayer must have “realized” the losses.
Now read Cottage Savings Association.

Cottage Savings Ass’n v. CIR, 499 U.S. 554 (1991)
JUSTICE MARSHALL delivered the opinion of the Court.

The issue in this case is whether a financial institution realizes tax-deductible
losses when it exchanges its interests in one group of residential mortgage loans
for another lender’s interests in a different group of residential mortgage loans.
We hold that such a transaction does give rise to realized losses.

I
Petitioner Cottage Savings Association (Cottage Savings) is a savings and loan
association (S & L) formerly regulated by the Federal Home Loan Bank Board

36 Many gamblers have learned the hard way that there is a limit to what they can deduct from their
gambling winnings. § 165(d) (wagering losses deductible only to extent of gain from wagering trans-
actions).
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(FHLBB). [footnote omitted] Like many S & L’s, Cottage Savings held numer-
ous long-term, low-interest mortgages that declined in value when interest rates
surged in the late 1970's. These institutions would have benefited from selling
their devalued mortgages in order to realize tax-deductible losses. However, they
were deterred from doing so by FHLBB accounting regulations, which required
them to record the losses on their books. Reporting these losses consistent with
the then-effective FHLBB accounting regulations would have placed many S &
L’s at risk of closure by the FHLBB.

The FHLBB responded to this situation by relaxing its requirements for the re-
porting of losses. In a regulatory directive known as “Memorandum R-49,” dated
June 27, 1980, the FHLBB determined that S & L’s need not report losses associ-
ated with mortgages that are exchanged for “substantially identical” mortgages
held by other lenders.®” The FHLBB’s acknowledged purpose for Memorandum
R-49 was to facilitate transactions that would generate tax losses but that would
not substantially affect the economic position of the transacting S & L’s.

Consistency between tax and financial accounting: The FHLBB obviously intended
Memorandum R-49 to enable savings and loan associations to reduce their in-
come tax liability and thereby come closer to solvency. Of course this effort
came at the expense of all other taxpayers who must “pick up the slack.”
*Income tax rules often require taxpayers to maintain consistent positions with
regard to financial accounting and tax accounting. On the authority of the
FHLBB — not Congress or the IRS — the savings and loan associations could treat
dud loans completely differently for financial accounting and tax accounting
purposes.

37 Memorandum R-49 listed 10 criteria for classifying mortgages as substantially identical.

“The loans involved must:”

“1. involve single-family residential mortgages,”

“2. be of similar type (e.g., conventionals for conventionals),”

“3. have the same stated terms to maturity (e.g., 30 years),”

“4. have identical stated interest rates,”

“5. have similar seasoning (i.e., remaining terms to maturity),”

“6. have aggregate principal amounts within the lesser of 22% or $100,000 (plus or minus)
on both sides of the transaction, with any additional consideration being paid in cash,”

“7. be sold without recourse,”

“8. have similar fair market values,”

“9. have similar loan-to-value ratios at the time of the reciprocal sale, and”

“10. have all security properties for both sides of the transaction in the same state.”
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This case involves a typical Memorandum R-49 transaction. On December 31,
1980, Cottage Savings sold “90% participation” in 252 mortgages to four S &
L’s. It simultaneously purchased “90% participation interests” in 305 mortgages
held by these S & L’s.%® All of the loans involved in the transaction were secured
by single-family homes, most in the Cincinnati area. The fair market value of the
package of participation interests exchanged by each side was approximately $4.5
million. The face value of the participation interests Cottage Savings relinquished
in the transaction was approximately $6.9 million.

On its 1980 federal income tax return, Cottage Savings claimed a deduction for
$2,447,091, which represented the adjusted difference between the face value of
the participation interests that it traded and the fair market value of the participa-
tion interests that it received. As permitted by Memorandum R-49, Cottage Sav-
ings did not report these losses to the FHLBB. After the Commissioner of Inter-
nal Revenue disallowed Cottage Savings’ claimed deduction, Cottage Savings
sought a redetermination in the Tax Court. The Tax Court held that the deduction
was permissible.

On appeal by the Commissioner, the Court of Appeals reversed. The Court of
Appeals agreed with the Tax Court’s determination that Cottage Savings had real-
ized its losses through the transaction. However, the court held that Cottage Sav-
ings was not entitled to a deduction because its losses were not “actually” sus-
tained during the 1980 tax year for purposes of 26 U.S.C. § 165(a).

Because of the importance of this issue to the S & L industry and the conflict
among the Circuits over whether Memorandum R-49 exchanges produce deducti-
ble tax losses, [footnote omitted] we granted certiorari. We now reverse.

1
Rather than assessing tax liability on the basis of annual fluctuations in the value
of a taxpayer’s property, the Internal Revenue Code defers the tax consequences

38 By exchanging merely participation interests, rather than the loans themselves, each party re-
tained its relationship with the individual obligors. Consequently, each S & L continued to service
the loans on which it had transferred the participation interests and made monthly payments to the
participation-interest holders.
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of a gain or loss in property value until the taxpayer “realizes” the gain or loss.
The realization requirement is implicit in 8 1001(a) of the Code, 26 U.S.C.
8 1001(a), which defines “[t]he gain [or loss] from the sale or other disposition of
property” as the difference between “the amount realized” from the sale or dispo-
sition of the property and its “adjusted basis.” As this Court has recognized, the
concept of realization is “founded on administrative convenience.” Helvering v.
Horst, 311 U.S. 112, 116 (1940). Under an appreciation-based system of taxa-
tion, taxpayers and the Commissioner would have to undertake the “cumbersome,
abrasive, and unpredictable administrative task” of valuing assets on an annual
basis to determine whether the assets had appreciated or depreciated in value. [ci-
tation omitted]. In contrast, “[a] change in the form or extent of an investment is
easily detected by a taxpayer or an administrative officer.” R. MAGILL, TAXABLE
INCOME 79 (rev. ed.1945).

Section 1001(a)’s language provides a straightforward test for realization: to real-
ize a gain or loss in the value of property, the taxpayer must engage in a “sale or
other disposition of [the] property.” The parties agree that the exchange of partic-
ipation interests in this case cannot be characterized as a “sale” under § 1001(a);
the issue before us is whether the transaction constitutes a “disposition of proper-
ty.” The Commissioner argues that an exchange of property can be treated as a
“disposition” under 8 1001(a) only if the properties exchanged are materially dif-
ferent. The Commissioner further submits that, because the underlying mortgages
were essentially economic substitutes, the participation interests exchanged by
Cottage Savings were not materially different from those received from the other
S & L’s. Cottage Savings, on the other hand, maintains that any exchange of
property is a “disposition of property” under § 1001(a), regardless of whether the
property exchanged is materially different. Alternatively, Cottage Savings con-
tends that the participation interests exchanged were materially different because
the underlying loans were secured by different properties.

We must therefore determine whether the realization principle in § 1001(a) incor-
porates a “material difference” requirement. If it does, we must further decide
what that requirement amounts to and how it applies in this case. We consider
these questions in turn.

A
Neither the language nor the history of the Code indicates whether and to what
extent property exchanged must differ to count as a “disposition of property” un-
der 8 1001(a). Nonetheless, we readily agree with the Commissioner that an ex-
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change of property gives rise to a realization event under 8 1001(a) only if the
properties exchanged are “materially different.” The Commissioner himself has,
by regulation, construed 8§ 1001(a) to embody a material difference requirement:

“Except as otherwise provided ... the gain or loss realized from the con-
version of property into cash, or from the exchange of property for other
property differing materially either in kind or in extent, is treated as in-
come or as loss sustained.” Treas. Reg. § 1.1001-1, 26 CFR § 1.1001-1
(1990) (emphasis added).

Because Congress has delegated to the Commissioner the power to promulgate
“all needful rules and regulations for the enforcement of [the Internal Revenue
Code],” 26 U.S.C. 8 7805(a), we must defer to his regulatory interpretations of the
Code so long as they are reasonable, see National Muffler Dealers Assn., Inc. v.
United States, 440 U.S. 472, 476-477 (1979).

We conclude that Treasury Regulation § 1.1001-1 is a reasonable interpretation of
8 1001(a). Congress first employed the language that now comprises 8§ 1001(a) of
the Code in 8 202(a) of the Revenue Act of 1924, ch. 234, 43 Stat. 253; that lan-
guage has remained essentially unchanged through various reenactments. [foot-
note omitted] And since 1934, the Commissioner has construed the statutory term
“disposition of property” to include a “material difference” requirement. [foot-
note omitted] As we have recognized, ““Treasury regulations and interpretations
long continued without substantial change, applying to unamended or substantial-
ly reenacted statutes, are deemed to have received congressional approval and
have the effect of law.”” United States v. Correll, 389 U.S. 299, 305-306 (1967),
quoting Helvering v. Winmill, 305 U.S. 79, 83 (1938).

Treasury Regulation § 1.1001-1 is also consistent with our landmark precedents
on realization. In a series of early decisions involving the tax effects of property
exchanges, this Court made clear that a taxpayer realizes taxable income only if
the properties exchanged are “materially” or “essentially” different. See United
States v. Phellis, 257 U.S. 156, 173 (1921); Weiss v. Stearn, 265 U.S. 242, 253-
254 (1924); Marr v. United States, 268 U.S. 536, 540-542 (1925); see also Eisner
v. Macomber, 252 U.S. 189, 207-212 (1920) (recognizing realization require-
ment). Because these decisions were part of the “contemporary legal context” in
which Congress enacted § 202(a) of the 1924 Act, [citation omitted], and because
Congress has left undisturbed through subsequent reenactments of the Code the
principles of realization established in these cases, we may presume that Congress
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intended to codify these principles in 8 1001(a) [citations omitted]. The Commis-
sioner’s construction of the statutory language to incorporate these principles cer-
tainly was reasonable.

B

Precisely what constitutes a “material difference” for purposes of § 1001(a) of the
Code is a more complicated question. The Commissioner argues that properties
are “materially different” only if they differ in economic substance. To determine
whether the participation interests exchanged in this case were “materially differ-
ent” in this sense, the Commissioner argues, we should look to the attitudes of the
parties, the evaluation of the interests by the secondary mortgage market, and the
views of the FHLBB. We conclude that § 1001(a) embodies a much less demand-
ing and less complex test.

Unlike the question whether § 1001(a) contains a material difference requirement,
the question of what constitutes a material difference is not one on which we can
defer to the Commissioner. For the Commissioner has not issued an authoritative,
prelitigation interpretation of what property exchanges satisfy this requirement.
[footnote omitted] Thus, to give meaning to the material difference test, we must
look to the case law from which the test derives and which we believe Congress
intended to codify in enacting and reenacting the language that now comprises
§ 1001(a). [citation omitted].

We start with the classic treatment of realization in Eisner v. Macomber, supra.
In Macomber, a taxpayer who owned 2,200 shares of stock in a company received
another 1,100 shares from the company as part of a pro rata stock dividend meant
to reflect the company’s growth in value. At issue was whether the stock divi-
dend constituted taxable income. We held that it did not, because no gain was
realized. We reasoned that the stock dividend merely reflected the increased
worth of the taxpayer’s stock, and that a taxpayer realizes increased worth of
property only by receiving “something of exchangeable value proceeding from
the property,” see 252 U.S. at 207.

In three subsequent decisions — United States v. Phellis, supra; Weiss v. Stearn,
supra; and Marr v. United States, supra — we refined Macomber’s conception of
realization in the context of property exchanges. In each case, the taxpayer
owned stock that had appreciated in value since its acquisition. And in each case,
the corporation in which the taxpayer held stock had reorganized into a new cor-
poration, with the new corporation assuming the business of the old corporation.
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While the corporations in Phellis and Marr both changed from New Jersey to
Delaware corporations, the original and successor corporations in Weiss both
were incorporated in Ohio. In each case, following the reorganization, the stock-
holders of the old corporation received shares in the new corporation equal to
their proportional interest in the old corporation.

The question in these cases was whether the taxpayers realized the accumulated
gain in their shares in the old corporation when they received in return for those
shares stock representing an equivalent proportional interest in the new corpora-
tions. In Phellis and Marr, we held that the transactions were realization events.
We reasoned that, because a company incorporated in one State has “different
rights and powers” from one incorporated in a different State, the taxpayers in
Phellis and Marr acquired through the transactions property that was “materially
different” from what they previously had. United States v. Phellis, 257 U.S. at
169-173; see Marr v. United States, supra, 268 U.S. at 540-542 (using phrase “es-
sentially different”). In contrast, we held that no realization occurred in Weiss.
By exchanging stock in the predecessor corporation for stock in the newly reor-
ganized corporation, the taxpayer did not receive “a thing really different from
what he theretofore had.” Weiss v. Stearn, supra. As we explained in Marr, our
determination that the reorganized company in Weiss was not “really different”
from its predecessor turned on the fact that both companies were incorporated in
the same State. See Marr v. United States, supra, 268 U.S. at 540-542 (outlining
distinction between these cases).

Obviously, the distinction in Phellis and Marr that made the stock in the succes-
sor corporations materially different from the stock in the predecessors was min-
imal. Taken together, Phellis, Marr, and Weiss stand for the principle that proper-
ties are “different” in the sense that is “material” to the Internal Revenue Code so
long as their respective possessors enjoy legal entitlements that are different in
kind or extent. Thus, separate groups of stock are not materially different if they
confer “the same proportional interest of the same character in the same corpora-
tion.” Marr v. United States, 268 U.S. at 540. However, they are materially dif-
ferent if they are issued by different corporations, id. at 541; United States v.
Phellis, supra, 257 U.S. at 173, or if they confer “differen[t] rights and powers” in
the same corporation, Marr v. United States, supra, 268 U.S. at 541. No more
demanding a standard than this is necessary in order to satisfy the administrative
purposes underlying the realization requirement in 8 1001(a). See Helvering v.
Horst, 311 U.S. at 116. For, as long as the property entitlements are not identical,
their exchange will allow both the Commissioner and the transacting taxpayer
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easily to fix the appreciated or depreciated values of the property relative to their
tax bases.

In contrast, we find no support for the Commissioner’s “economic substitute”
conception of material difference. According to the Commissioner, differences
between properties are material for purposes of the Code only when it can be said
that the parties, the relevant market (in this case the secondary mortgage market),
and the relevant regulatory body (in this case the FHLBB) would consider them
material. Nothing in Phellis, Weiss, and Marr suggests that exchanges of proper-
ties must satisfy such a subjective test to trigger realization of a gain or loss.

Moreover, the complexity of the Commissioner’s approach ill-serves the goal of
administrative convenience that underlies the realization requirement. In order to
apply the Commissioner’s test in a principled fashion, the Commissioner and the
taxpayer must identify the relevant market, establish whether there is a regulatory
agency whose views should be taken into account, and then assess how the rele-
vant market participants and the agency would view the transaction. The Com-
missioner’s failure to explain how these inquiries should be conducted further
calls into question the workability of his test.

Finally, the Commissioner’s test is incompatible with the structure of the Code.
Section 1001(c) ... provides that a gain or loss realized under § 1001(a) “shall be
recognized” unless one of the Code’s nonrecognition provisions applies. One such
nonrecognition provision withholds recognition of a gain or loss realized from an
exchange of properties that would appear to be economic substitutes under the
Commissioner’s material difference test. This provision, commonly known as the
“like kind” exception, withholds recognition of a gain or loss realized

“on the exchange of property held for productive use in a trade or business
or for investment ... for property of like kind which is to be held either for
productive use in a trade or business or for investment.” 26 U.S.C.
§ 1031(a)(1).

If Congress had expected that exchanges of similar properties would not count as
realization events under § 1001(a), it would have had no reason to bar recognition
of a gain or loss realized from these transactions.

C
Under our interpretation of § 1001(a), an exchange of property gives rise to a real-
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ization event so long as the exchanged properties are “materially different” — that
is, so long as they embody legally distinct entitlements. Cottage Savings’ transac-
tions at issue here easily satisfy this test. Because the participation interests ex-
changed by Cottage Savings and the other S & L’s derived from loans that were
made to different obligors and secured by different homes, the exchanged inter-
ests did embody legally distinct entitlements. Consequently, we conclude that
Cottage Savings realized its losses at the point of the exchange.

The Commissioner contends that it is anomalous to treat mortgages deemed to be
“substantially identical” by the FHLBB as “materially different.” The anomaly,
however, is merely semantic; mortgages can be substantially identical for Memo-
randum R-49 purposes and still exhibit “differences” that are “material” for pur-
poses of the Internal Revenue Code. Because Cottage Savings received entitle-
ments different from those it gave up, the exchange put both Cottage Savings and
the Commissioner in a position to determine the change in the value of Cottage
Savings’ mortgages relative to their tax bases. Thus, there is no reason not to treat
the exchange of these interests as a realization event, regardless of the status of
the mortgages under the criteria of Memorandum R-49.

i
Although the Court of Appeals found that Cottage Savings’ losses were realized,
it disallowed them on the ground that they were not sustained under § 165(a) of
the Code, 26 U.S.C. § 165(a). ...

The Commissioner offers a minimal defense of the Court of Appeals’ conclusion.

... In view of the Commissioner’s failure to advance any other arguments in sup-
port of the Court of Appeals’ ruling with respect to § 165(a), we conclude that, for
purposes of this case, Cottage Savings sustained its losses within the meaning of
§ 165(a).

v
For the reasons set forth above, the judgment of the Court of Appeals is reversed,
and the case is remanded for further proceedings consistent with this opinion.

So ordered.

JUSTICE BLACKMUN, with whom JUSTICE WHITE joins, concurring in part
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and dissenting in part — omitted.
Notes and Questions:

1. As a practical matter, what was wrong with the Commissioner’s arguments?

2. What is the test of “realization” that the Court derived from
Phellis/Weiss/Marr?

3. In considering its earlier constructions of the “realization” requirement (part
I1B of the opinion) in Macomber/Phellis/Weiss/Marr, the Court never mentioned
the Sixteenth Amendment. Moreover, the Court stated in part I1B that administra-
tive purposes underlie the “realization requirement.” By this time — if not earlier
— the Court had de-constitutionalized the “realization” requirement — a matter that
is critical to the Subpart F rules governing U.S. taxation of foreign source income.

4. The Court’s application of the realization requirement would seem to give tax-
payers considerable control over the timing of tax gains and losses.

5. As the Court indicated in part 1IB of its opinion, 8 1001(c) provides that
“[e]xcept as otherwise provided, the amount of the gain or loss, determined under
this section, on the sale or exchange of property shall be recognized.” In 88 1031
to 1045 (among others), Congress “otherwise provided.” We consider here § 1031
and 8§ 1033.

e §1031: §1031(a) provides that “[no gain or loss shall be recognized on the
exchange of property held for productive use in a trade or business or for in-
vestment if such property is exchanged solely for property of like kind which
is to be held either for productive use in a trade or business or for investment.”
The phrase “like kind” refers to the nature or character of the property, not its
grade or quality. For example, improved and unimproved lands are of “like
kind.” Reg. § 1.1031(a)-1(b). Section 1031(a)(2) lists specific exceptions to
the rule, i.e., exchanges of stock in trade or other property held primarily for
resale, stocks, bonds, or notes, other securities or evidences of indebtedness or
interest, interests in a partnership, certificates of trust or beneficial interests, or
choses in action. The transfers in a § 1031 transaction need not be simultane-
ous. Moreover, more than two parties may be involved. For example, three
different properties may move from A to B, from B to C, and from C to A.
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Since it would be rare for the properties involved in an exchange to be worth
exactly the same amount, one or more parties may throw in something “to
boot.” In such a case, the word “solely” in 8 1031(a) does not require that the
entire exchange be disqualified from § 1031 — only the assets that are not “like
kind.” Taxpayer must recognize gain or boot received, whichever is less.
§ 1031(b). To implement the principle that we tax all income once, the tax on
gain is deferred through the transfer of basis. Section 1031(d) provides that
the transferor’s basis in the property he received is the same as the basis he
had in the property that he transferred, decreased by the amount of boot re-
ceived, and increased by the amount of boot subject to immediate recognition
or decreased by the amount of loss recognized. Such transfer of basis from
one property to another has the effect of deferring, not excluding, eventual
recognition of gain. Tax deferral under § 1031 is not optional but mandatory,
a point that works against a taxpayer who wishes to recognize loss in a com-
pleted transaction as the taxpayer in Cottage Saving & Loan did.

8 1033: A taxpayer whose property is destroyed, stolen, seized, requisitioned,
or condemned may receive money for the property. The receipt of money
would require taxpayer to treat such an “involuntary conversion” into money
as a recognition event. If taxpayer uses the proceeds of the involuntary con-
version to procure property “similar or related in service or use to the property
so converted,” taxpayer does not have to recognize gain except to the extent
the amount of money received exceeds the cost of the replacement property.
8 1031(a)(2)(A). Again the deferral of recognition is handled through a trans-
fer of basis from the converted property to the replacement property, de-
creased by the money that taxpayer did not spend on the replacement property
and increased by the amount of gain taxpayer recognized on the conversion
(or decreased by the amount of loss taxpayer recognized on the conversion).
§ 1033(b)(1). In the case of an involuntary conversion, tax deferral is elective.
§ 1033(a)(2)(A).
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IV. The Constitutional and Statutory Definitions of “Gross In-
come:” Dominion and Control

Claim of Right doctrine: Taxpayer must include in his gross income an item when
he has a “claim of right” to it. In North American Oil Consolidated v. Burnet,
286 U.S. 417, 424 (1932), the Supreme Court stated the doctrine thus:
If a taxpayer receives earnings under a claim of right and without re-
striction as to its disposition, he has received income which he is re-
quired to return, even though it may still be claimed that he is not enti-
tled to retain the money, and even though he may still be adjudged li-
able to restore its equivalent.

Basically, taxpayer has dominion and control over a monetary accession to wealth
if, as a practical matter, he may spend it without interference from others. The so-
called “claim of right” doctrine — which the Court first announced in North Amer-
ican Oil Consolidated v. Burnet, 286 U.S. 417 (1932) — implements this principle.

Gilbert v. Commissioner, 552 F.2d 478 (CA2 1977)

LUMBARD, Circuit Judge:

The taxpayer Edward M. Gilbert appeals from a determination by the tax court
that he realized taxable income on certain unauthorized withdrawals of corporate
funds made by him in 1962. We reverse.

Until June 12, 1962, Gilbert was president, principal stockholder, and a director of
the E.L. Bruce Company, Inc., a New York corporation which was engaged in the
lumber supply business. In 1961 and early 1962 Gilbert acquired on margin sub-
stantial personal and beneficial ownership of stock in another lumber supply
company, the Celotex Corporation, intending ultimately to bring about a merger
of Celotex into Bruce. To this end, he persuaded associates of his to purchase Ce-
lotex stock, guaranteeing them against loss, and also induced Bruce itself to pur-
chase a substantial number of Celotex shares. In addition, on March 5, 1962, Gil-
bert granted Bruce an option to purchase his Celotex shares from him at cost. By
the end of May 1962, 56% of Celotex was thus controlled by Gilbert and Bruce,
and negotiations for the merger were proceeding; agreement had been reached
that three of the directors of Bruce would be placed on the board of Celotex. It is
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undisputed that this merger would have been in Bruce’s interest.

The stock market declined on May 28, 1962, however, and Gilbert was called up-
on to furnish additional margin for the Celotex shares purchased by him and his
associates. Lacking sufficient cash of his own to meet this margin call, Gilbert
instructed the secretary of Bruce to use corporate funds to supply the necessary
margin. Between May 28 and June 6 a series of checks totalling $1,958,000 were
withdrawn from Bruce’s accounts and used to meet the margin call. $5,000 was
repayed to Bruce on June 5. According to his testimony in the tax court, Gilbert
from the outset intended to repay all the money and at all times thought he was
acting in the corporation’s best interests as well as his own.*® He promptly in-
formed several other Bruce officers and directors of the withdrawals; however,
some were not notified until June 11 or 12,

On about June 1, Gilbert returned to New York from Nevada, where he had been
attending to a personal matter. Shortly thereafter he consulted with Shearman,
Sterling & Wright, who were outside counsel to Bruce at the time, regarding the
withdrawals. They, he, and another Bruce director initiated negotiations to sell
many of the Celotex shares to Ruberoid Company as a way of recouping most of
Bruce’s outlay.

On June 8, Gilbert went to the law offices of Shearman, Sterling & Wright and
executed interest-bearing promissory notes to Bruce for $1,953,000 secured by an
assignment of most of his property. [(footnote omitted)]. The notes were callable
by Bruce on demand, with presentment and notice of demand waived by Gilbert.
The tax court found that up through June 12 the net value of the assets assigned
for security by Gilbert substantially exceeded the amount owed. [(footnote omit-
ted)].

After Gilbert informed other members of the Bruce hoard of directors of his ac-
tions, a meeting of the board was scheduled for the morning of June 12. At the

39 According to undisputed testimony in the tax court, it was the consensus of the Bruce board that
the Celotex assets were selling at a bargain price and also that the dovetailing of the two companies’

sales operations would result in substantial economies.

40 Two years previously, Gilbert accomplished a merger with Bruce of another corporation con-
trolled by him, Empire National Corporation, and in the process he had made some unauthorized
withdrawals of Empire funds, all of which he paid back.
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meeting the board accepted the note and assignment but refused to ratify Gilbert’s
unauthorized withdrawals. During the meeting, word came that the board of direc-
tors of the Ruberoid Company had rejected the price offered for sale of the Ce-
lotex stock. Thereupon, the Bruce board demanded and received Gilbert’s resig-
nation and decided to issue a public announcement the next day regarding his un-
authorized withdrawals. All further attempts on June 12 to arrange a sale of the
Celotex stock fell through and in the evening Gilbert flew to Brazil, where he
stayed for several months. On June 13 the market price of Bruce and Celotex
stock plummeted, and trading in those shares was suspended by the Securities and
Exchanges Commission.

On June 22 the Internal Revenue Service filed tax liens against Gilbert based on a
jeopardy assessment for $3,340,000, of which $1,620,000 was for 1958-1960 and
$1,720,000 was for 1962. [(footnote omitted)]. Bruce, having failed to file the
assignment from Gilbert because of the real estate filing fee involved,*! now
found itself subordinate in priority to the IRS and, impeded by the tax lien, has
never since been able to recover much of its $1,953,000 from the assigned as-
sets.*? For the fiscal year ending June 30, 1962, Bruce claimed a loss deduction
on the $1,953,000 withdrawn by Gilbert. Several years later Gilbert pled guilty to
federal and state charges of having unlawfully withdrawn the funds from Bruce.

On these facts, the tax court determined that Gilbert realized income when he
made the unauthorized withdrawals of funds from Bruce, and that his efforts at
restitution did not entitle him to any offset against this income.

The starting point for analysis of this case is James v. United States, 366 U.S. 213
(1961), which established that embezzled funds can constitute taxable income to
the embezzler.

When a taxpayer acquires earnings, lawfully or unlawfully, without the
consensual recognition, express or implied, of an obligation to repay and

41 When attempting to file in the New York County Clerk’s office on June 13 or 14, Bruce was told
that it would have to pay a mortgage tax of at least $10,000 because the assignment included real

property. ...

42 As of the date of trial in the tax court, less than $500,000 had been raised through sales of the
assigned assets. Pursuant to an agreement reached between Bruce and the government in 1970, 35%

of these proceeds have been paid over to the government pending the outcome of this lawsuit.
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without restriction as to their disposition, “he has received income which
he is required to return, even though it may still be claimed that he is not
entitled to the money, and even though he may still be adjudged liable to
restore its equivalent.” 1d. at 219 [(quoting North American Oil Consoli-
dated v. Burnet, 286 U.S. 417, 424 (1932)].

The Commissioner contends that there can never be “consensual recognition ... of
an obligation to repay” in an embezzlement case. He reasons that because the cor-
poration as represented by a majority of the board of directors was unaware of the
withdrawals, there cannot have been consensual recognition of the obligation to
repay at the time the taxpayer Gilbert acquired the funds. Since the withdrawals
were not authorized and the directors refused to treat them as a loan to Gilbert, the
Commissioner concludes that Gilbert should be taxed like a thief rather than a
borrower.

In a typical embezzlement, the embezzler intends at the outset to abscond with the
funds. If he repays the money during the same taxable year, he will not be taxed.
See James v. Commissioner, supra at 220; Quinn v. Commissioner, 524 F.2d 617,
624-25 (7th Cir. 1975); Rev. Rul. 65-254, 1965 2 Cum. Bul. 50. As we held in
Buff v. Commissioner, 496 F.2d 847 (2d Cir. 1974), if he spends the loot instead
of repaying, he cannot avoid tax on his embezzlement income simply by signing
promissory notes later in the same year. See also id. at 849-50 (Oakes, J., concur-

ring).

This is not a typical embezzlement case, however, and we do not interpret James
as requiring income realization in every case of unlawful withdrawals by a tax-
payer. There are a number of facts that differentiate this case from Buff and
James. When Gilbert withdrew the corporate funds, he recognized his obligation
to repay and intended to do so. [(footnote omitted)]. The funds were to be used
not only for his benefit but also for the benefit of the corporation; meeting the
margin calls was necessary to maintain the possibility of the highly favorable
merger. Although Gilbert undoubtedly realized that he lacked the necessary au-
thorization, he thought he was serving the best interests of the corporation and he
expected his decision to be ratified shortly thereafter. That Gilbert at no time in-
tended to retain the corporation’s funds is clear from his actions.*® He immediate-

43 If Gilbert had been intending to abscond with the $1,953,000, it is difficult to see how he could
have hoped to avoid detection in the long run. Since his equity in the corporation itself was worth
well over $1,953,000, it would have been absurd for him to attempt such a theft.
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ly informed several of the corporation’s officers and directors, and he made a
complete accounting to all of them within two weeks. He also disclosed his ac-
tions to the corporation’s outside counsel, a reputable law firm, and followed its
instructions regarding repayment. In signing immediately payable promissory
notes secured by most of his assets, Gilbert’s clear intent was to ensure that Bruce
would obtain full restitution. In addition, he attempted to sell his shares of Celotex
stock in order to raise cash to pay Bruce back immediately.

When Gilbert executed the assignment to Bruce of his assets on June 8 and when
this assignment for security was accepted by the Bruce board on June 12, the net
market value of these assets was substantially more than the amount owed. The
Bruce board did not release Gilbert from his underlying obligation to repay, but
the assignment was nonetheless valid and Bruce’s failure to make an appropriate
filing to protect itself against the claims of third parties, such as the IRS, did not
relieve Gilbert of the binding effect of the assignment. Since the assignment se-
cured an immediate payable note, Gilbert had as of June 12 granted Bruce full
discretion to liquidate any of his assets in order to recoup on the $1,953,000 with-
drawal. Thus, Gilbert’s net accretion in real wealth on the overall transaction was
zero: he had for his own use withdrawn $1,953,000 in corporate funds but he had
now granted the corporation control over at least $1,953,000 worth of his assets.

We conclude that where a taxpayer withdraws funds from a corporation which he
fully intends to repay and which he expects with reasonable certainty he will be
able to repay, where he believes that his withdrawals will be approved by the cor-
poration, and where he makes a prompt assignment of assets sufficient to secure
the amount owed, he does not realize income on the withdrawals under the James
test. When Gilbert acquired the money, there was an express consensual recogni-
tion of his obligation to repay: the secretary of the corporation, who signed the
checks, the officers and directors to whom Gilbert gave contemporaneous notifi-
cation, and Gilbert himself were all aware that the transaction was in the nature of
a loan. Moreover, the funds were certainly not received by Gilbert “without re-
striction as to their disposition” as is required for taxability under James; the
money was to be used solely for the temporary purpose of meeting certain margin
calls and it was so used. For these reasons, we reverse the decision of the tax
court.

Notes and Questions:

1. James v. United States, 366 U.S. 213 (1961) was an embezzlement case. The
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Supreme Court had held in Commissioner v. Wilcox, 327 U.S. 404 (1946) that an
embezzler did not realize gross income because he was subject to an obligation to
repay the embezzled funds. Taxpayer had no bona fide claim of right to the funds.
Id. at 408. In Rutkin v. United States, 343 U.S. 130, 139 (1952), the Supreme
Court held that taxpayer must include money that he obtained by extortion in his
gross income. James shifted the focus of such cases from the bona fides of a claim
of right to consensual recognition of an obligation to repay. Gilbert turned on
whether there was a consensual recognition of an obligation to repay.

2. When must that consensual recognition of an obligation to repay exist? Does
the following excerpt from Gilbert answer the question?

As we held in Buff v. Commissioner, 496 F.2d 847 (2d Cir. 1974), if he
spends the loot instead of repaying, he cannot avoid tax on his embezzle-
ment income simply by signing promissory notes later in the same year.
See also id. at 849-50 (Oakes, J., concurring).
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Security and damage deposits: An electric utility company (IPL) requires custom-
ers with suspect credit to make a security deposit in order to assure prompt
payment of utility bills. Customers are entitled to a refund of their deposit upon
establishing good credit or making sufficient timely payments. The electric com-
pany treated the deposits as a current liability. So long as the company re-
funded the deposits when customers were entitled to them, the company could
spend the money as it chose. Should the utility include the deposits in its gross
income? The answer to this question turns on whether the company had “com-
plete dominion” over the funds.

IPL hardly enjoyed ‘complete dominion’ over the customer deposits en-
trusted to it. Rather, these deposits were acquired subject to an express
‘obligation to repay,’ either at the time service was terminated or at the
time a customer established good credit. So long as the customer fulfills
his legal obligation to make timely payments, his deposit ultimately is to
be refunded, and both the timing and method of that refund are largely
within the control of the customer.”

... In determining whether a taxpayer enjoys ‘complete dominion’ over a
given sum, the crucial point is not whether his use of the funds is uncon-
strained during some interim period. The key is whether the taxpayer
has some guarantee that he will be allowed to keep the money. IPL’s
receipt of these deposits was accompanied by no such guarantee.

CIR v. Indianapolis Power & Light Co., 493, 203, 209-10 (1990). What facts
do you think are relevant to whether a payment is a security or damage depos-
ite Consider what terms you would include in a lease that you drafted for a
landlord.

3. The withdrawals from the E.L. Bruce Company were “unauthorized.” Does
that mean that there could not have been a “consensual recognition of an obliga-
tion to repay?”

4. If taxpayer has acquired funds without restriction as to their disposition, he has
a power to spend them on consumption — one of the elements of the SHS defini-
tion of income. Did taxpayer Gilbert ever feel free to spend the money as he
pleased?

5. It seems that taxpayer was willing to “bet the company” and had done so be-
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fore. E.L Bruce Company evidently willingly reaped the rewards of a good bet
and only fired Gilbert when he made a bad one. Cf. second footnote of Gilbert. Is
that relevant to the income tax question that the facts of Gilbert raise?

6. Why are loan proceeds not included in taxpayer’s gross income? After all, tax-
payer may act without restriction as to their disposition?

CALl
Do (again) the CALI lessons, Basic Income Taxation: Gross Income: Realization
Concepts in Gross Income and Basic Income Taxation: Gross Income: Indirect

Transfers for Services..

Wrap-up Questions for Chapter 2:

1. What policies does a broad definition of “gross income” implement and how?

2. What is the tax treatment of a return of capital? How does this treatment im-
plement the principle that we tax income once?

3. In determining whether a taxpayer should include certain forms of consump-
tion in his gross income, why should it matter that taxpayer has no discretion in
what it is he must consume (for example, a trip to Germany to view Volkswagen
facilities)?

4. The use of appreciated property to pay for something implements the principal
that we tax all income once. How?

5. What economic distortions result from the Code’s failure to tax imputed in-
come?

What have you learned?

Can you explain or define —
e Eisner v. Macomber; definition of “gross income,” the significance of “re-
alization”
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When and how a shareholder’s share of undistributed corporate income is
taxed
This definitional characteristic of “basis:” money that will not be subject
to tax (again)
0 Basis as the way taxpayer keeps score with the government
Glenshaw Glass; definition of “gross income”
Realization of income without actual receipt but through control of its dis-
position
Constitutional importance of direct vs. indirect taxes
Income tax treatment of —
receiving a windfall
receiving punitive damages
receiving compensatory damages
someone else paying taxpayer’s obligation
receiving a benefit over which taxpayer has no discretion to control
receiving a return of capital
receiving barter income
using appreciated (depreciated property) to pay for something
receiving imputed income from performing services
receiving imputed income from owning property
benefitting from a discharge (forgiveness) of indebtedness
O receiving stolen money
§ 1001 formula for determining gain or loss; why is relief from a liability
included in “amount realized”
Time value of money; present value; future value
Realization upon exchange of legal entitlements different in kind or extent
0 Exchange of “materially different” properties that are “like-kind”
Dominion and control
o Claim of right doctrine; test of James v. United States
o Difference in fact between a loan and stealing money
0 Tax treatment of security deposits
o0 Tax treatment of like-kind exchanges and involuntary conversions

OO0OO0O0OO0O0O0OO0O0O0DO0
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Chapter 3: Exclusions from Gross Income

In this chapter, we take up exclusions from gross income. Congress has chosen —
for various reasons — to permit taxpayers not to “count” certain accessions to
wealth in their gross income. An exclusion is not the same as a deduction. A de-
duction is a reduction (subtraction) from what would otherwise be “taxable in-
come.” An exclusion does not even count as “gross income,” and so cannot be-
come “taxable income” — even though it usually is quite clearly an “accession to
wealth.” We are still focusing on the first line of the “tax formula” — only now we
are examining accessions to wealth that are not included in gross income as op-
posed to those that are. Deductions come later.

The Tax Formula:

- (@rossicome)
MINUS deductions named in § 62

EQUALS (adjusted gross income (AGI))

MINUS (standard deduction or itemized deductions)
MINUS (personal exemptions)

EQUALS (taxable income)

Compute income tax liability from tables in § 1 (indexed for inflation)
MINUS (credits against tax)

The availability of exclusions may have several consequences:

Taxpayers may feel encouragement to seek wealth in forms that the Code
excludes from their gross income. They might do this in preference to pro-
curing wealth in a form subject to income tax.

The fact that a taxpayer may acquire a particular form of wealth without
bearing any tax burden does not mean that the taxpayer necessarily enjoys
the full benefit of the exclusion. Others may “capture” some or all of the
benefit.

The fact that many taxpayers find a particular benefit to be attractive will
most certainly affect the market for that benefit, e.g., health care. Taxpay-
ers acting as consumers will bid up the price of the benefit and so must
spend more to acquire such forms of wealth (benefits) than they would if
all taxpayers had to purchase the benefit with after-tax dollars. The price
of acquiring the tax-favored benefit will change. Entrepreneurs may be
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encouraged to enter fields in which their customers can purchase their
goods and services with untaxed dollars. Such entrepreneurs might have
created more societal value by selling other goods and services.

e The Treasury obviously must forego tax revenues simply because these
accessions to wealth are not subject to income tax.

In light of these points, you should consider the net effectiveness of exclusions
from gross income as a means of congressional pursuit of policy. Consider also
whether there are better ways to accomplish these objectives. We will consider
the parameters of some exclusions and note others. This text groups excluded
benefits very roughly into three overlapping categories: those that encourage the
development of the society and government that we want, those that encourage
the creation of social benefits — perhaps of a sort that the government might oth-
erwise feel obliged to provide, and those that are employment-based.

I. The Society and Government that We Want

The Code excludes from a taxpayer’s gross income certain benefits that (seem to)
encourage taxpayers to make certain decisions that foster development of a cer-
tain type of society and government. You might see in such provisions as §8 102,
103, 107, and 121 the policies of generosity, federalism, spiritual growth, and
home ownership. Consider:

e Whether these are policies that the government should pursue;

e Whether tax benefits are the appropriate means of pursuing these policies.
After all, those who choose to avail themselves of the benefits of these tax
benefits do so at the expense of taxpayers who do not;

e Whether the tax provisions by which Congress pursues these policies lead
to unintended consequences and/or capture by those other than those Con-
gress intended to benefit.

A. Gifts and Inheritances, § 102, and Related Basis Rules, 8§ 1014, 1015

Read 8 102. There has always been an exclusion for gifts and inheritances from
the federal income tax in the Code. Perhaps Congress has always felt that it
would be inappropriate to assess a tax on the generosity of relatives who give
birthday and Christmas gifts — sometimes very expensive ones. But:

e s it possible that this may lead to a culture of gift-giving in contexts other
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than the family — whose effects may not reflect generosity or affection?
o If so, is it possible that the costs of such gifts will escalate, and is it
not certain that the donor will (at least try to) deduct the escalating
costs of such gifts?

Commissioner v. Duberstein, 363 U.S. 278 (1960).
MR. JUSTICE BRENNAN delivered the opinion of the Court.

These two cases concern the provision of the Internal Revenue Code which ex-
cludes from the gross income of an income taxpayer “the value of property ac-
quired by gift.” [footnote omitted] ... The importance to decision of the facts of
the cases requires that we state them in some detail.

No. 376, Commissioner v. Duberstein. The taxpayer, Duberstein, [footnote omit-
ted] was president of the Duberstein Iron & Metal Company, a corporation with
headquarters in Dayton, Ohio. For some years, the taxpayer’s company had done
business with Mohawk Metal Corporation, whose headquarters were in New York
City. The president of Mohawk was one Berman. The taxpayer and Berman had
generally used the telephone to transact their companies’ business with each oth-
er, which consisted of buying and selling metals. The taxpayer testified, without
elaboration, that he knew Berman “personally,” and had known him for about
seven years. From time to time in their telephone conversations, Berman would
ask Duberstein whether the latter knew of potential customers for some of Mo-
hawk’s products in which Duberstein’s company itself was not interested.
Duberstein provided the names of potential customers for these items.

One day in 1951, Berman telephoned Duberstein and said that the information
Duberstein had given him had proved so helpful that he wanted to give the latter a
present. Duberstein stated that Berman owed him nothing. Berman said that he
had a Cadillac as a gift for Duberstein, and that the latter should send to New
York for it; Berman insisted that Duberstein accept the car, and the latter finally
did so, protesting, however, that he had not intended to be compensated for the
information. At the time, Duberstein already had a Cadillac and an Oldsmobile,
and felt that he did not need another car. Duberstein testified that he did not think
Berman would have sent him the Cadillac if he had not furnished him with infor-
mation about the customers. It appeared that Mohawk later deducted the value of
the Cadillac as a business expense on its corporate income tax return.
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Duberstein did not include the value of the Cadillac in gross income for 1951,
deeming it a gift. The Commissioner asserted a deficiency for the car’s value
against him ... [T]he Tax Court affirmed the Commissioner’s determination. It
said that “The record is significantly barren of evidence revealing any intention on
the part of the payor to make a gift. ... The only justifiable inference is that the
automobile was intended by the payor to be remuneration for services rendered to
it by Duberstein.” The Court of Appeals for the Sixth Circuit reversed.

No. 546, Stanton v. United States. The taxpayer, Stanton, had been for approxi-
mately 10 years in the employ of Trinity Church in New York City. He was
comptroller of the Church corporation, and president of a corporation, Trinity Op-
erating Company, the church set up as a fully owned subsidiary to manage its real
estate holdings, which were more extensive than simply the church property. His
salary by the end of his employment there in 1942 amounted to $22,500 a year.
Effective November 30, 1942, he resigned from both positions to go into business
for himself. The Operating Company’s directors, who seem to have included the
rector and vestrymen of the church, passed the following resolution upon his res-
ignation:

“Be it resolved that, in appreciation of the services rendered by Mr. Stan-
ton ..., a gratuity is hereby awarded to him of Twenty Thousand Dollars,
payable to him in equal instalments of Two Thousand Dollars at the end of
each and every month commencing with the month of December, 1942;
provided that, with the discontinuance of his services, the Corporation of
Trinity Church is released from all rights and claims to pension and re-
tirement benefits not already accrued up to November 30, 1942.”

The Operating Company’s action was later explained by one of its directors as
based on the fact that

“Mr. Stanton was liked by all of the Vestry personally. He had a pleasing
personality. He had come in when Trinity’s affairs were in a difficult situ-
ation. He did a splendid piece of work, we felt. Besides that ... , he was
liked by all of the members of the Vestry personally.”

And by another:
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“[W]e were all unanimous in wishing to make Mr. Stanton a gift. Mr.
Stanton had loyally and faithfully served Trinity in a very difficult time.
We thought of him in the highest regard. We understood that he was go-
ing in business for himself. We felt that he was entitled to that evidence of
good will.”

On the other hand, there was a suggestion of some ill feeling between Stanton and
the directors, arising out of the recent termination of the services of one Watkins,
the Operating Company’s treasurer, whose departure was evidently attended by
some acrimony. At a special board meeting on October 28, 1942, Stanton had in-
tervened on Watkins’ side and asked reconsideration of the matter. The minutes
reflect that

“resentment was expressed as to the ‘presumptuous’ suggestion that the
action of the Board, taken after long deliberation, should be changed.”

The Board adhered to its determination that Watkins be separated from employ-
ment ... [T]he Board voted the payment of six months’ salary to Watkins in a
resolution similar to that quoted in regard to Stanton, but which did not use the
term “gratuity.” At the meeting, Stanton announced that, in order to avoid any ...
embarrassment or question at any time as to his willingness to resign if the Board
desired, he was tendering his resignation ..., which ... was [eventually] accepted.

... There was undisputed testimony that there were in fact no enforceable rights or
claims to pension and retirement benefits which had not accrued at the time of the
taxpayer’s resignation, and that the last proviso of the resolution was inserted
simply out of an abundance of caution. The taxpayer received in cash a refund of
his contributions to the retirement plans, and there is no suggestion that he was
entitled to more. He was required to perform no further services for Trinity after
his resignation.

The Commissioner asserted a deficiency against the taxpayer after the latter had
failed to include the payments in question in gross income. After payment of the
deficiency and administrative rejection of a refund claim, the taxpayer sued the
United States for a refund in the District Court for the Eastern District of New
York. The trial judge, sitting without a jury, made the simple finding that the
payments were a “gift,” [footnote omitted] and judgment was entered for the tax-
payer. The Court of Appeals for the Second Circuit reversed.

147



The Government, urging that clarification of the problem typified by these two
cases was necessary, and that the approaches taken by the Courts of Appeals for
the Second and the Sixth Circuits were in conflict, petitioned for certiorari in No.
376, and acquiesced in the taxpayer’s petition in No. 546. On this basis, and be-
cause of the importance of the question in the administration of the income tax
laws, we granted certiorari in both cases.

The exclusion of property acquired by gift from gross income under the federal
income tax laws was made in the first income tax statute [footnote omitted]
passed under the authority of the Sixteenth Amendment, and has been a feature of
the income tax statutes ever since. The meaning of the term “gift” as applied to
particular transfers has always been a matter of contention. [footnote omitted]
Specific and illuminating legislative history on the point does not appear to exist.
Analogies and inferences drawn from other revenue provisions, such as the estate
and gift taxes, are dubious. [citation omitted]. The meaning of the statutory term
has been shaped largely by the decisional law. With this, we turn to the conten-
tions made by the Government in these cases.

First. The Government suggests that we promulgate a new “test” in this area to
serve as a standard to be applied by the lower courts and by the Tax Court in deal-
ing with the numerous cases that arise. [footnote omitted] We reject this invita-
tion. We are of opinion that the governing principles are necessarily general, and
have already been spelled out in the opinions of this Court, and that the problem is
one which, under the present statutory framework, does not lend itself to any
more definitive statement that would produce a talisman for the solution of con-
crete cases. The cases at bar are fair examples of the settings in which the problem
usually arises. They present situations in which payments have been made in a
context with business overtones — an employer making a payment to a retiring
employee; a businessman giving something of value to another businessman who
has been of advantage to him in his business. In this context, we review the law as
established by the prior cases here.

The course of decision here makes it plain that the statute does not use the term
“gift” in the common law sense, but in a more colloquial sense. This Court has
indicated that a voluntarily executed transfer of his property by one to another,
without any consideration or compensation therefor, though a common law gift, is
not necessarily a “gift” within the meaning of the statute. For the Court has
shown that the mere absence of a legal or moral obligation to make such a pay-
ment does not establish that it is a gift. Old Colony Trust Co. v. Commissioner,
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279 U.S. 716, 730. And, importantly, if the payment proceeds primarily from
“the constraining force of any moral or legal duty,” or from “the incentive of an-
ticipated benefit” of an economic nature, Bogardus v. Commissioner, 302 U.S. 34,
41, it is not a gift. And, conversely, “[w]here the payment is in return for services
rendered, it is irrelevant that the donor derives no economic benefit from it.” Rob-
ertson v. United States, 343 U.S. 711, 714.* A gift in the statutory sense, on the
other hand, proceeds from a “detached and disinterested generosity,” Commis-
sioner v. LoBue, 351 U.S. 243, 246; “out of affection, respect, admiration, charity
or like impulses.” Robertson v. United States, supra, at 343 U.S. 714. And, in this
regard, the most critical consideration, as the Court was agreed in the leading case
here, is the transferor’s “intention.” Bogardus v. Commissioner, 302 U.S. 34, 43.
“What controls is the intention with which payment, however voluntary, has been
made.” Id. at 302 U.S. 45 (dissenting opinion). [footnote omitted]

The Government says that this “intention” of the transferor cannot mean what the
cases on the common law concept of gift call “donative intent.” With that we are
in agreement, for our decisions fully support this. Moreover, the Bogardus case
itself makes it plain that the donor’s characterization of his action is not determi-
native — that there must be an objective inquiry as to whether what is called a gift
amounts to it in reality. 302 U.S. at 40. It scarcely needs adding that the parties’
expectations or hopes as to the tax treatment of their conduct, in themselves, have
nothing to do with the matter.

It is suggested that the Bogardus criterion would be more apt if rephrased in terms
of “motive,” rather than “intention.” We must confess to some skepticism as to
whether such a verbal mutation would be of any practical consequence. We take it
that the proper criterion, established by decision here, is one that inquires what the
basic reason for his conduct was in fact — the dominant reason that explains his
action in making the transfer. Further than that we do not think it profitable to go.

Second. The Government’s proposed “test,” while apparently simple and precise
in its formulation, depends frankly on a set of “principles” or “presumptions” de-
rived from the decided cases, and concededly subject to various exceptions; and it
involves various corollaries, which add to its detail. Were we to promulgate this
test as a matter of law, and accept with it its various presuppositions and stated
consequences, we would be passing far beyond the requirements of the cases be-

44 'The cases including “tips” in gross income are classic examples of this. See, ¢.g., Roberts v. Com-
missioner, 176 F.2d 221.
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fore us, and would be painting on a large canvas with indeed a broad brush. The
Government derives its test from such propositions as the following: that pay-
ments by an employer to an employee, even though voluntary, ought, by and
large, to be taxable; that the concept of a gift is inconsistent with a payment’s be-
ing a deductible business expense; that a gift involves “personal” elements; that a
business corporation cannot properly make a gift of its assets. The Government
admits that there are exceptions and qualifications to these propositions. We
think, to the extent they are correct, that these propositions are not principles of
law, but rather maxims of experience that the tribunals which have tried the facts
of cases in this area have enunciated in explaining their factual determinations.
Some of them simply represent truisms: it doubtless is, statistically speaking, the
exceptional payment by an employer to an employee that amounts to a gift. Oth-
ers are overstatements of possible evidentiary inferences relevant to a factual de-
termination on the totality of circumstances in the case: it is doubtless relevant to
the over-all inference that the transferor treats a payment as a business deduction,
or that the transferor is a corporate entity. But these inferences cannot be stated in
absolute terms. Neither factor is a shibboleth. The taxing statute does not make
nondeductibility by the transferor a condition on the “gift” exclusion; nor does it
draw any distinction, in terms, between transfers by corporations and individuals,
as to the availability of the “gift” exclusion to the transferee. The conclusion
whether a transfer amounts to a “gift” is one that must be reached on considera-
tion of all the factors.

Specifically, the trier of fact must be careful not to allow trial of the issue whether
the receipt of a specific payment is a gift to turn into a trial of the tax liability, or
of the propriety, as a matter of fiduciary or corporate law, attaching to the conduct
of someone else. The major corollary to the Government’s suggested “test” is
that, as an ordinary matter, a payment by a corporation cannot be a gift, and, more
specifically, there can be no such thing as a “gift” made by a corporation which
would allow it to take a deduction for an ordinary and necessary business ex-
pense. As we have said, we find no basis for such a conclusion in the statute; and
if it were applied as a determinative rule of “law,” it would force the tribunals try-
ing tax cases involving the donee’s liability into elaborate inquiries into the local
law of corporations or into the peripheral deductibility of payments as business
expenses. The former issue might make the tax tribunals the most frequent inves-
tigators of an important and difficult issue of the laws of the several States, and
the latter inquiry would summon one difficult and delicate problem of federal tax
law as an aid to the solution of another. [footnote omitted] Or perhaps there
would be required a trial of the vexed issue whether there was a “constructive”
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distribution of corporate property, for income tax purposes, to the corporate
agents who had sponsored the transfer. [footnote omitted] These considerations,
also, reinforce us in our conclusion that, while the principles urged by the Gov-
ernment may, in nonabsolute form as crystallizations of experience, prove persua-
sive to the trier of facts in a particular case, neither they nor any more detailed
statement than has been made can be laid down as a matter of law.

Third. Decision of the issue presented in these cases must be based ultimately on
the application of the factfinding tribunal’s experience with the mainsprings of
human conduct to the totality of the facts of each case. The nontechnical nature
of the statutory standard, the close relationship of it to the date of practical human
experience, and the multiplicity of relevant factual elements, with their various
combinations, creating the necessity of ascribing the proper force to each, confirm
us in our conclusion that primary weight in this area must be given to the conclu-
sions of the trier of fact. Baker v. Texas & Pacific R. Co., 359 U.S. 227; Commis-
sioner v. Heininger, 320 U.S. 467, 475; United States v. Yellow Cab Co., 338 U.S.
338, 341; Bogardus v. Commissioner, supra, at 302 U.S. at 45 (dissenting opin-
ion). [footnote omitted]

This conclusion may not satisfy an academic desire for tidiness, symmetry, and
precision in this area, any more than a system based on the determinations of var-
ious factfinders ordinarily does. But we see it as implicit in the present statutory
treatment of the exclusion for gifts, and in the variety of forums in which federal
income tax cases can be tried. If there is fear of undue uncertainty or overmuch
litigation, Congress may make more precise its treatment of the matter by singling
out certain factors and making them determinative of the matters, as it has done in
one field of the “gift” exclusion’s former application, that of prizes and awards.
[footnote omitted] Doubtless diversity of result will tend to be lessened some-
what, since federal income tax decisions, even those in tribunals of first instance
turning on issues of fact, tend to be reported, and since there may be a natural ten-
dency of professional triers of fact to follow one another’s determinations, even as
to factual matters. But the question here remains basically one of fact, for deter-
mination on a case-by-case basis.

One consequence of this is that appellate review of determinations in this field
must be quite restricted. Where a jury has tried the matter upon correct instruc-
tions, the only inquiry is whether it cannot be said that reasonable men could
reach differing conclusions on the issue. [citation omitted]. Where the trial has
been by a judge without a jury, the judge’s findings must stand unless “clearly

151



erroneous.” Fed. Rules Civ. Proc. 52(a). ... The rule itself applies also to factual
inferences from undisputed basic facts citation omitted], as will on many occa-
sions be presented in this area. [citation omitted]. And Congress has, in the most
explicit terms, attached the identical weight to the findings of the Tax Court.
I.R.C. § 7482(a). [footnote omitted]

Fourth. A majority of the Court is in accord with the principles just outlined.
And, applying them to the Duberstein case, we are in agreement, on the evidence
we have set forth, that it cannot be said that the conclusion of the Tax Court was
“clearly erroneous.” It seems to us plain that, as trier of the facts, it was warrant-
ed in concluding that, despite the characterization of the transfer of the Cadillac
by the parties, and the absence of any obligation, even of a moral nature, to make
it, it was, at bottom, a recompense for Duberstein’s past services, or an induce-
ment for him to be of further service in the future. We cannot say with the Court
of Appeals that such a conclusion was “mere suspicion” on the Tax Court’s part.
To us, it appears based in the sort of informed experience with human affairs that
factfinding tribunals should bring to this task.

As to Stanton, we are in disagreement. To four of us, it is critical here that the
District Court as trier of fact made only the simple and unelaborated finding that
the transfer in question was a “gift.” [footnote omitted] To be sure, conciseness is
to be strived for, and prolixity avoided, in findings; but, to the four of us, there
comes a point where findings become so sparse and conclusory as to give no reve-
lation of what the District Court’s concept of the determining facts and legal
standard may be. [citation omitted]. Such conclusory, general findings do not
constitute compliance with Rule 52's direction to “find the facts specially and
state separately ... conclusions of law thereon.” While the standard of law in this
area is not a complex one, we four think the unelaborated finding of ultimate fact
here cannot stand as a fulfillment of these requirements. It affords the reviewing
court not the semblance of an indication of the legal standard with which the trier
of fact has approached his task. For all that appears, the District Court may have
viewed the form of the resolution or the simple absence of legal consideration as
conclusive. While the judgment of the Court of Appeals cannot stand, the four of
us think there must be further proceedings in the District Court looking toward
new and adequate findings of fact. In this, we are joined by MR. JUSTICE
WHITTAKER, who agrees that the findings were inadequate, although he does
not concur generally in this opinion.

Accordingly, in No. 376, the judgment of this Court is that the judgment of the
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Court of Appeals is reversed, and in No. 546, that the judgment of the Court of
Appeals is vacated, and the case is remanded to the District Court for further pro-
ceedings not inconsistent with this opinion.

It is so ordered.

MR. JUSTICE HARLAN concurs in the result in No. 376. In No. 546, he would
affirm the judgment of the Court of Appeals for the reasons stated by MR.
JUSTICE FRANKFURTER.

MR. JUSTICE WHITTAKER, ... concurs only in the result of this opinion.

MR. JUSTICE DOUGLAS dissents, since he is of the view that, in each of these
two cases, there was a gift ...

MR. JUSTICE BLACK, concurring and dissenting.

I agree with the Court that it was not clearly erroneous for the Tax Court to find
as it did in No. 376 that the automobile transfer to Duberstein was not a gift, and
so | agree with the Court’s opinion and judgment reversing the judgment of the
Court of Appeals in that case.

I dissent in No. 546, Stanton v. United States. ... [T]he Court of Appeals was ...
wrong in reversing the District Court’s judgment.

MR. JUSTICE FRANKFURTER, concurring in the judgment in No. 376 and dis-
senting in No. 546.

... While | agree that experience has shown the futility of attempting to define, by
language so circumscribing as to make it easily applicable, what constitutes a gift
for every situation where the problem may arise, | do think that greater explicit-
ness is possible in isolating and emphasizing factors which militate against a gift
in particular situations.

... While we should normally suppose that a payment from father to son was a gift
unless the contrary is shown, in the two situations now before us, the business im-
plications are so forceful that I would apply a presumptive rule placing the burden
upon the beneficiary to prove the payment wholly unrelated to his services to the
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enterprise. The Court, however, has declined so to analyze the problem, and has
concluded
“that the governing principles are necessarily general, and [...] that the
problem is one which, under the present statutory framework, does not
lend itself to any more definitive statement that would produce a talisman
for the solution of concrete cases.”

... What the Court now does sets factfinding bodies to sail on an illimitable ocean
of individual beliefs and experiences. This can hardly fail to invite, if indeed not
encourage, too individualized diversities in the administration of the income tax
law. | am afraid that, by these new phrasings, the practicalities of tax administra-
tion, which should be as uniform as is possible in so vast a country as ours, will
be embarrassed. ... | agree with the Court in reversing the judgment in Commis-
sioner v. Duberstein.

But | would affirm the decision of the Court of Appeals for the Second Circuit in
Stanton v. United States. ... The business nature of the payment is confirmed by
the words of the resolution, explaining the “gratuity” as

“in appreciation of the services rendered by Mr. Stanton as Manager of the
Estate and Comptroller of the Corporation of Trinity Church throughout
nearly ten years, and as President of Trinity Operating Company, Inc.”

Notes and Questions:

1. On remand of the Stanton case, the federal district court reexamined the evi-
dence and determined that the Vestry was motivated by gratitude to a friend, good
will, esteem, and kindliness. Hence the payment was a gift. Stanton v. U.S., 186 F.
Supp. 393, 396-97 (E.D.N.Y. 1963). The court of appeals affirmed because the
determination of the federal district court was not clearly erroneous. U.S. v. Stan-
ton, 287 F.2d 876, 877 (2d Cir. 1961).
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2. The Supreme Court stated:

A gift in the statutory sense ... proceeds from a “detached and disinterested
generosity” [citation omitted], “out of affection, respect, admiration, chari-
ty or like impulses.” [citation omitted]. And in this regard, the most criti-

cal consideration ... is the transferor’s “intention.” [citation omitted].

Do people give gifts because they are detached and disinterested — or very at-
tached and intensely interested?

3. The donee is the one who will invoke § 102. How is the donee to prove the
donor’s intent? Consider:

e Taxpayer first joined a bakery workers’ union in 1922 and gradually
rose through the ranks. In 1947, he was elected international vice pres-
ident. He was an effective leader and instrumental in the merger of
several locals into one large local. Other officials of the local decided
to give him and his wife a testimonial dinner at which the local would
present him with sufficient funds to purchase a home. Taxpayer had
nothing to do with the planning of the dinner and objected to it. The
local raised money by selling insertions in a special souvenir journal.
More than 1300 persons attended the dinner. There were six groups
who contributed journal insertions:

*Employers of bakery workers who wanted to stay on good terms
with the local made deductible payments from their business ac-
counts. Many employers had known taxpayer for many years and
were on good terms with him. Most of this group’s journal inser-
tions included a greeting such as “congratulations” and “best wish-
es.”

*Employer trade associations made payments from assessments on
employers, who in turn deducted payments that they made from
their business accounts.

*Businesses who sold supplies to the baking industry and treated
payments for journal insertions as deductible advertising expenses.
*Other union locals who made payments from funds accumulated
from dues that they collected from members.

eLawyers and doctors who knew taxpayer personally and were in
some manner associated with union activity in the baking industry.
Some of these persons deducted their expenditure.

*Employees and other individuals, many of whom purchased din-
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ner tickets but only a few of whom purchased journal insertions.
Many in this group felt friendship, admiration, affection, and re-
spect for taxpayer.
Taxpayers (husband and wife) received nearly $61,000 from these contri-
butions in 1956 and claimed on their income tax return that the amount
was excludable as a gift.
e What issues do these facts raise after Duberstein? Doesn’t the opinion
of Duberstein seem to invite such issues?
e If you represented taxpayer or the IRS, how would you undertake to
address them? See Kralstein v. Commissioner, 38 T.C. 810 (1962),
acq. 1963-2 C.B. 3 (1963).

4. Does Justice Frankfurter have a point when he said:

What the Court now does sets fact-finding bodies to sail on an illimitable
ocean of individual beliefs and experiences. This can hardly fail to invite,
if indeed not encourage, too individualized diversities in the administra-
tion of the income tax law.

The Court combined two cases. How many possible outcomes for the two taxpay-
ers were there? How many of them were espoused by at least one judge?
e No justice voted for Duberstein to win and Stanton to lose.
e Isn’t the disparity of views pretty good evidence that Justice Frankfurter
was absolutely right?

5. There probably was a business culture that developed until the 1950s of giving
very substantial business gifts in settings such as these. When the marginal tax
bracket of the donor is very high, e.g., 70% and maybe higher, the cost of making
a very substantial gift is actually quite low if its donor may deduct its cost. Is it
possible that Berman felt that if his gift was not sufficiently generous, Duberstein
might pitch some of that business to others?

6. Subsequent to Duberstein, Congress added 8§ 102(c)(1) and § 274(b)(1) to the
Code. Read these sections.

e Would § 102(c)(1) change the result of either Duberstein or Stanton?
e Would § 274(b)(1) change the result of either Duberstein or Stanton?

7. Notice: 88 261 to 280H do not themselves establish deduction rules, but rather
limit deductions that other Code sections might provide when the expenditure is
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for certain items or purposes.

In the case of gifts, § 274(b) limits the deductibility of a gift(s) given to
one individual to a total of $25 if its cost is deducted under § 162 (trade or
business expenses) or § 212 (expenses of producing or collecting profit or
managing property held to produce income).
In Duberstein, § 274(b) would have limited Mohawk Corporation’s § 162
deduction to $25. If Mohawk had nevertheless purchased a Cadillac for
Duberstein, Mohawk would have paid income tax on the cost of the gift
(less $25). In essence, Mohawk would have been a surrogate taxpayer for
Duberstein’s accession to wealth.
0 Do you think that this cuts back on the number of Cadillacs given
as business gifts?
0 No matter what the merits of particular gifts, isn’t litigation of
business gift issues likely to be much less frequent because of
8§ 274(b)(1)?
o0 Is congressional reaction to Duberstein better than the position that
the Commissioner argued for in the case? Of course, the congres-
sional solution was not one that the Commissioner would be in a
position to advocate.
0 The congressional solution leaves the remainder of the Duberstein
analysis intact.

8. Section 102's exclusion also extends to bequests. Section 102(b)(2) provides
that income from gifted property is not excluded from a taxpayer’s gross income.
In Irwin v. Gavit, 268 U.S. 161 (1925), the Supreme Court held that the gift ex-
clusion extended to the gift of the corpus of a trust, but not to the income from it.
Id. at 167. An income beneficiary for life must pay income tax on that income; the
remainderman does not pay income tax on the property.

Notice that the value of a remainderman’s interest is less than the fmv of
the property itself because she will not acquire it until the income benefi-
ciary dies.

If the donor had simply given the corpus outright without subjecting it to a
life estate, the value of the exclusion would have been more. Where did
this loss in value disappear to? Shouldn’t someone benefit from it?

Might these points ever be important in matters of estate planning? How
so0?

9. Taxpayer was an attorney who entered into a contract with a client whereby he
agreed to provide whatever legal services she should require for the remainder of

157



her life without billing her. The client agreed to bequeath to taxpayer certain
stock. Eventually the client died, and taxpayer received the stock. Taxpayer ar-
gued that the fmv of the stock should be excluded from his gross income under
§ 102(a).
e Do you agree? See Wolder v. Commissioner, 493 F.2d 608 (2d Cir.), cert.
denied, 419 U.S. 828 (1974).

10. Read 88§ 74 and 274(j) carefully.

Bht

Do the CALI Lesson, Basic Income Taxation: Gross Income: Gifts, Bequests,
Prizes, and Donative Cancellations of Indebtedness.

11. Recall from chapter 1: The Essence of Basis: Adjusted basis represents mon-
ey that will not again be subject to income tax, usually because it is what remains
after taxpayer already paid income tax on a greater sum of money. More pithily:
basis is “money that has already been taxed” (and so can’t be taxed again).
e Section 1015 states a special rule governing a donee’s basis in property
that she acquired by gift. Read the first sentence of 8 1015(a). What rule(s)
does it state?

12. Consider this hypothetical posed by the Supreme Court in Taft v. Bowers, 278
U.S. 470 (1929), where the Court held that the Code’s adjusted basis rules appli-
cable to gifts are constitutional:

“In 1916, A purchased 100 shares of stock for $1000, which he held until 1923,
when their fair market value had become $2000. He then gave them to B, who
sold them during the year 1923 for $5000.”
(i) On how much gain must B pay income tax in 1923? See
§ 1015(a).

(ii) Suppose that A had purchased the shares for $5000 and gave
them to B when their fmv was $2000. B sold the shares in 1923
for $1000. How much loss may B claim on her income tax return
for 1923?

(iii) Suppose that A had purchased the shares for $2000 and gave
them to B when their fmv was $1000. B sold the shares in 1923
for $1500. How much gain or loss must B claim on her income tax
return?
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(iv) Suppose that A had purchased the shares for $2000 and gave
them to B when their fmv was $1000. B sold them for $5000. On
how much gain must B pay income tax in 1923?

(V) Suppose that A had purchased the shares for $2000 and gave
them to B when their fmv was $3000. B sold them for $1000.
How much loss may B claim on her income tax return?

13. The federal estate and gift taxes are in pari materia with each other. The fed-
eral income tax is not in pari materia with the federal estate and gift taxes.
e What does this mean?

14. Now consider the effect of § 1015(d)(1 and 6). Assume that the gift tax on
any gift is 20% of the fmv of the gift. Assume also that the gift was made in 2013.
How does this change your answers to the first question immediately above?

Mixing taxes to increase basis: When we say that “basis is money that has al-
ready been taxed (and so can’t be taxed again),” we are referring to the
federal income tax. The federal estate and gift taxes are not in pari materia
with the federal income tax. Hence, payment of federal estate or gift tax
does not affect liability for federal income tax, and vice versa. It follows that
payment of federal estate or gift taxes should not affect a taxpayer’s income
tax basis in her property. However, § 1015(d) makes an exception to this
(quite logical) rule. Read § 1015(d)(1 and 6). What rule(s) does this provision
state?

15. Now imagine: Taxpayer wanted to give $800 as a gift to his son. Assume
that the gift is subject to federal gift tax. Assume that the gift tax is 20% of the
fmv of the gift. Instead of giving the son $800 and paying $160 in federal gift
tax, taxpayer gave his son property with a fmv of $1000 on the condition that son
pay the $200 gift tax. Must father recognize gross income? Read on.

Diedrich v. Commissioner, 457 U.S. 191 (1982).

CHIEF JUSTICE BURGER delivered the opinion of the Court.

159



We granted certiorari to resolve a Circuit conflict as to whether a donor who
makes a gift of property on condition that the donee pay the resulting gift tax re-
ceives taxable income to the extent that the gift tax paid by the donee exceeds the
donor’s adjusted basis in the property transferred. The United States Court of
Appeals for the Eighth Circuit held that the donor realized income. We affirm.

|
A
Diedrich v. Commissioner of Internal Revenue

In 1972, petitioners Victor and Frances Diedrich made gifts of approximately
85,000 shares of stock to their three children ... The gifts were subject to a condi-
tion that the donees pay the resulting federal and state gift taxes. ... The donors’
basis in the transferred stock was $51,073; the gift tax paid in 1972 by the donees
was $62,992. Petitioners did not include as income on their 1972 federal income
tax returns any portion of the gift tax paid by the donees. After an audit, the
Commissioner of Internal Revenue determined that petitioners had realized in-
come to the extent that the gift tax owed by petitioners, but paid by the donees,
exceeded the donors’ basis in the property. Accordingly, petitioners’ taxable in-
come for 1972 was increased by $5,959.% Petitioners filed a petition in the Unit-
ed States Tax Court for redetermination of the deficiencies. The Tax Court held
for the taxpayers, concluding that no income had been realized.

B

C
The United States Court of Appeals for the Eighth Circuit ... reversed, concluding
that, “to the extent the gift taxes paid by donees” exceeded the donors’ adjusted
bases in the property transferred, “the donors realized taxable income.” The
Court of Appeals rejected the Tax Court’s conclusion that the taxpayers merely
had made a “net gift” of the difference between the fair market value of the trans-
ferred property and the gift taxes paid by the donees. The court reasoned that a
donor receives a benefit when a donee discharges a donor’s legal obligation to

45 Subtracting the stock basis of $51,073 from the gift tax paid by the donees of $62,992, the
Commissioner found that petitioners had realized a long-term capital gain of $11,919. After a 50%
reduction in long-term capital gain, 26 U.S.C. § 1202, the Diedrichs’ taxable income increased by
$5,959.
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pay gift taxes. The Court of Appeals agreed with the Commissioner in rejecting
the holding in Turner v. Commissioner, 49 T.C. 356 (1968), aff’d per curiam, 410
F.2d 752 (CA6 1969), and its progeny, and adopted the approach of Johnson v.
Commissioner, 59 T.C. 791 (1973), aff’d, 495 F.2d 1079 (CA®), cert. denied, 419
U.S. 1040 (1974), and Estate of Levine v. Commissioner, 72 T.C. 780 (1979),
aff’d, 634 F.2d 12 (CA2 1980). We granted certiorari to resolve this conflict, and
we affirm.

1

A
... This Court has recognized that “income” may be realized by a variety of indi-
rect means. In Old Colony Trust Co. v. Commissioner, 279 U.S. 716 (1929), the
Court held that payment of an employee’s income taxes by an employer constitut-
ed income to the employee. Speaking for the Court, Chief Justice Taft concluded
that “[t]he payment of the tax by the employe[r] was in consideration of the ser-
vices rendered by the employee, and was a gain derived by the employee from his
labor.” 1d., at 729. The Court made clear that the substance, not the form, of the
agreed transaction controls. “The discharge by a third person of an obligation to
him is equivalent to receipt by the person taxed.” Ibid. The employee, in other
words, was placed in a better position as a result of the employer’s discharge of
the employee’s legal obligation to pay the income taxes; the employee thus re-
ceived a gain subject to income tax.

The holding in Old Colony was reaffirmed in Crane v. Commissioner, 331 U.S. 1
(1947). In Crane, the Court concluded that relief from the obligation of a nonre-
course mortgage in which the value of the property exceeded the value of the
mortgage constituted income to the taxpayer. The taxpayer in Crane acquired
depreciable property, an apartment building, subject to an unassumed mortgage.
The taxpayer later sold the apartment building, which was still subject to the non-
recourse mortgage, for cash plus the buyer’s assumption of the mortgage. This
Court held that the amount of the mortgage was properly included in the amount
realized on the sale, noting that, if the taxpayer transfers subject to the mortgage,

“the benefit to him is as real and substantial as if the mortgage were dis-
charged, or as if a personal debt in an equal amount had been assumed by
another.” 1d. at 331 U.S. 14. [footnote omitted]

Again, it was the “reality,” not the form, of the transaction that governed. Ibid.
The Court found it immaterial whether the seller received money prior to the sale
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in order to discharge the mortgage, or whether the seller merely transferred the
property subject to the mortgage. In either case the taxpayer realized an economic
benefit.

B

The principles of Old Colony and Crane control.*® A common method of structur-
ing gift transactions is for the donor to make the gift subject to the condition that
the donee pay the resulting gift tax, as was done in ... the case[] now before us.
When a gift is made, the gift tax liability falls on the donor under 26 U.S.C.
§ 2502(d).*” When a donor makes a gift to a donee, a “debt” to the United States
for the amount of the gift tax is incurred by the donor. Those taxes are as much
the legal obligation of the donor as the donor’s income taxes; for these purposes,
they are the same kind of debt obligation as the income taxes of the employee in
Old Colony, supra. Similarly, when a donee agrees to discharge an indebtedness
in consideration of the gift, the person relieved of the tax liability realizes an eco-
nomic benefit. In short, the donor realizes an immediate economic benefit by the
donee’s assumption of the donor’s legal obligation to pay the gift tax.

An examination of the donor’s intent does not change the character of this benefit.
Although intent is relevant in determining whether a gift has been made, subjec-
tive intent has not characteristically been a factor in determining whether an indi-
vidual has realized income. [footnote omitted] Even if intent were a factor, the
donor’s intent with respect to the condition shifting the gift tax obligation from
the donor to the donee was plainly to relieve the donor of a debt owed to the Unit-
ed States; the choice was made because the donor would receive a benefit in relief

46 ...

It should be noted that the gift tax consequences of a conditional gift will be unaffected by the hold-
ing in this case. When a conditional “net” gift is given, the gift tax attributable to the transfer is to be
deducted from the value of the property in determining the value of the gift at the time of transfer. See
Rev. Rul. 75-72, 1975-1 Cum. Bull. 310 (general formula for computation of gift tax on conditional
gift); Rev. Rul. 71-232, 1971-1 Cum. Bull. 275.

47 “The tax imposed by section 2501 shall be paid by the donor.”

Section 6321 imposes a lien on the personal property of the donor when a tax is not paid when due.
The donee is secondarily responsible for payment of the gift tax should the donor fail to pay the tax.
26 US.C. § 6324(b). The donee’s liability, however, is limited to the value of the gift. Ibid. This re-
sponsibility of the donee is analogous to a lien or security. 1bid. See also S. Rep. No. 665, 72d Cong,,
1st Sess., 42 (1932); H.R. Rep. No. 708, 72d Cong., 1st Sess., 30 (1932).
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from the obligation to pay the gift tax.®

Finally, the benefit realized by the taxpayer is not diminished by the fact that the
liability attaches during the course of a donative transfer. It cannot be doubted that
the donors were aware that the gift tax obligation would arise immediately upon
the transfer of the property; the economic benefit to the donors in the discharge of
the gift tax liability is indistinguishable from the benefit arising from discharge of
a preexisting obligation. Nor is there any doubt that, had the donors sold a portion
of the stock immediately before the gift transfer in order to raise funds to pay the
expected gift tax, a taxable gain would have been realized. 26 U.S.C. § 1001. The
fact that the gift tax obligation was discharged by way of a conditional gift, rather
than from funds derived from a pre-gift sale, does not alter the underlying benefit
to the donors.

C

Consistent with the economic reality, the Commissioner has treated these condi-
tional gifts as a discharge of indebtedness through a part gift and part sale of the
gift property transferred. The transfer is treated as if the donor sells the property
to the donee for less than the fair market value. The “sale” price is the amount
necessary to discharge the gift tax indebtedness; the balance of the value of the
transferred property is treated as a gift. The gain thus derived by the donor is the
amount of the gift tax liability less the donor’s adjusted basis in the entire proper-
ty. Accordingly, income is realized to the extent that the gift tax exceeds the do-
nor’s adjusted basis in the property. This treatment is consistent with § 1001 of
the Internal Revenue Code, which provides that the gain from the disposition of
property is the excess of the amount realized over the transferor’s adjusted basis
in the property. [footnote omitted]

1l
We recognize that Congress has structured gift transactions to encourage transfer
of property by limiting the tax consequences of a transfer. See, e.g., 26 U.S.C.
8§ 102 (gifts excluded from donee’s gross income). Congress may obviously pro-
vide a similar exclusion for the conditional gift. Should Congress wish to encour-
age “net gifts,” changes in the income tax consequences of such gifts lie within

48 ...

A conditional gift not only relieves the donor of the gift tax liability, but also may enable the donor to
transfer a larger sum of money to the donee than would otherwise be possible due to such factors as
differing income tax brackets of the donor and donee.
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the legislative responsibility. Until such time, we are bound by Congress’ man-
date that gross income includes income “from whatever source derived.” We
therefore hold that a donor who makes a gift of property on condition that the do-
nee pay the resulting gift taxes realizes taxable income to the extent that the gift
taxes paid by the donee exceed the donor’s adjusted basis in the property. [foot-
note omitted]

The judgment of the United States Court of Appeals for the Eighth Circuit is
Affirmed.
JUSTICE REHNQUIST, dissenting.

... The Court in this case ... begs the question of whether a taxable transaction has
taken place at all when it concludes that “[t]he principles of Old Colony and
Crane control” this case.

In Old Colony, the employer agreed to pay the employee’s federal tax liability as
part of his compensation. The employee provided his services to the employer in
exchange for compensation. The exchange of compensation for services was un-
deniably a taxable transaction. The only question was whether the employee’s
taxable income included the employer’s assumption of the employee’s income tax
liability.

In Crane, the taxpayer sold real property for cash plus the buyer’s assumption of a
mortgage. Clearly a sale had occurred, and the only question was whether the
amount of the mortgage assumed by the buyer should be included in the amount
realized by the taxpayer. The Court rejected the taxpayer’s contention that what
she sold was not the property itself, but her equity in that property.

Unlike Old Colony or Crane, the question in this case is not the amount of income
the taxpayer has realized as a result of a concededly taxable transaction, but
whether a taxable transaction has taken place at all. Only after one concludes that
a partial sale occurs when the donee agrees to pay the gift tax do Old Colony and
Crane become relevant in ascertaining the amount of income realized by the do-
nor as a result of the transaction. Nowhere does the Court explain why a gift be-
comes a partial sale merely because the donor and donee structure the gift so that
the gift tax imposed by Congress on the transaction is paid by the donee, rather
than the donor.

164



In my view, the resolution of this case turns upon congressional intent: whether
Congress intended to characterize a gift as a partial sale whenever the donee
agrees to pay the gift tax. Congress has determined that a gift should not be con-
sidered income to the donee. 26 U.S.C. § 102. Instead, gift transactions are to be
subject to a tax system wholly separate and distinct from the income tax. See 26
U.S.C. 8 2501 et seq. Both the donor and the donee may be held liable for the gift
tax. 8§ 2502(d), 6324(b). Although the primary liability for the gift tax is on the
donor, the donee is liable to the extent of the value of the gift should the donor fail
to pay the tax. | see no evidence in the tax statutes that Congress forbade the par-
ties to agree among themselves as to who would pay the gift tax upon pain of such
an agreement being considered a taxable event for the purposes of the income tax.
Although Congress could certainly determine that the payment of the gift tax by
the donee constitutes income to the donor, the relevant statutes do not affirmative-
ly indicate that Congress has made such a determination.

I dissent.
Notes and Questions:

1. Assuming that the outcome advocated by Justice Rehnquist is what the parties
wanted, is there a way for the parties in Diedrich to structure the gift so as to
achieve that result?

2. Return to the hypothetical in the note immediately preceding Diedrich. Read
the second paragraph of the Court’s second footnote. In the hypothetical, how
much gift tax should the son have to pay?
e Rev. Rul. 75-72 gives the following formula:
(tentative tax)/(1 + 1) = (true tax)

0 “tentative tax” is the tax as computed on the fmv of the gifted
property; A is the tax rate; “true tax” is the actual gift tax that the
donee must (actually) pay.

e Notice: In our example, application of the formula yields a “true tax” of
$166.67. The net value of the gift would therefore be $833.33. 20% of
$833.33 is $166.67.

0 The use of a net gift enables the donor/donee, between them, to
pay less gift tax. This enlarges the net gift.

0 To what extent does the holding in Diedrich upset this planning?
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3. There are times when we want to bifurcate the tax treatment of a transaction.
In other words, we want to treat it as partly one thing and partly another. In part
I1C of the opinion, the Court characterized the transaction as partly a gift and part-
ly a sale. The logical way to treat a transaction that is partly one thing and partly
another is to pro-rate it. A certain portion of the transaction is one thing and the
remaining portion is another.

Remember that the taxpayer computes gains derived from dealings in property,
§ 61(a)(3), by subtracting “adjusted basis” from “amount realized,” § 1001(a).

If a transaction is partly a gift and partly a sale, how should we (logically) deter-
mine what portion of the transaction is gift and what portion is sale?
e Our taxpayer is disposing of some but not all of the property.
e How should we logically determine the “amount realized” and the “adjust-
ed basis” on the sale portion of the transaction?
e How should we logically determine the “amount realized” and the “adjust-
ed basis” on the gift portion of the transaction?

Typically, we know some information and have to compute what we don’t know.
In a part gift/part sale, we often know the total fmv of the property, the amount
realized from the sale portion of the transaction, and the taxpayer’s basis in all of
the property.

e Logically, the sale portion of the transaction should be (amount real-
ized)/(fmv of the property). That same fraction should be multiplied by
taxpayer’s total basis in the property.

e The balance of the “adjusted basis” and the balance of the “amount real-
ized” determine the (built-in) gain on the non-sale portion of the transac-
tion.

Taxpayers may transfer property to a charity through a part-gift/part-sale.

How would this analysis apply to the following facts:

e Taxpayer’s adjusted basis in Blackacre is $10. The fmv of Blackacre is
now $100. Taxpayer sells Blackacre to State University for $20. Tax-
payer may deduct the value of gifts to State University.

e On how much gain should taxpayer pay income tax?

4. Read Reg. 8 1.1001-1(e)(1). This is the rule that the IRS applied in Diedrich.
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Does the logic of part 11C of the opinion support this rule? If not, why didn’t the
taxpayer(s) point this out?

5. Read Reg. § 1.1015-4(a and b). Describe the calculation of the Diedrich chil-
dren’s (i.e., the donees’) basis in the stock that they received. Consider: did the
Diedrich children pay their parents anything for the property, or did they give a
gift to their parents, and if so, what was it?

6. Read Reg. 8 1.1015-4(a and b) Examples 1, 2, 3, and 4.
e Now throw in some gift tax. What should be the basis of A’s son in
the property if gift tax of the following amounts is paid?
o $12,000 in Example 1.
o $18,000 in Example 2.
o $18,000 in Example 3.
o $12,000 in Example 4.

7. What should be the basis rules when property is acquired from a decedent?
Read § 1014.

-
8. Do the CALI Lesson, Basic Federal Income Taxation: Property Transactions:
Computation of Gain and Loss Realized. Some of the questions present new is-

sues, but you can reason through them.

B. Exclusion of Gain from Sale of Principal Residence: 8§ 121

President George Bush Il announced early in his presidency that he wanted Amer-
ica to be an “ownership society.” How would (does) widespread taxpayer owner-
ship of private homes make America a better place? We have already examined
imputed income derived from ownership of property — and that is most significant
with regard to ownership of principal residences.
e Read §121.
0 What is the rule of § 121(a)?
e Does 8121 promote an “ownership society” — or something else?
Don’t forget that —
o 8163(h) permits deduction of mortgage interest on up to
$1,000,000 of indebtedness incurred to purchase a home or of
interest on up to $100,000 of home equity indebtedness.
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0 §8164(a)(1) permits a deduction for state and local, and foreign
real property taxes.
e Notice that § 121(b)(4)[(5)] and § 121(c) employ bifurcation ratios.
Avre the ratios what you expect them to be?

= enkl
—
e—J/ L essons

Do the CALI Lesson, Basic Federal Income Taxation: Property Transactions:
Exclusion of Gain on the Sale of a Principal Residence.

C. Interest on State and Local Bonds: § 103
Read 8§ 103 and 141.%°

Interest derived from a state or local bond is excluded from a taxpayer’s gross in-
come. 8 103(a). This exclusion does not extend to interest derived from a “private
activity bond,” § 103(b)(1), or an “arbitrage bond,” § 103(b)(2).%° This provision
has always been a part of the Code. There may have been some doubt about
whether Congress had the constitutional power to tax such income.

It might appear that this would encourage investors to choose to purchase the
bonds of state and local governments. After all, the interest income that such
bonds generate is not subject to tax, whereas other investment income is subject to
federal income tax. The investor should be able to keep more of her income.
However, both borrowers (state and local governments) and investors know that
the interest on such bonds is not subject to federal income tax. Hence, state and
local governments are able to borrow money at less than prevailing interest rates,

49 See generally Committee on the Budget United States Senate 113th Cong., TAX EXPENDITURES:
COMPENDIUM OF BACKGROUND MATERIAL ON INDIVIDUAL PROVISIONS, S. PRT. 113-32 at 1005-
10 (2014), available at http:/ /www.gpo.gov/fdsys/pkg/CPRT-113SPRT91950/pdf/ CPRT-
113SPRT91950.pdf

50 The exclusion also does not extend to interest derived from a bond “not in registered form.”

§ 103(b)(3) as defined in § 149. This basically means that the bond must be offered to the public,
have a maturity date more than one year after the date of issue, and not be offered exclusively to
persons who are not U.S. persons and/or payable only outside of the United States. Moreovert, the
interest on sozze private activity bonds is excluded from a taxpayer’s gross income. See § 141(f) and
§§ 142 to 145.
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I.e., the rate that any other borrower would have to pay. If the market “bids down”
the interest rate to the point that taxpayers in the highest tax bracket (now 39.6%)
are no better off than they would be if they had simply purchased a corporate
bond carrying equivalent risk and paid the income tax on the interest that they re-
ceive, the exclusion would function “only” as a means by which the U.S. Treasury
transfers the tax revenue that it must forego to state and local governments. There
are some (potential) economic distortions that this exclusion causes:

If there are enough taxpayers in the highest tax bracket to “clear the market” for
state and local bonds, the interest rate on such bonds should gravitate to (1 —
A)*(prevailing interest on corporate bonds), where A denotes the highest marginal
tax rate. If this is the case, all of the tax that the U.S. Treasury foregoes is trans-
ferred to state and local governments.

e But if there are not enough taxpayers in the highest tax bracket to
“clear the market” for state and local bonds, state and local govern-
ments must offer an interest rate higher than (1 — A)*(prevailing inter-
est on corporate bonds). Perhaps it will be necessary to entice some
taxpayers in the second-to-highest or even third-to-highest bracket.
The effect of this is to give taxpayers in the highest tax bracket a wind-
fall, i.e., an after-tax return on state and local bonds that is higher than
the after-tax return on corporate bonds. In this case, not all of the
foregone tax revenue is transferred from the U.S. Treasury to state and
local governments; some of it is transferred to taxpayers in the highest
tax bracket.

e How will this affect the market for corporate bonds?

e In effect, those who invest in state and local bonds have the power to
“vote” to have some of their tax dollars go to state and local govern-
ments rather than to the federal government. Most of the (rational)
voters will have high incomes.

e There is no limit to the amount of interest that a taxpayer may exclude
under this provision.>! Hence state and local governments may be en-
couraged to borrow more than they otherwise would. The laws of
some states limit the amount that they can borrow.

e State and local governments may elect to finance “too many” capital

51 However, such interest might be a “tax preference” item, § 57(a)(5) (private activity bonds), and
so subject to the AMT. § 55(b)(2)(B).
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projects — e.g., highways, schools, government buildings — by issuing
bonds, as opposed either to foregoing such expenditures or by procur-
ing necessary funds in another manner, e.g., raising taxes.

If one state has been profligate in its spending and now finds that it must borrow
enormous amounts on which it will be paying interest far into the future, should
taxpayers in other states care?

*Yes.

*Profligate states make it far more likely that the interest that state and local
governments must pay will be attractive to taxpayers whose marginal tax bracket
is less than the highest marginal tax bracket. This means that there will be a reve-
nue transfer from the U.S. Treasury to those in the highest tax bracket instead of
to the state and local governments.

*As more money is transferred from the U.S. Treasury to state and local govern-
ments and to the nation’s highest income earners, a tax increase becomes more
likely — or a spending cut.

*Residents of the profligate state may have enjoyed consumption that the residents
of more frugal (responsible?) states did not, but now must indirectly pay for.

D. Scholarships: § 117
Read § 117.

What justification do you see for the exclusion(s) provided by 8 117? Some of
you receive scholarship assistance on which you pay no federal income tax. Oth-
ers do not receive such assistance and must work to be here. The wages that such
students earn are subject to federal income tax.

Consider:

Moldaur is the son of a professor at the Mega State University. Moldaur has en-
rolled at Mega State University. Tuition is $20,000 at Mega State University.
Moldaur is entitled to a 50% reduction in his tuition because he is the son of a
professor. In addition, Moldaur qualified for a Hilfen Scholarship under the
state’s lottery-to-education scholarship program. The state collects lottery reve-
nues and divides them equally among those who qualify for scholarships. This
year, each scholarship recipient was credited with $14,000 towards tuition. The
result for Moldaur is that he had a $4000 account surplus, which the university
refunded to him.
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e Tax consequences to Moldaur? Read 8 117(b)(1) and Prop. Reg. 8 1.117-
6(b)(1) carefully.
e Tax consequences to Moldaur’s father? Read 8 117(d) carefully.

= enkl
—
e—J/ L essons

Do the CALI Lesson, Basic Federal Income Taxation: Gross Income: Scholar-
ships.

E. Rental Value of Parsonages: § 107
Read 8§ 107 and 265.

A “minister of the gospel” may exclude the housing allowance that a congregation
pays to her. Such a taxpayer may spend some of this allowance on home mort-
gage interest (deductible under § 163(h)) or real estate taxes (deductible under
8 164(a)(1)). Explain how this is a double dip. How might a congregation, as
payor of this allowance, capture some or all of the benefit of the exclusion?

II. Social Benefits

The Code excludes from gross income payments for various benefits or the fmv
of benefits taxpayer receives in kind. Who should administer government benefit
programs, e.g., benefits for workplace injury? Who administers benefit “pro-
grams” when they are the product of exclusions from gross income?

A bit about insurance. The basic idea of insurance, of course, is that individual
persons purchase a policy that promises payment upon materialization of a
specified risk. The policy is effective for a certain period, e.g., one year. The
insurance company pools the premiums, and pays those for whom the risk mate-
rializes. Notice that policy-holders pay their premiums from after-tax money.
We could treat the “winner” as if she has simply received a gift from those who
contributed to the pool of money. Under such a rationale, the proceeds would
be excluded from gross income by § 102.
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A. Life Insurance Death Benefits: § 101

Section 101(a)(1) excludes from gross income “amounts received (whether in a
single sum or otherwise) under a life insurance contract, if such amounts are paid
by reason of death.” This provision has always been a part of the Code, and the
desire to avoid taxing heirs has made repeal difficult. Many people purchase life
insurance so that family members will receive money at a time when they no
longer have the income of the deceased insured. It could be unseemly to tax a
grieving family under such circumstances. However:

e “If any amount excluded from gross income ... is held under an agree-
ment to pay interest thereon, the interest payments shall be included in
gross income.” § 101(c).

e In the event that life insurance proceeds are paid otherwise than as a
lump sum, a portion of each payment is allocated pro rata to the
amount excluded and the remaining return on investment is subject to
income tax. 8§ 101(d)(1).

Consider: H purchased a life insurance policy on his life with a face amount of
$200,000 and named W as the beneficiary. H died. W and the insurance company
entered an agreement whereby the insurance company would hold $200,000 and
pay her $250,000 in five years; W would have no claim of right to the funds dur-
ing that time. At that time, instead of paying W $250,000, the insurance company
will pay W $28,000 per year at a time when her life expectancy will be ten years.
e How would the payments to W be taxed during the first five years af-
ter H’s death, assuming W had no claim of right during that time?
e How would the payments to W during the succeeding ten years be
taxed?
0 See 88 101(c and d); Reg. § 1.101-3(a); Reg. § 1.101-4(a)(1)(i);
Reg. 8 1.101-4(g) (Examples 1 and 3 (first two sentences on-
ly)).
0 The last provision might not be in your edition of the Regula-
tions. Go to Westlaw or Lexis to find it.

Section 101(a)(2) provides that in the case of a transfer of a life insurance contract
for valuable consideration, the exclusion is lost. The beneficiary in such a case
may exclude only the amount paid for the policy plus any subsequent payments,
i.e., premiums.
e An exception to this exception is made when the transferee takes for
her basis the basis of the transferor. § 101(a)(2)(A).
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e When might a transferee take for her basis the basis of the transferee?

e Another exception to the exception is made when the transfer is to the
insured, a partner of the insured, a partnership in which the insured is a
partner, or a corporation in which the insured is a shareholder or of-
ficer. §101(a)(2)(B).

e When (why) would transfers such as those described in § 101(a)(2)(B)
occur?

A note about life insurance. Life insurance comes in various forms, and tax bene-
fits can extend well beyond excluding death benefits from gross income. “Life
insurance contract” is defined in § 7702 so as to preclude an investment from be-
ing a “life insurance contract.” To be insurance, there must be a shifting of risk
from the insured to the insurer.

*Term insurance is insurance that promises only for the term for which it is pur-
chased to pay upon the occurrence of death. Upon expiration of the term, the
policyholder has nothing.

*Permanent life insurance is life insurance that the insured maintains by paying a
premium periodically. Premiums for permanent life insurance are higher than
they are for term insurance; the insurance company invests the excess on behalf
of the insured. The policy builds up cash value (“inside buildup”) — tax-free. In-
side buildup can reduce premiums in future years, notably as premiums would
otherwise increase because the insured is older and the risk of her death higher.
*Non-taxation of inside buildup permits permanent life insurance to function as a

tavy chaltar

H purchased a permanent life insurance policy on his life with a face amount of
$300,000. He named W as the beneficiary. When H was 63 years old and the
children were grown, W died. H saw no need to continue making premium pay-
ments so he sold the policy to his employer for $100,000.

e How would you compute H’s gross income from this sale?

e How would you compute H’s gross income if instead H surrendered the

policy to the insurance company for its cash value of $100,000?
e Are there additional facts that you would need to know?
e Read on.

Rev. Rul. 2009-13, 2009-21 I.R.B. 1029
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ISSUE

What is the amount and character of A’s income recognized upon the surrender or
sale of the life insurance contracts described in the situations below?

FACTS
Situation 1

On January 1 of Year 1, A, an individual, entered into a “life insurance contract”
(as defined in § 7702 ...) with cash value. Under the contract, A was the insured,
and the named beneficiary was a member of A’s family. A had the right to change
the beneficiary, take out a policy loan, or surrender the contract for its cash sur-
render value. The contract in A’s hands was ... [a capital asset].

On June 15 of Year 8, A surrendered the contract for its $78,000 cash surrender
value, which reflected the subtraction of $10,000 of “cost-of-insurance” charges
collected by the issuer for periods ending on or before the surrender of the con-
tract. Through that date, A had paid premiums totaling $64,000 with regard to the
life insurance contract. A had neither received any distributions under the contract
nor borrowed against the contract’s cash surrender value.

Situation 2

The facts are the same as in Situation 1, except that on June 15 of Year 8, A sold
the life insurance contract for $80,000 to B, a person unrelated to A and who
would suffer no economic loss upon A’s death.

Situation 3
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LAW AND ANALYSIS
SITUATION 1

Amount of income recognized upon surrender of the life insurance contract

If a non-annuity amount is received ... on the complete surrender, redemption, or
maturity of the contract, § 72(e)(5)(A) requires that the amount be included in
gross income but only to the extent it exceeds investment in the contract. For this
purpose, § 72(e)(6) defines “investment in the contract” as of any date as the ag-
gregate amount of premiums or other consideration paid for the contract before
that date, less the aggregate amount received under the contract before that date to
the extent that amount was excludable from gross income.

In Situation 1, A received $78,000 on the complete surrender of a life insurance
contract. A’s income upon surrender of the contract is determined under
8 72(e)(5). Under § 72(e)(5)(A), the amount received is included in gross income
to the extent it exceeds the investment in the contract. As A paid aggregate pre-
miums of $64,000 with regard to the contract, and neither received any distribu-
tions under the contract nor borrowed against the contract’s cash surrender value
prior to surrender, A’s “investment in the contract” as required by 8 72(e)(6) was
$64,000. Consequently, pursuant to § 72(e)(5)(A), A recognized $14,000 of in-
come on surrender of the contract, which is the excess of $78,000 received over
$64,000.

[A’s gain is ordinary income.] ...

SITUATION 2

Section 61(a)(3) provides that gross income includes gains derived from dealings
in property.

Section 1001(a) provides that the gain realized from the sale or other disposition
of property is the excess of the amount realized over the adjusted basis provided
in § 1011 for determining gain. Thus, to determine the amount of A’s income
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from the sale of the life insurance contract in Situation 2, it is necessary to deter-
mine A’s amount realized from the sale, and A’s adjusted basis in the contract.

Pursuant to § 1001(b), A’s amount realized from the sale of the life insurance
contract is the sum of money received from the sale, or $80,000.

Under 88 1011 and 1012, the adjusted basis for determining gain or loss is gener-
ally the cost of the property adjusted as provided in § 1016 ... Under § 1016(a)(1),
proper adjustment must be made for expenditures, receipts, losses, or other items
properly chargeable to capital account. See also Reg. § 1.1016-2(a). Section 72
has no bearing on the determination of the basis of a life insurance contract that is
sold, because 8 72 applies only to amounts received under the contract.

Both the Code and the courts acknowledge that a life insurance contract, although
a single asset, may have both investment characteristics and insurance characteris-
tics. See, e.g., 8 7702 (defining life insurance contract for federal income tax pur-
poses by reference, in part, to both the cash surrender value and death benefits
under the contract); [citations omitted]. To measure a taxpayer’s gain upon the
sale of a life insurance contract, it is necessary to reduce basis by that portion of
the premium paid for the contract that was expended for the provision of insur-
ance before the sale.

In Situation 2, A paid total premiums of $64,000 under the life insurance contract
through the date of sale, and $10,000 was subtracted from the contract’s cash sur-
render value as cost-of-insurance charges. Accordingly, A’s adjusted basis in the
contract as of the date of sale under 88 1011 and 1012 and the authorities cited
above was $54,000 ($64,000 premiums paid less $10,000 expended as cost of in-
surance).

Accordingly, A must recognize $26,000 on the sale of the life insurance contract
to B, which is the excess of the amount realized on the sale ($80,000) over A’s
adjusted basis of the contract ($54,000).

Unlike Situation 1, which involves the surrender of the life insurance contract to
the issuer of the contract, Situation 2 involves an actual sale of the contract. Nev-
ertheless some or all of the gain on the sale of the contract may be ordinary if the
substitute for ordinary income doctrine applies.
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Application of the “substitute for ordinary income” doctrine is limited to the
amount that would be recognized as ordinary income if the contract were surren-
dered (i.e., to the inside build-up under the contract). Hence, if the income recog-
nized on the sale or exchange of a life insurance contract exceeds the “inside
build-up” under the contract, the excess may qualify as gain from the sale or ex-
change of a capital asset. See, e.g., Commissioner v. Phillips, 275 F.2d 33, 36 n.3
(4th Cir. 1960).

In Situation 2, the inside build-up under A’s life insurance contract immediately
prior to the sale to B was $ 14,000 ($78,000 cash surrender value less $64,000
aggregate premiums paid). Hence, $14,000 of the $26,000 of income that A must
recognize on the sale of the contract is ordinary income under the “substitute for
ordinary income” doctrine. Because the life insurance contract in A’s hands was
... [a capital asset] and was held by A for more than one year, the remaining
$12,000 of income is long-term capital gain within the meaning of § 1222(3).

SITUATION 3

HOLDINGS

1. In Situation 1, A must recognize $14,000 of ordinary income upon surrender
of the life insurance contract.

2. In Situation 2, A must recognize $26,000 of income upon sale of the life insur-
ance contract. Of this $26,000 of income, $14,000 is ordinary income, and
$12,000 is long-term capital gain.

3. ...
Notes and Questions:
1. In the case of surrender of a life insurance policy, inside buildup that (helps to)

pay future premiums is not subject to tax. In the case of a sale of an insurance pol-
icy, inside buildup that (helps to) pay future premiums is subject to tax.
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2. In Situation 2, assume that the face amount of the policy was $400,000. B paid
$80,000 for the policy plus another $500 per month in premiums for another six
years. A died. B received $400,000 from the life insurance company. How much
must B include in her gross income?

3. Section 72 governs the tax treatment of payouts from an annuity contract. Sec-
tion 72(a)(1) provides that gross income includes “any amount received as an an-
nuity ... under an annuity, endowment, or life insurance contract.”

Thus, annuity treatment can only apply to payments made under the

named type of contracts.

A taxpayer may invest after-tax dollars in an annuity contract. As with life

insurance contracts, the inside buildup of an annuity contract is not subject

to income tax. At a certain point in time, the taxpayer begins to receive a

stream of payments from the investment and the income that the annuity

has accumulated. [You should see immediately that taxpayer will be re-

ceiving some of her own after-tax money and some not-yet-taxed invest-

ment income.] There may be a fixed number of payments or the stream of

payments may terminate only on the death of the taxpayer. Section 72 al-

locates a portion of each payment to taxpayer’s recovery of basis and a

portion to not-yet-taxed inside buildup.

Section 72(c)(1) defines taxpayer’s “investment in the contract.”

Section 72(c)(4) defines “annuity starting date” as “the first day of the first

period for which an amount is received as an annuity under the con-

tract[.]”

Section 72(a)(1) provides that taxpayer must include in gross income “any

amount received as an annuity[.]”

Section 72(b)(1) excepts from *“amounts received as an annuity” a pro-

rated amount of taxpayer’s basis in the contract. This requires a determina-

tion of taxpayer’s “expected return under the contract.”

If the “expected return” depends on the life expectancy of one or more in-

dividuals, taxpayer determines the “expected return” in accordance with

actuarial tables that the Secretary of the Treasury has prescribed. These ta-

bles are in the regulations, see Reg. § 1.72-9.

o Simply multiply the number of payments taxpayer can expect
based on these actuarial tables by the amount of each payment.
This product is the “expected return.”
o Divide the taxpayer’s investment in the contract by the “expected

return.” Taxpayer multiplies this product by “any amount received
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as an annuity” to determine the amount that she excludes from
gross income.

o If taxpayer outlives what the actuaries predicted .... Once taxpayer has
excluded her investment in the annuity contract from her gross income,
taxpayer may no longer exclude any “amount received as an annuity”
from her gross income. 8 72(b)(2).

e If taxpayer dies before the actuaries predicted she would ...:

On the other hand, should payments cease because taxpayer died prior to re-
covery of taxpayer’s investment in the contract, taxpayer may deduct the
amount of the unrecovered investment for her last taxable vyear.

§ 72b)3) (A

4. Section 72(e) states rules applicable to amounts received under an annuity, en-
dowment, or life insurance contract that are not received as an annuity — if no oth-
er provision of this subtitle is applicable. § 72(e)(1).

e Section 1001 is a provision of “this subtitle.”

o In Situation 2, no payments were made under the contract. Instead,
a third party bought the contract. For that reason, § 72(e)(1) did
not apply. The ruling requires treatment of the sale as any other
sale of property with adjustments to basis for prior expenditures on
life insurance.

e Section 72(e)(5)(C) provides that 8 72(e)(1) applies to amounts not re-
ceived as an annuity under a life insurance or endowment contract.

o0 This describes the payment from the insurance company to the
taxpayer in Situation 1.

0 Section 72(e)(1) provides that the amount taxpayer must include in
her gross income is the amount of the payment “to the extent it ex-
ceeds the investment in the contract.” Section 72(e)(6) defines
“investment in the contract” to include the aggregate of premiums
or other consideration paid for the contract minus any amounts
previously received that taxpayer excluded from her gross income.

o It is because of § 72(e)(5) that Situations 1 and 2 are resolved dif-
ferently.

5. Section 101(g): Amounts that a “terminally illI” or “chronically ill” person re-
ceives under a life insurance contract may qualify for exclusion under § 101(a)(1).
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The same is true of the “amount realized” on the sale of a life insurance policy to
a “viatical settlement provider.” § 101(g)(2).

o A “terminally ill” taxpayer is one who is certified by a physician as
having “an illness or physical condition which can reasonably be ex-
pected to result in death in 24 months or less after the date of the certi-
fication.” § 101(g)(4)(A).

e A “chronically ill” taxpayer is one who is not “terminally ill” and is
unable to perform at least two activities of daily living (i.e., eating, toi-
leting, transferring, bathing, dressing, and continence) or requires sub-
stantial supervision to protect herself “from threats to health and safety
due to severe cognitive impairment.” §101(g)(4)(B), referencing
§ 7702B(c)(2).

e A “chronically ill” taxpayer must use the payment for unreimbursed
costs of long-term care. § 101(g)(3)(A).

Section 101(g) enables an insured taxpayer to get money out of a life insurance
policy at a time when she has a substantial need for cash and the risk of death has
nearly materialized.

6. In the movie, Capitalism: A Love Story (2009), Michael Moore recounts how
Wal-Mart purchased life insurance policies on the lives of low-paid persons.
Wal-Mart of course liked the fact that inside buildup was free of income tax. If
one of the employees died, Wal-Mart would collect the proceeds of the policy
without tax. A number of businesses engaged in this practice of purchasing “cor-
porate-owned life insurance” (COLI) and did not inform the affected employees
that it had done this. [Michael Moore lamented that Wal-Mart did not hand the
money over to the family of a deceased employee.]
e In 2006 — before release of the movie — Congress enacted 8§ 101(j)
which limited the exclusion in the case of employer-owned contracts
to the amounts paid for the policy. § 101(j)(1).
e There is an exception to the exception if the employee is a key em-
ployee and is notified that the employer intends to procure such insur-
ance and the employee gives her consent. § 101(g)(2 and 4).

o]

Do the CALI Lesson, Basic Federal Income Taxation: Gross Income: Annuities
and Life Insurance Proceeds. You may have to read some portions of the Code to
answer all of the questions. That would be a good thing. In a tax-deferred corpo-

rate reorganization, the basis of the transferee is determined by reference to the
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basis of the contract in the hands of the transferor.

B. Compensation for Injuries or Sickness: 8§ 104, 105, 106

Read § 104. Injured persons need compensation. Consider the precise extent to
which the subsections of § 104 exclude compensation for injury.

Section 104(a)(2) seems to compel taxpayers to search for a physical inju-
ry, much as a tort claim involving only emotional distress involves a
search for a physical manifestation. Review part 11B of CADC’s opinion
in Murphy v. Internal Revenue Service, 493 F.3d 170 (CADC 2007), su-
pra, chapter 2. The Government was correct in its reading of the “on ac-
count of” language in the statute. There must be a strong causal connec-
tion between the physical injury and the emotional distress — not the other
way around — in order for it to be excluded from gross income by
8§ 104(a)(2).

What does 8§ 104(a)(3) mean? What health or accident insurance payments
does 8§ 104(a)(3) reference?

0 <”Health and accident” insurance includes wage continuation poli-
cies. This would be important for employees whose employers
provide health insurance but not disability insurance.

0 <The exclusion applies to multiple payments from more than one
self-purchased policy, even though the amount received exceeds
the expense against which taxpayer procured the insurance.

Read § 105. What rule emerges from §§ 105(a and b)?

The following two problems are derived from and answered by Rev. Rul.
69-154. What is your intuition about how they should be solved? Feel free
to examine the revenue ruling.

o C is covered by his employer’s health insurance policy. C’s em-
ployer pays the annual premium of $10,000. This amount is ex-
cluded from C’s gross income. In addition, C paid the entire pre-
mium of $5000 for a personal health insurance policy.

0 During the year, C had only one illness and incurred and paid total
medical expenses, as defined in § 213 of the Code, of $2700. In the
same Yyear as a result of this illness, C was indemnified $2100 un-
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der his employer’s insurance policy and $1500 under his personal
insurance policy.

0 What is C’s gross income from the insurance companies’ reim-
bursements?

o D s covered by his employer’s health insurance policy. The annual
premium is $10,000, of which the employer pays $4000 and $6000
is deducted from D’s wages. In addition, D paid the entire premi-
um of $5000 for a personal health insurance policy.

0 During the year, D had only one illness and paid total medical ex-
penses, as defined in § 213 of the Code, of $2700. In the same year
as a result of this illness, D was indemnified $2100 under his em-
ployer’s insurance policy and $1500 under his personal insurance
policy.

0 What is D’s gross income from these reimbursements?

e Read § 106(a).

=) €Nkl
& Lessons

Do: CALI Lesson, Basic Federal Income Taxation: Gross Income: Damages and
Related Receipts

C. Social Security: § 86

Read § 86. It is not an easy read. It is an example of the drafting contortions nec-
essary to accomplish legislative compromise. Section 86 of course is among the
Code provisions that require inclusion of certain items in gross income. Section
86 limits the amount of social security benefits that a taxpayer must include in
gross income. Taxpayer excludes the remainder.

e Section 86 establishes three levels of so-called “(b)(1)(A) amounts” of in-
come — which we define momentarily.

e This amount will fall into one of three ranges that the Code defines in
terms of the taxpayer’s filing status. Each income range is subject to a dif-
ferent set of rules governing inclusion of social security benefits in tax-
payer’s gross income. The three income ranges are the following:

e “(b)(1)(A) amount” of income that is below the statutory “base
amount.”

e “(b)(1)(A) amount” of income that is above the statutory “base
amount” but below the statutory “adjusted base amount.”
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e “(b)(1)(A) amount” of income that is above the statutory “ad-
justed base amount.”

Rather than try to state the computation rules, we will apply the rules through
three problems involving the taxpayer “Joe the Pensioner.” He is single and re-
ceives social security benefits. Consider:

«Joe the Pensioner received $20,000 of social security benefits payments last year.
In addition, he received $1000 in municipal bond interest that § 103 exempts from
his gross income. Joe also did some work for his old employer for which he re-
ceived $6000. What is Joe’s gross income?

Section 86(a) with deceptive simplicity sets forth rules governing taxpayer inclu-
sion in gross income of social security benefits. Section 86(a) requires computa-
tions of various amounts and then comparing them. Hopefully, we can reduce this
to a few straight-forward “if ... then” rules. It is best> to begin with § 86(b) — the
provision that actually defines the “Taxpayers to Whom Subsection (a) applies.”

e Section 86(b)(1)(A)(i) requires that we determine what Joe’s “modified
agi” is. That phrase is defined in § 86(b)(2). Joe’s AGI at the moment, not
counting his social security benefits or tax exempt interest, is $6000. To
obtain Joe’s “modified agi,” we do not add his benefits (8 86(b)(2)(A)
(“determined without regard to this section)) but we do add certain items,
including his tax exempt interest income, § 86(b)(2)(B), i.e., $1000. Joe’s
modified adjusted gross income is $7000.

e Section 86(b)(1)(A) requires us to add Joe’s modified adjusted gross in-
come plus one-half of his social security benefits. $7000 + $10,000 =
$17,000. We will refer to this as the “(b)(1)(A) amount.”

e Subtract the “base amount” from $17,000.

o “Base amount” is defined for Joe in § 86(c)(1)(A) as $25,000.

0 According to § 86(a)(1), Joe must include in his gross income the
lesser of one-half of the social security benefits that he received or
one-half of the amount by which his “(b)(1)(A) amount” exceeds
his “base amount.”

o Joe’s “modified agi” does not exceed his “base amount,” so one-
half of the excess described in § 86(b)(1) in our case will of course
be $0.

o §86(a)(1) requires a comparison: $0 < $10,000.

52 ... in my view.
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o Joe must include the lesser of these figures, i.e., $0, of his Social
Security benefits in his gross income.

Notice that if the base amount exceeds taxpayer’s “modified agi” plus one-half of
her social security benefits, then there will be no “excess” — a term that appears in
8 86(a)(1)(B). We can state the following straight-forward rule.

1.

If taxpayer’s “modified agi” plus one-half of her social security

benefits is less than the statutory “base amount,” none of taxpayer’s
social security benefits will be subject to federal income tax.

Now suppose that Joe the Pensioner received $20,000 of social security benefit
payments, $1000 in tax exempt interest, and $18,000 of payments for work he did
for his old employer.

Joe’s “modified agi” plus one-half of his social security benefits plus
tax exempt interest (i.e., “(b)(1)(A)” amount) equals $29,000. This is
more than the statutory “base amount,” i.e., $25,000, § 86(c)(1)(A).
Section 86(b)(1) describes a taxpayer whose “(b)(1)(A) amount” is
more than an “adjusted base amount.” For Joe, that amount is
$34,000. §86(c)(2)(A). Joe’s “(b)(1)(A) amount” does not exceed his
“adjusted base amount,” so § 86(a)(1) applies to him.
According to § 86(a)(1), Joe must include in his gross income the less-
er of one-half of the social security benefits that he received or one-
half of the amount by which his “(b)(1)(A)” amount exceeds his “base
amount.”

= The first amount is $10,000. The second amount is $2000.

= Joe must include $2000 of social security benefits in his

gross income.

We can now state the second of our straight-forward rules.

2.

If taxpayer’s “modified agi” plus one-half of her social security

benefits is more than the statutory “base amount” but less than the
“adjusted base amount,” taxpayer must include in her gross income
the lesser of one-half of her social security benefits or one-half of the
amount by which her “modified agi” exceeds the statutory base
amount.

Now suppose that Joe the Pensioner received $20,000 of social security benefit
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payments, $1000 in tax exempt interest, and $30,000 of payments for work he did
for his old employer.
e Joe’s “(b)(1)(A) amount” is now $41,000. This is $7000 more than his
“adjusted base amount,” i.e., $34,000, § 86(c)(2)(A). This means that
& 86(a)(2) applies rather than § 86(a)(1).
e Section 86(a)(2) requires us to determine two different amounts and to in-
clude the lesser in Joe’s gross income.
0 The first amount (8 86(a)(2)(A)) is —
= 85% of the “excess,” i.e., 85% of $7000, i.e., $5950, PLUS
= the lesser of
e the amount that would be included in Joe’s gross
income if our second rule (i.e., 8 86(a)(1)) did ap-
ply. The lesser of one-half of Joe’s social security
benefits (i.e., $10,000) or one-half of the excess of
Joe’s “(b)(1)(A) amount” over his “base amount”
(i.e., ¥2 of ($41,000 — $25,000) = $8000) is $8000.
or
e one-half of the difference between Joe’s “base
amount” and “adjusted base amount.” The differ-
ence between Joe’s “base amount” and his “modi-
fied base amount” is $34,000 — $25,000. One-half
of that amount is $4500.
e $4500 < $8000.
= $5940 + $4500 EQUALS $10,440.

e The second amount (8 86(a)(2)(B)) is —
0 85% of Joe’s social security benefit, i.e., 85% of
$20,000 = $17,000.
0 $10,440 < $17,000. Joe must include $10,440 in his
gross income.

We state the third of our straight-forward rules:

3. If taxpayer’s “modified agi” plus one-half of her social security
benefits is more than the statutory “adjusted base amount,” taxpayer
must include in her gross income the lesser of two amounts computed
according to two more rules.

185



D. Unemployment Benefits: § 85

A taxpayer must include in her gross income unemployment compensation. § 85.

-

Do: CALI Lesson, Basic Federal Income Taxation: Gross Income: The Taxability
of Employment Connected Payments: Fringe Benefits, Meals and Lodging, Un-
employment Compensation, and Social Security Benefits. Several of the questions
are derived from the next section of the text. You should do the Lesson twice:

now and when you finish reading the next section.

III. Employment-Based Exclusions from Gross Income

The employment relationship is the seat of a very substantial number of exclu-
sions from gross income. You will find that the benefits excluded from gross in-
come by 8§79, 106, 119, 127, 129, 132, and 137 are only available to “an em-
ployee.” Employment-based exclusions from gross income can have a powerful
influence in shaping employment relationships. Be alert to the possibility that the
employer may capture the benefit of the exclusion through the simple expedient
of paying employees less than it otherwise would have. We should expect em-
ployees to deem employers who pay substandard wages in exchange for benefits
that employees don’t really want to be not particularly desirable. The converse is
true also: employees should seek out employers who provide benefits that they
particularly value.

There is overlap between benefits provided in the employment setting that the
Code excludes from gross income and social benefits that the Code excludes from
gross income. An implicit message is that the employment setting is where em-
ployees should seek and employers should provide certain social benefits. See
whether you agree.

A. Group Term Life Insurance: § 79

Read 8 79. What is the effect of restricting the exclusion to the purchase of
group-term life insurance and not allowing discrimination in favor of a key em-
ployee? Why should there be a $50,000 ceiling on the amount of group-term life
insurance whose purchase is excluded from an employee’s gross income?
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B. Educational Assistance Programs: § 127

Read § 127. Why might a relatively low-cost private school charge more tuition
per credit hour in its night or weekend MBA programs than it does for its full-
time day program?

C. Dependent Care Assistance Programs: § 129

Read § 129. Why might a highly-paid employee prefer a dependent care assis-
tance program to a 20% credit against income tax liability? What is the maximum
available exclusion if taxpayer has one child? Compare this figure with that of
§21.

*Consider: Taxpayers (married filing jointly) have three children, none of whom
has reached the age of 13. They both work and earn substantial incomes. They are
in the 35% income tax bracket, and their credit under § 21 is 20% of their de-
pendent care expenses. They incur $6000 of dependent care expenses during the
year. Should they prefer an exclusion under § 129 or a tax credit under § 21?

e Same facts, except that the ages of the children are 10, 15, and 16. Should
they prefer an exclusion under 8§ 129 or a tax credit under § 21?

D. Employer Contributions to Accident and Health Plans: § 106
Read 8§ 106 and 223.

During World War 11, the nation lived under wage and price controls. Employers
could circumvent wage controls by providing employees with certain benefits,
notably pensions and health insurance. In 1954, Congress codified the employee
exclusion of employer payments for accident or health plans in § 106(a). Recall
that § 105(b) excludes the payments that such plans provide for care from gross
income. Employers of course deduct whatever payments they make as employee
compensation, 8 162(a)(1). Thus most of the money that employees spend or em-
ployers spend on their behalf for health care is never subject to income tax at ei-
ther the employer or employee level. Not surprisingly, in the United States health
care is now a significant aspect of any employment relationship. Costs have spi-
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raled upward, and payments for health plans have become the most costly ex-
penditure that employers make for employee benefits. Highly distorted markets
for health care services now exist in the United States. See William P. Kratzke,
Tax Subsidies, Third-Party Payments, and Cross-Subsidization: America’s Dis-
torted Health Care Markets, 40 U. MeM. L. REv. 279 (2009).

Health Savings Accounts (HSA) are savings accounts established for the benefit
of an individual who has a high-deductible health plan. See § 223. An employee
taxpayer may deduct the contributions she makes to such an account. § 223(a). An
employee taxpayer may exclude employer contributions to such an account.
§ 106(d). Unspent funds in an HSA grow tax-free. § 223(e)(1). There is a monthly
limit to the amount that taxpayer may save in such accounts. The savings in the
account can be withdrawn without income tax to pay for medical expenses,
presumably for the deductible portion that the health plan will not pay for.
§ 213(f)(1). Employer contributions to an HSA are not subject to employment
taxes, § 106(d)(1), but employee contributions are subject to employment taxes.

Beginning in tax year 2018, a 40% excise tax will be due from the health insur-
ance issuer, the employer, or the plan administrator — as the case may be — on
amounts paid for coverage that exceed a threshold cost of so-called “Cadillac
health plans.” § 49801. This tax is not deductible. § 275(a)(6). Such a tax will
greatly increase the cost of such coverage and presumably make employers less
willing to provide it, even for substantial trade-offs in wages.

E. Meals or Lodging Furnished for the Convenience of the Employer:
§119

Read § 119.

Commissioner v. Kowalski, 434 U.S. 77 (1977)
MR. JUSTICE BRENNAN delivered the opinion of the Court.

This case presents the question whether cash payments to state police troopers,
designated as meal allowances, are included in gross income under 8 61(a) of the
Internal Revenue Code ..., 26 U.S.C. § 61(a), [footnote omitted] and, if so, are
otherwise excludable under 8 119 of the Code, 26 U.S.C. 8 119. [footnote omit-
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ted]
|

... Respondent [footnote omitted] is a state police trooper employed by the Divi-
sion of State Police of the Department of Law and Public Safety of the State of
New Jersey. During 1970, the tax year in question, he received a base salary of
$8,739.38, and an additional $1,697.54 [footnote omitted] designated as an allow-
ance for meals.

... Under [the State’s cash allowance] system, troopers remain on call in their as-
signed patrol areas during their midshift break. Otherwise, troopers are not re-
stricted in any way with respect to where they may eat in the patrol area and, in-
deed, may eat at home if it is located within that area. Troopers may also bring
their midshift meal to the job and eat it in or near their patrol cars.

The meal allowance is paid biweekly in advance and is included, although sepa-
rately stated, with the trooper’s salary. The meal allowance money is also sepa-
rately accounted for in the State’s accounting system. Funds are never commin-
gled between the salary and meal allowance accounts. Because of these charac-
teristics of the meal allowance system, the Tax Court concluded that the “meal
allowance was not intended to represent additional compensation.”

Notwithstanding this conclusion, it is not disputed that the meal allowance has
many features inconsistent with its characterization as a simple reimbursement for
meals that would otherwise have been taken at a meal station. For example,
troopers are not required to spend their meal allowances on their midshift meals,
nor are they required to account for the manner in which the money is spent. ...
[N]o reduction in the meal allowance is made for periods when a trooper is not on
patrol because, for example, he is assigned to a headquarters building or is away
from active duty on vacation, leave, or sick leave. In addition, the cash allowance
for meals is described on a state police recruitment brochure as an item of salary
to be received in addition to an officer’s base salary and the amount of the meal
allowance is a subject of negotiations between the State and the police troopers’
union. Finally, the amount of an officer’s cash meal allowance varies with his
rank, and is included in his gross pay for purposes of calculating pension benefits.

On his 1970 income tax return, respondent reported $9,066 in wages. That
amount included his salary plus $326.45 which represented cash meal allowances
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reported by the State on respondent’s Wage and Tax Statement (Form W-2).
[footnote omitted] The remaining amount of meal allowance, $1,371.09, was not
reported. On audit, the Commissioner determined that this amount should have
been included in respondent’s 1970 income, and assessed a deficiency.

Respondent sought review in the United States Tax Court, arguing that the cash
meal allowance was not compensatory, but was furnished for the convenience of
the employer, and hence was not “income” within the meaning of § 61(a), and
that, in any case, the allowance could be excluded under § 119. ... [T]he Tax
Court, with six dissents, [footnote omitted] held that the cash meal payments were
income within the meaning of § 61 and, further, that such payments were not ex-
cludable under § 119. [footnote omitted]. The Court of Appeals for the Third
Circuit, in a per curiam opinion, held that its earlier decision in Saunders v. Com-
missioner, 215 F.2d 768 (1954), which determined that cash payments under the
New Jersey meal allowance program were not taxable, required reversal. We
granted certiorari to resolve a conflict among the Courts of Appeals on the ques-
tion. [footnote omitted. We reverse.

1

A
The starting point in the determination of the scope of “gross income” is the car-
dinal principle that Congress in creating the income tax intended “to use the full
measure of its taxing power.” [citations omitted]. ... In the absence of a specific
exemption, therefore, respondent’s meal allowance payments are income within
the meaning of 8 61 since, like the payments involved in Glenshaw Glass Co., the
payments are “undeniabl[y] accessions to wealth, clearly realized, and over which
the [respondent has] complete dominion.” Commissioner v. Glenshaw Glass Co.,
[348 U.S. 426, 431 (1955)]. [citations omitted].

Respondent contends, however, that 8 119 can be construed to be a specific ex-
emption covering the meal allowance payments to New Jersey troopers. Alterna-
tively, respondent argues that notwithstanding § 119, a specific exemption may be
found in a line of lower court cases and administrative rulings which recognize
that benefits conferred by an employer on an employee “for the convenience of
the employer” — at least when such benefits are not “compensatory” — are not in-
come within the meaning of the Internal Revenue Code. In responding to these
contentions, we turn first to 8 119. Since we hold that 8 119 does not cover cash
payments of any kind, we then trace the development over several decades of the
“convenience of the employer” doctrine as a determinant of the tax status of
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meals and lodging, turning finally to the question whether the doctrine as applied
to meals and lodging survives the enactment of the Internal Revenue Code of
1954,

B

Section 119 provides that an employee may exclude from income “the value of
any meals ... furnished to him by his employer for the convenience of the employ-
er, but only if ... the meals are furnished on the business premises of the employer
.7 By its terms, 8 119 covers meals furnished by the employer, and not cash re-
imbursements for meals. This is not a mere oversight. As we shall explain at
greater length below, the form of § 119 which Congress enacted originated in the
Senate and the Report accompanying the Senate bill is very clear: “Section 119
applies only to meals or lodging furnished in kind.” S. Rep. No. 1622, 83d Cong.,
2d Sess., 190 (1954). See also Treas. Reg. § 1.119-1(c)(2) ... Accordingly, re-
spondent’s meal allowance payments are not subject to exclusion under § 119.

C

[The Court reviewed some early administrative determinations concerning the
“convenience of the employer” doctrine. The phrase first appeared in O.D. 265.
0O.D. 514 provided that the “convenience of the employer” turned on the employ-
er’s characterization of a (noncash, T.D. 2992) benefit as noncompensatory. Mim.
5023 provided that the “convenience of the employer” turned on the necessity of
providing a benefit to the proper functioning of the employer’s business. Mim.
6472 provided that the doctrine was inapplicable whenever an employee’s receipt
of a benefit represents compensation for services.]

Coexisting with the regulations and administrative determinations of the Treasury,
but independent of them, is a body of case law also applying the “convenience of
the employer” test to exclude from an employee’s statutory income benefits con-
ferred by his employer.

An early case is Jones v. United States, 60 Ct. Cl. 552 (1925). There, the Court of
Claims ruled that neither the value of quarters provided an Army officer for nine
months of a tax year nor payments in commutation of quarters paid the officer for
the remainder of the year were includable in income. The decision appears to rest
both on a conclusion that public quarters, by tradition and law, were not “com-
pensation received as such” within the meaning of 8 213 of the Revenue Act of
1921, 42 Stat. 237, and also on the proposition that “public quarters for the hous-
ing of ... officers is as much a military necessity as the procurement of imple-
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ments of warfare or the training of troops.” 60 Ct. CI. at 569; 565-568. ...

Subsequent judicial development of the “convenience of the employer” doctrine
centered primarily in the Tax Court. In two reviewed cases decided more than a
decade apart, Benaglia v. Commissioner, 36 B.T.A. 838 (1937), and Van Rosen v.
Commissioner, 17 T.C. 834 (1951), that court settled on the business necessity
rationale for excluding food and lodging from an employee’s income.®® Van
Rosen’s unanimous decision is of particular interest in interpreting the legislative
history of the 1954 recodification of the Internal Revenue Code, since it predates
that recodification by only three years. There, the Tax Court expressly rejected
any reading of Jones, supra, that would make tax consequences turn on the intent
of the employer, even though the employer in Van Rosen, as in Jones, was the
United States, and, also as in Jones, the subsistence payments involved in the liti-
gation were provided by military regulation. [footnote omitted]. In addition, Van
Rosen refused to follow the Jones holding with respect to cash allowances, appar-
ently on the theory that a civilian who receives cash allowances for expenses oth-
erwise nondeductible has funds he can “take, appropriate, use and expend,” 17
T.C. at 838, in substantially the same manner as “any other civilian employee
whose employment is such as to permit him to live at home while performing the
duties of his employment.” Id. at 836, 839-840. It is not clear from the opinion
whether the last conclusion is based on notions of equity among taxpayers or is
simply an evidentiary conclusion that, since Van Rosen was allowed to live at
home while performing his duties, there was no business purpose for the furnish-
ing of food and lodging.

Two years later, the Tax Court, in an unreviewed decision in Doran v. Commis-

53 “The better and more accurate statement of the reason for the exclusion from the employee’s
income of the value of subsistence and quarters furnished in kind is found, we think, in Arthur
Benaglia, 36 B.T.A. 838, where it was pointed out that, on the facts, the subsistence and quarters were
not supplied by the employer and received by the employee “for his personal convenience[,] comfort
or pleasure, but solely because he could not otherwise perform the services required of him.” In oth-
er words, though there was an element of gain to the employee, in that he received subsistence and
quarters which otherwise he would have had to supply for himself, he had nothing he could take,
appropriate, use and expend according to his own dictates, but, rather, the ends of the employer’s
business dominated and controlled, just as in the furnishing of a place to work and in the supplying
of the tools and machinery with which to work. The fact that certain personal wants and needs of

the employee were satisfied was plainly secondary and incidental to the employment.”

Van Rosen v. Commissioner, 17 T.C. at 838.
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sioner, 21 T.C. 374 (1953), returned in part to the “employer’s characterization”
rationale rejected by Van Rosen. In Doran, the taxpayer was furnished lodging in
kind by a state school. State law required the value of the lodging to be included
in the employee’s compensation. Although the court concluded that the lodging
was furnished to allow the taxpayer to be on 24-hour call, a reason normally suf-
ficient to justify a “convenience of the employer” exclusion, [footnote omitted] it
required the value of the lodging to be included in income on the basis of the
characterization of the lodging as compensation under state law. The approach
taken in Doran is the same as that in Mim. 6472, supra. [footnote omitted] How-
ever, the Court of Appeals for the Second Circuit, in Diamond v. Sturr, 221 F.2d
264 (1955), on facts indistinguishable from Doran, reviewed the law prior to 1954
and held that the business necessity view of the “convenience of the employer™’
test, “having persisted through the interpretations of the Treasury and the Tax
Court throughout years of reenactment of the Internal Revenue Code,” was the
sole test to be applied. 221 F.2d at 268.

D

Even if we assume that respondent’s meal allowance payments could have been
excluded from income under the 1939 Code pursuant to the doctrine we have just
sketched, we must nonetheless inquire whether such an implied exclusion sur-
vives the 1954 recodification of the Internal Revenue Code. [citation omitted].
Two provisions of the 1954 Code are relevant to this inquiry: § 119 and § 120
[footnote omitted], now repealed [footnote omitted], which allowed police offic-
ers to exclude from income subsistence allowances of up to $5 per day.

In enacting § 119, the Congress was determined to “end the confusion as to the
tax status of meals and lodging furnished an employee by his employer.” H.R.
Rep. No. 1337, 83d Cong., 2d Sess., 18 (1954); S. Rep. No. 1622, 83d Cong., 2d
Sess., 19 (1954). However, the House and Senate initially differed on the signifi-
cance that should be given the “convenience of the employer” doctrine for the
purposes of § 119. As explained in its Report, the House proposed to exclude
meals from gross income “if they [were] furnished at the place of employment
and the employee [was] required to accept them at the place of employment as a
condition of his employment.” H.R. Rep. No. 1337, supra, at 18; see H.R. 8300,
83d Cong., 2d Sess., 8 119 (1954). Since no reference whatsoever was made to
the concept, the House view apparently was that a statute “designed to end the
confusion as to the tax status of meals and lodging furnished an employee by his
employer” required complete disregard of the “convenience of the employer” doc-
trine.
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The Senate, however, was of the view that the doctrine had at least a limited role
to play. After noting the existence of the doctrine and the Tax Court’s reliance on
state law to refuse to apply it in Doran v. Commissioner, supra, the Senate Report
states:

“Your committee believes that the House provision is ambiguous in
providing that meals or lodging furnished on the employer’s premises,
which the employee is required to accept as a condition of his employ-
ment, are excludable from income whether or not furnished as compensa-
tion. Your committee has provided that the basic test of exclusion is to be
whether the meals or lodging are furnished primarily for the convenience
of the employer (and thus excludable), or whether they were primarily for
the convenience of the employee (and therefore taxable). However, in de-
ciding whether they were furnished for the convenience of the employer,
the fact that a State statute or an employment contract fixing the terms of
the employment indicate the meals or lodging are intended as compensa-
tion is not to be determinative. This means that employees of State institu-
tions who are required to live and eat on the premises will not be taxed on
the value of the meals and lodging even though the State statute indicates
the meals and lodging are part of the employee’s compensation.” S. Rep.
No. 1622, supra, at 19.

In a technical appendix, the Senate Report further elaborated:

“Section 119 applies only to meals or lodging furnished in kind. There-
fore, any cash allowances for meals or lodging received by an employee
will continue to be includible in gross income to the extent that such al-
lowances constitute compensation.” 1d. at 190-91.

After conference, the House acquiesced in the Senate’s version of § 119. Because
of this, respondent urges that § 119, as passed, did not discard the *“convenience
of the employer” doctrine, but indeed endorsed the doctrine shorn of the confu-
sion created by Mim. 6472 and cases like Doran. Respondent further argues that,
by negative implication, the technical appendix to the Senate Report creates a
class of noncompensatory cash meal payments that are to be excluded from in-
come. We disagree.

The Senate unguestionably intended to overrule Doran and rulings like Mim.
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6472. Equally clearly, the Senate refused completely to abandon the “convenience
of the employer” doctrine as the House wished to do. On the other hand, the Sen-
ate did not propose to leave undisturbed the convenience of the employer doctrine
as it had evolved prior to the promulgation of Mim. 6472. The language of
§ 119> quite plainly rejects the reasoning behind rulings ... which rest on the
employer’s characterization of the nature of a payment. [footnote omitted]. This
conclusion is buttressed by the Senate’s choice of a term of art, “convenience of
the employer,” in describing one of the conditions for exclusion under § 119. In
so choosing, the Senate obviously intended to adopt the meaning of that term as it
had developed over time, except, of course, to the extent § 119 overrules deci-
sions like Doran. As we have noted above, Van Rosen v. Commissioner, 17 T.C.
834 (1951), provided the controlling court definition at the time of the 1954 re-
codification, and it expressly rejected the Jones theory of “convenience of the
employer” — ... and adopted as the exclusive rationale the business necessity theo-
ry. See 17 T.C. at 838-840. The business necessity theory was also the controlling
administrative interpretation of *“convenience of the employer” prior to Mim.
6472. See supra at 434 U.S. 85-86, and n 19. Finally, although the Senate Report
did not expressly define “convenience of the employer,” it did describe those situ-
ations in which it wished to reverse the courts and create an exclusion as those
where “an employee must accept ... meals or lodging in order properly to perform
his duties.” S. Rep. No. 1622, supra, at 190.

As the last step in its restructuring of prior law, the Senate adopted an additional
restriction, created by the House and not theretofore a part of the law, which re-
quired that meals subject to exclusion had to be taken on the business premises of
the employer. Thus, 8 119 comprehensively modified the prior law, both expand-
ing and contracting the exclusion for meals and lodging previously provided, and
it must therefore be construed as its draftsmen obviously intended it to be — as a
replacement for the prior law, designed to “end [its] confusion.”

Because 8 119 replaces prior law, respondent’s further argument — that the tech-
nical appendix in the Senate Report recognized the existence under § 61 of an ex-
clusion for a class of noncompensatory cash payments — is without merit. If cash
meal allowances could be excluded on the mere showing that such payments
served the convenience of the employer, as respondent suggests, then cash would

54 “[TThe provisions of an employment contract ... shall not be determinative of whether ... meals ...

are intended as compensation.”
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be more widely excluded from income than meals in kind, an extraordinary result
given the presumptively compensatory nature of cash payments and the obvious
intent of 8 119 to narrow the circumstances in which meals could be excluded.
Moreover, there is no reason to suppose that Congress would have wanted to rec-
ognize a class of excludable cash meal payments. The ... precedents [supporting]
exclusion of cash ... rest on the proposition that the convenience of the employer
can be inferred from the characterization given the cash payments by the employ-
er, and the heart of this proposition is undercut by both the language of § 119 and
the Senate Report. Finally, as petitioner suggests, it is much more reasonable to
assume that the cryptic statement in the technical appendix — “cash allowances ...
will continue to be includable in gross income to the extent that such allowances
constitute compensation” — was meant to indicate only that meal payments other-
wise deductible under 8 162(a)(2) of the 1954 Code [footnote omitted] were not
affected by § 119.

Moreover, even if we were to assume with respondent that cash meal payments
made for the convenience of the employer could qualify for an exclusion notwith-
standing the express limitations upon the doctrine embodied in § 119, there would
still be no reason to allow the meal allowance here to be excluded. Under the pre-
1954 “convenience of the employer” doctrine, respondent’s allowance is indistin-
guishable from that in Van Rosen v. Commissioner, supra, and hence it is income.
... In any case, to avoid the completely unwarranted result of creating a larger ex-
clusion for cash than kind, the meal allowances here would have to be demon-
strated to be necessary to allow respondent “properly to perform his duties.”
There is not even a suggestion on this record of any such necessity.

Reversed.

MR. JUSTICE BLACKMUN, with whom THE CHIEF JUSTICE joins, dissent-
ing.

| fear that state troopers the country over, not handsomely paid to begin with, will
never understand today’s decision. And | doubt that their reading of the Court’s
opinion — if, indeed, a layman can be expected to understand its technical wording
— will convince them that the situation is as clear as the Court purports to find it.
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Notes and Questions:

1. In the first sentence of its opinion, the Court set forth the issue it undertook
resolve. How did it resolve that issue?

2. Whether meal money falls within an exclusion and whether it is gross income
are separate questions. With regard to the second question, let’s review: What
facts were particularly bad for Officer Kowalski and why? What strings were at-
tached to the meal money that were different than the strings attached to any
worker’s wages?

3. How important should the employer’s treatment of meal money — separate ac-
counting, no commingling of funds — be in resolution of the question of whether
cash-for-meals should be included in an employee’s gross income? Isn’t that a red
herring in determining whether taxpayer Kowalski has enjoyed an accession to
wealth? The Tax Court concluded that the meal money was not intended to be ad-
ditional compensation, but was nevertheless includable in taxpayer’s gross in-
come.

4. In the first footnote of the case, the Court quoted a case that quoted Benaglia.
Taxpayer Benaglia’s employer provided him accommodations at the Royal Ha-
waiian Hotel and meals in the hotel dining room because otherwise taxpayer
could not perform the services required of him as manager of that hotel and oth-
ers. Moreover, Benaglia was denied the discretion to spend this accession to
wealth in any manner that he saw fit.

e Have we seen the “deprivation of discretion” theme before?

e What conclusion did it suggest?

5. Surely even a taxpayer denied a choice in her purchase of meals or lodging and
whose employment requires that any meal that she does eat be taken where and
when the employer orders derives some consumption benefit that she would have
paid something for if the employer had not provided it. Does it have to be all-or-
nothing?

e Section 274(n)(1)(A) limits deductions (not exclusions) for food or bever-
ages to 50% of the amount spent. The other 50% in essence is treated as a
personal expenditure and so is subject to federal income tax — but it is the
one who pays for the meal who must pay the income tax, not (necessarily)
the one who consumes it.

197



e However, §274(n)(2)(B) excepts from the 50% limitation meals that
8 132(e) excludes from an employee’s gross income. Section 132(e) treats
employees as having paid the direct operating costs of their meal if it is
excluded from their gross income under § 119.

e How important is administrative ease in this? How important is accuracy?
If 50% isn’t the right figure (and neither is another figure), should we re-
vert to all-or-nothing? Perhaps 50% is simply a “least-bad” figure.

6. Should “underpayment” of a class of workers provide any support whatsoever
for a conclusion that § 119 encompasses the cash payments in this case — as Jus-
tice Blackmun suggests? How many people do not feel that they are “underpaid?”
e Were the view of Justice Blackmun to have prevailed, the consequences
would have been highly unfortunate. How so and why? What economic
distortions would have resulted?

7. What interest should the State of New Jersey, Officer Kowalski’s employer,
have in the outcome of this case? If Officer Kowalski must pay income tax on his
meal money, the State of New Jersey may find that it must increase the wages of
its state troopers. It is entirely possible that the State of New Jersey captured all of
the tax savings that Justice Blackmun feels all state troopers deserve.

8. Using the figures that the Court provided, Officer Kowalski received 13%
($1371 out of $10,437) tax-free. Naturally, this affects the amount of income tax
that others must pay if the Government is to raise a certain amount of revenue.
Moreover, other workers who might pay income tax on $9066 — the amount on
which Officer Kowalski did pay income tax — who do not receive meal money
that they may spend any way they wish probably would understand very well the
system’s discriminatory treatment of two different taxpayers’ unequal accessions
to wealth — contrary to Justice Blackmun’s inferential suggestion that this deci-
sion is difficult for lay people to understand.

9. In a sense, the Kowalski case presents the tip of an iceberg. Notice the topics
that 8§ 105, 106, 107, 125, 127, 129, 132, 137 cover. All of these code provisions
provide for some benefit that an employer can provide employees that are not
subject to income tax to either the employer or the employee. These provisions
assure that like taxpayers who work for different employers are not taxed alike.

10. Presumably, the accessions to wealth that employers offer employees that
employees may in turn exclude from their gross income empower employers to
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customize the type of workforce they want. Maybe that is good. Airlines can pay
less-than-market wages to persons who like to travel. Retailers can give employee
discounts to persons who would (enthusiastically) shop at their establishments
anyway. And so on.
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Deadweight Loss: Deadweight loss is someone’s loss and no one’s gain. The value of
a good or service to a person is what the person is willing to pay for it. Everyone
seeks to maximize value to herself through purchasing choices within the limits of her
after-tax income. Do exclusions from gross income cause deadweight loss? Yes.

Consider: Taxpayer pays income taxes at a marginal rate of 25%. Taxpayer is
willing to pay $90 for a particular benefit and no more. Taxpayer would have to
earn $120 in order to pay tax on the income necessary to purchase the benefit for
$90. Naturally, taxpayer would be willing to pay less. The market price of the
benefit is $100. Producers in turn strive to provide taxpayer goods and services at
a cost to them that is less than the price taxpayer (and others) are willing to pay.
All producers make a profit, so the markets are “sustainable.” Taxpayer does not
purchase this benefit, but spends her after-tax income in ways that maximize her
own consumer surplus. The economy works with allocative efficiency.

Now suppose that the Code excludes the benefit from taxpayer’s gross income if
her employer provides it. Taxpayer's employer offers to provide the benefit to
taxpayer if taxpayer will accept a $100 reduction in pay. Should taxpayer ac-
cept the offer?

From taxpayer’s perspective, she can choose to keep the $100 in wages; this nets
taxpayer $75 after taxes. Taxpayer can now rationally choose to accept the
benefit because taxpayer essentially “pays” $75 for something she values at $90.
That’s $15 of consumer surplus.

Unfortunately, the producers of the things taxpayer would have bought with her
$75 of after-tax income lose the sales. The surplus value that they and taxpayer
would have created by entering value-increasing bargains is lost — and replaced
by a transaction that most assuredly does not increase affer-tax value. No one
captures the net loss in surplus value. It is deadweight loss.

All exclusions from gross income imply some deadweight loss. Assume that you had
access to any information you wanted. How would you determine whether the na-
tion should incur such deadweight losses?

e Consider this proposition: instead of aspiring to horizontal equality,
aspire to horizontal equity by permitting a fixed ceiling on the value of
excludable benefits that employers may provide employees. See Wil-
liam P. Kratzke, The (Im)Balance of Externalities in Employment-
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Based Exclusions from Gross Income, 60 TAX LAw. 1, 3-8 (2006) (ef-
fective rate of federal income and employment taxes would be more
progressive).

11. Read Reg. § 1.119-1(a)(2)(ii)(d).
e Do you think that someone lobbied to have this provision included in
the regulations? Who?

12. Consider:

12a. Fishing Expeditions, Inc. flies fishing parties to remote cabins that it owns in
Alaska. Its employees are small airplane pilots, guides, and cooks. Obviously
while servicing a fishing party, the employees must reside at a remote cabin and
take meals there also. The employees must pay Fishing Expeditions, Inc. $200 per
week, which Fishing Expeditions collects by deducting this amount from their
paychecks. The employees must include the $200 in their gross income.

e True or false.

12b. Cicely is an employee of the Hanford Nuclear Works. The HNR is located
60 miles from the nearest structure and 70 miles from the nearest town. HNR
maintains some barracks-style housing for free onsite that it provides various
workers, who are typically in their 20s and single. The value of this housing is
$500 per month. To be fair to the other workers, HNR pays a housing stipend of
$500 per month to employees who elect to live in the nearest town and commute
to the jobsite.

e Tax consequences to the workers who live onsite?

e Tax consequences to the workers who live in town?

F. Employee Fringe Benefits: § 132

Prior to 1984 — and as taxpayer Kowalski argued — there evolved an uneven
patchwork of “fringe benefits” that employers and employees alike assumed were
not subject to income tax. This cost the Treasury revenue and resulted in horizon-
tal inequities. Congress addressed the problem, and in 1984, “drew a line in the
sand.” The following is an explanation of what Congress did and why.

H. Rep. No. 98-432 (11), 98" Cong., 2d Sess. 1984, at 412, 1984 U.S.C.C.A.N.
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697, 1215, 1984 WL 37400, to accompany H.R. 4170.

In providing statutory rules for exclusion of certain fringe benefits for income and
payroll tax purposes, the committee has attempted to strike a balance between two
competing objectives.

First, the committee is aware that in many industries, employees may receive, ei-
ther free or at a discount, goods and services which the employer sells to the gen-
eral public. In many cases, these practices are long established, and have been
treated by employers, employees, and the IRS as not giving rise to taxable in-
come. Although employees may receive an economic benefit from the availability
of these free or discounted goods or services, employers often have valid business
reasons, other than simply providing compensation, for encouraging employees to
avail themselves of the products which they sell to the public. For example, a re-
tail clothing business will want its salespersons to wear, when they deal with cus-
tomers, the clothing which it seeks to sell to the public. In addition, the fact that
the selection of goods and services usually available from a particular employer
usually is restricted makes it appropriate to provide a limited exclusion, when
such discounts are generally made available to employees, for the income em-
ployees realize from obtaining free or reduced-cost goods or services. The com-
mittee believes, therefore, that many present practices under which employers
may provide to a broad group of employees, either free or at a discount, the prod-
ucts and services which the employer sells or provides to the public do not serve
merely to replace cash compensation. These reasons support the committee’s de-
cision to codify the ability of employers to continue these practices without impo-
sition of income or payroll taxes.

The second objective of the committee’s bill is to set forth clear boundaries for
the provision of tax-free benefits. ... [A]dministrators of the tax law have not had
clear guidelines in this area, and hence taxpayers in identical situations have been
treated differently. The inequities, confusion, and administrative difficulties for
businesses, employees, and the IRS ... have increased substantially in recent
years. The committee believes that it is unacceptable to allow these conditions ...
to continue any longer.

In addition, the committee is concerned that without any well-defined limits on
the ability of employers to compensate their employees tax-free by using a medi-
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um other than cash, new practices will emerge that could shrink the income tax
base significantly, and further shift a disproportionate tax burden to those individ-
uals whose compensation is in the form of cash. A shrinkage of the base of the
social security payroll tax could also pose a threat to the viability of the social se-
curity system above ... Finally, an unrestrained expansion of noncash compensa-
tion would increase inequities among employees in different types of businesses,
and among employers as well.

The nondiscrimination rule is an important common thread among the types of
fringe benefits which are excluded under the bill from income and employment
taxes. Under the bill, most fringe benefits may be made available tax-free to of-
ficers, owners, or highly compensated employees only if the benefits are also pro-
vided on substantially equal terms to other employees. The committee believes
that it would be fundamentally unfair to provide tax-free treatment for economic
benefits that are furnished only to highly paid executives. Further, where benefits
are limited to the highly paid, it is more likely that the benefit is being provided so
that those who control the business can receive compensation in a nontaxable
form; in that situation, the reasons stated above for allowing tax-free treatment
would not be applicable. Also, if highly paid executives could receive free from
taxation economic benefits that are denied to lower-paid employees, while the lat-
ter are compensated only in fully taxable cash, the committee is concerned that
this situation would exacerbate problems of noncompliance among taxpayers. In
this regard, some commentators argue that the current situation — in which the
lack of clear rules for the tax treatment of nonstatutory fringe benefits encourages
the nonreporting of many types of compensatory benefits — has led to nonreport-
ing of types of cash income which are clearly taxable under present-law rules,
such as interest and dividends.

In summary, the committee believes that by providing rules which essentially
codify many present practices under which employers provide their own products
and services tax-free to a broad group of employees ... the bill substantially im-
proves the equity and administration of the tax system.

C. Explanation of Provisions
1. Overview

Under the bill, certain fringe benefits provided by an employer are excluded from
the recipient employee’s gross income for federal income tax purposes and from
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the wage base (and, if applicable, the benefit base) for purposes of income tax
withholding, FICA, FUTA, and RRTA.

Any fringe benefit that does not qualify for exclusion under the bill (for example,
free or discounted goods or services which are limited to corporate officers) and
that is not excluded under another statutory fringe benefit provision of the code is
taxable to the recipient under ... 88 61 and 83, and is includible in wages for em-
ployment tax purposes, at the excess of its fair market value over any amount paid
by the employee for the benefit.

Notes and Questions:

1. As the Report implies, the notion that fringe benefits were nontaxable had got-
ten out of hand. The approach of Congress was to define fringe benefits that are
excludible from gross income and to draw a line in the sand: “this far and no far-
ther.”

2. Read 8 132. Consider these problems:

1. Phillip works for Sports World, a mega-sporting goods store. Phillip enjoys
being outdoors and so would probably spend a lot of time shopping at Sports
World, even if he didn’t work there. Last year, Sports World sold $10M worth of
sporting goods. The cost of its merchandise was $7M; its overhead was $2M.
Sports World offers its employees a 25% employee discount on items that em-
ployees purchase. Phillip purchased a fishing boat that retails for $1000. Phillip
paid $750.
*Tax consequences to Phillip?

la. One week later, Phillip sold the fishing boat to his brother for $1050.
e Tax consequences to Phillip?
e See §132(a)(2) and § 132(c).

1b. Sports World is located in a large building whose tenants once included a
professional basketball team and a perennial NCAA basketball power. The oddly-
shaped building stood empty for several years. Service merchants in the area (res-
taurants, dry cleaners, dentists, optometrists, etc.) were anxious that Sports World
would occupy the building and readily entered into reciprocal arrangements
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whereby employees of Sports World were entitled to a 20% discount off the retail
prices of these merchants’ services. Sports World agreed to give only a 10% dis-
count for the employees of these service merchants. Last week, Phillip paid $80
for dental services that normally cost $100. A nearby optometrist purchased a tent
from Sports World that normally retails for $100 for only $90.

e Tax consequences to Phillip?

e Tax consequences to the optometrist?

e See §132(i).

2. Mesquite Airlines is a commercial airline. It offers its employees free standby
air travel. Moreover, Mesquite Airlines has entered into a reciprocal agreement
with several other airlines whereby employees of Mesquite may fly standby for
free on other airlines, and employees of the other airlines may fly free on Mes-
quite Airlines. Megan is a retired airline pilot who flew airplanes for Mesquite
Airlines for 35 years. Megan flew standby on a Mesquite Airlines flight; the nor-
mal fare was $400.
e Tax consequences to Megan? See § 132(h).

2a. Megan flew standby on another airline. The normal fare was $400.
e Tax consequences to Megan?

Code and Regulations: By now you should have gained some facility flipping
between the provisions of the Code and the Regulations. Within that context,
this reminder might be appropriate. The Code is the text that Congress enact-
ed. It is law so long as it is consistent with the Constitution. The Regulations are
text that the Treasury Department adopted to construe the Code. It also is
law, so long as it is consistent with the Code and the Constitution. You have al-
ready seen implementation of this hierarchy in cases that you have read.

2b. Without charging her, Mesquite Airlines permitted Megan to reserve her seat
for two weeks from now. The normal fare was $400.
e Tax consequences to Megan?

3. The University of Memphis recently moved into a new building in downtown
Memphis. The faculty members chose their offices pursuant to a system
that incorporated consideration of rank and seniority. Staff offices have a rental
value of $3600 per year. Professor K now has a corner office with a nice view of
the Mississippi River. The rental value of the “worst” faculty office is $4800 per
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year. The rental value of Professor K’s office is $14,400 per year.
e Tax consequences to Professor K? See § 132(a)(3) and § 132(d).

3a. Same facts. The Law School purchased for Professor K and one other profes-
sor (but no one else) online access to the CCH Federal Tax Reporter. The retail
cost of this access is $2500 per year.
e Tax consequences to Professor K?
o0 Isthere any other information you need to answer this question?

4. Joe the Plumber, Inc. sells plumbing services to customers. It has a policy of
offering employees a 25% discount on plumbing services that they purchase from
Joe the Plumber, Inc. However, Joe the Plumber, Inc. offers a 40% discount to its
“highly-compensated” employees. An employee purchased plumbing services that
normally cost $200 for $150. One of Joe the Plumber’s highly-compensated em-
ployees purchased the same services for $120.

e Tax consequences to the employee?

e Tax consequences to the highly-compensated employee?

e See §132(j)(1).

5. Lotsa Refunds, Inc. is a tax return preparer that does a volume business among
unbanked, low-income persons. The corporation has ten employees. At the end of
a very hectic tax season, Lotsa Refunds presented each of its employees with a
$50 prepaid Mastercard cash card, in addition to their normal wages. This was
because of the gratitude Lotsa Refunds felt for its employees having worked long
hours against tight deadlines. Lotsa Refunds’ highly-compensated employees did
not receive such a card.
e Tax consequences to the employees?

5a. The employees of Lotsa Refunds, Inc. worked from 7 a.m. until 12 midnight
every night between April 1 and April 15. Because of the fact that criminal activi-
ty increases after midnight, Lotsa Refunds paid cab-fare to all of its employees on
those days — both from and to work in the morning. Assume that a typical cab fare
is $15.

e Tax consequences to the employees? See Reg. § 1.132-6(d)(2)(iii)(A,

B, and C).
e Are there any more facts you might wish to know?

6. Springfield Memorial Hospital operates a cafeteria for its workers. Its prices
for each food item cover the direct operating costs of selling that item. This price
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is less than the fmv of the item if it were sold in a for-profit cafeteria. Some of its
workers are on call for emergencies at all times, even during their mealtimes. The
mealtimes of these workers is 30 minutes. These employees have special passes in
the cafeteria which permit them to take food equal to $7 “worth” of food. Other
personnel may eat in the cafeteria, but must pay the charge listed for each food
item; these persons are not on call, and many of them do not eat in the cafeteria.
Overall, the cafeteria loses money because most employees in the first group do
eat in the cafeteria.

e Tax consequences to the first group of employees?

e Tax consequences to the second group of employees?

e See §132(e)(2), including carryout paragraph.

7. Taxpayer Wheeler lives five miles from his place of employment. Every day,
he rides his Pistoldale Black Shadow bicycle that he bought several years ago and
has used ever since for exercise and enjoyment. He also uses his bicycle every
summer for a bicycle tour, and these tours are usually between 1000 and 1500
miles in length. He usually rides about sixty miles per weekend with a bicycle
club. During the calendar year, Wheeler purchased new pedals for his bicycle to
replace the ones he had that were ten years old (price: $120), a new chain which
must be replaced every year (price: $10), tire tubes (4 @ $6/tube, total $24), and a
new headlight because he did not have one (price: $30). Wheeler did not receive
from his employer transportation in a commuter highway vehicle, a transit pass,
or a parking place near his employer’s office. At the end of the year, Wheeler pre-
sented his receipts for the above items to his employer who reimbursed him $174
in cash. How much of this reimbursement must Wheeler include in his gross in-
come?

8. Read 88 82, 132(a)(6), 132(g), 217. Moving expenses are excluded from gross
income only in certain circumstances. What are they? How does the Code provide
for horizontal equity among taxpayers, some of whose employers pay their mov-
ing expenses and some of whose employers do not pay such expenses. We take up
the Code provisions governing moving expenses in more detail in chapter 7-111-A.

Bl
Do (again) CALI Lesson, Basic Federal Income Taxation: Gross Income: The
Taxability of Employment Connected Payments: Fringe Benefits, Meals and

Lodging, Unemployment Compensation, and Social Security Benefits.
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G. Cafeteria Plans, § 125

Normally, a taxpayer may not avoid realizing gross income by turning her back
on cash. Hence, if an employer were to give all employees a choice between, say,
$5000 cash or $5000 of dependent care assistance, taxpayer would have to realize
gross income no matter which choice she made. Either the employee accepted the
cash (taxable) or could have accepted the cash (also taxable).

e Some of an employer’s workforce might be parents whose children are in
need of, say, after-school care. In order to avoid application of this “con-
structive receipt” doctrine, the employer would have to offer a dependent
care assistance program to all employees.

o0 The non-parents would give up wages for this benefit, even though
they derive no value from it.

o If the employer did not offer such a program, the parents could not
avail themselves of the 8 129 exclusion.

Section 125 mitigates these effects substantially, and gives employers and em-
ployees the power to customize a benefits package to a point — or to accept cash.
A participant in a “cafeteria plan” does not realize gross income simply because
she may choose to receive cash or among qualified benefits of the plan that the
employer offers.

e Section 125(f) defines a “qualified benefit” to be any benefit which is not
includible in the gross income of an employee except for 8 106(b) (Archer
MSAs), § 117 (scholarships, qualified tuition reduction), § 127 (employer
educational assistance programs), and 8 132 (fringe benefits).

o0 However, qualified transportation fringes are treated in the same
manner as other qualified benefits of a cafeteria plan, 8 132(f)(4).

0 Moreover, group-term life insurance (see § 79) in excess of
$50,000 is a qualified benefit.

e Reg. 8 1.125-1(a)(3) lists qualified benefits that an employer may offer in
a cafeteria plan.

Section 125(j) authorizes “simple cafeteria plans for small businesses.”
Proposed Reg. § 1.125-5(a)(1) authorizes flexible spending arrangements where-
by employees agree to a reduction in their salary to be spent on a use-it-or-lose it

basis on qualified benefits.

Why should an employer offer a cafeteria plan?
208



Wrap-up Questions for Chapter 3:

1. In what ways — good or bad — do you think exclusions from gross income af-
fect markets? It may help to consider one example, e.g., the market for health
care.

2. What does it mean that an exclusion may be “captured” by someone other than
the taxpayer Congress intended to benefit? Consider the exclusion from gross in-
come of scholarships or the rental value of parsonages.

3. Why is the receipt of cash so rarely excluded from a taxpayer’s gross income?
If an employer gave an employee a gift card to a particular store, should the em-
ployee be treated as having received cash for purposes of the income tax? Are
there additional facts you might want to know?

4. Are there any statutory exclusions from gross income that you would like to
see repealed? Which ones and why?

5. What is deadweight loss? Which exclusions do you think cause the most
deadweight loss?

What have you learned?

Can you explain or define —
e The difference between an exclusion and a deduction
e Capture of the benefit of an exclusion
e How exclusions distort markets; how they cause deadweight loss
*Gifts under the Code and their treatment
0 The effect of gift tax paid on the donee’s basis
e The limitations of the excludability from income of a bequest
e The limitations of the excludability from income of a prize
e Why only high-income people (should) purchase the bonds of state and
local governments

e What are the important exclusions from gross income that the Code pro-
vides

e What are the important employment-based exclusions from gross income
that the Code provides

209



Chapter 4: Loans and Cancellation of Indebtedness

I. Tax Consequences of Borrowing Money

The Tax Formula:

- (@ross hcome)

MINUS deductions named in § 62

EQUALS (adjusted gross income (AGl))

MINUS (standard deduction or itemized deductions)
MINUS (personal exemptions)

EQUALS (taxable income)

Compute income tax liability from tables in § 1 (indexed for inflation)
MINUS (credits against tax)

In this chapter, we take up various tax consequences of borrowing money. The
fact that a taxpayer has borrowed money means that he has more money to spend.
However, it also means that he has incurred an obligation to repay the loan. One
precisely offsets the other. Hence, there are no tax consequences to taking out a
loan. Furthermore, taxpayer is entitled to spend this addition to his “store of prop-
erty rights” on investment or consumption — and we treat such a taxpayer the
same as we would if he had made such a purchase or investment with after-tax
income. There is no income tax upon taking funds from the taxpayer’s “store of
property rights” (minus) and spending them on consumption (plus), as such re-
moval and spending precisely offset. Moreover, taxpayer’s expenditure entitles
him to basis in whatever asset he may have purchased.

The Tax Code and Economic Growth: A taxpayer’s opportunity to invest bor-
rowed funds prior to the time that he has paid income tax on the income neces-
sary to invest an equivalent amount has tremendous growth implications for the
nation’s economy. Imagine how much more slowly the economy would grow if
borrowed funds were subject fo income tax immediately upon receipt. There
would still be markets for credit, but the higher cost of borrowing would mean
that there would be less borrowing — and slower growth.

This does not mean that taxpayer is entitled to income that is not subject to in-
come tax. Consider how taxpayer will meet his obligation to repay the loan.
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Taxpayer will have to acquire money that is subject to income tax— perhaps by
working at a job in exchange for wages -- pay income tax on that income, and use
what remains after payment of taxes to repay the loan. By taking out a loan, tax-
payer has in fact made a future consumption choice: he has committed a future
taxable consumption choices to repayment of the loan. Consistent with the princi-
ple that borrowing money is not income to the taxpayer is the rule that repayment
of loan principal is not deductible.

I1I. Cancellation of Indebtedness

All of this assumes that taxpayer will indeed repay the full amount of the loan.
Consider now what happens when we no longer make this assumption. Taxpayer
does not repay the loan, and for whatever reason, no longer owes it.
e Taxpayer has enjoyed the benefits of an expenditure on consumption
without an offsetting (net) reduction to his store of property rights.
e Taxpayer no longer commits his future consumption choices to repayment
of the loan.
e Should we regard this as an accession to wealth and treat it as gross in-
come? See § 61(a)(12).

Or: perhaps the assets (e.g., a business venture) that taxpayer purchased with the
borrowed funds and upon which taxpayer relies to repay the loan shrink in value
so that taxpayer is no longer able to repay the loan.

e Should this excuse a failure to repay the loan because such shrinkage can
hardly be regarded as an *“accession to wealth?”

e If we deem such a shrinkage not to be an “accession to wealth,” we effec-
tively merge the borrowing transaction and the spending or investing of
the loan proceeds into one transaction. Is this appropriate? Or should we
account separately for —

o the borrowing and repayment, and
o0 the fate of the enterprise in which taxpayer spends or invests the
loan proceeds?

Or: Perhaps taxpayer is able to take advantage of market conditions to satisfy his
obligation by paying less than the amount that he originally borrowed.

What answers to these questions does this leading case suggest?
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United States v. Kirby Lumber Co., 284 U.S. 1 (1931)
MR. JUSTICE HOLMES delivered the opinion of the court.

In July, 1923, the plaintiff, the Kirby Lumber Company, issued its own bonds for
$12,126,800 for which it received their par value. Later in the same year, it pur-
chased in the open market some of the same bonds at less than par, the difference
of price being $137,521.30. The question is whether this difference is a taxable
gain or income of the plaintiff for the year 1923. By the Revenue Act of (No-
vember 23) 1921, c. 136, § 213(a), gross income includes *“gains or profits and
income derived from any source whatever,” and, by the Treasury Regulations au-
thorized by § 1303, that have been in force through repeated reenactments, “If the
corporation purchases and retires any of such bonds at a price less than the issuing
price or face value, the excess of the issuing price or face value over the purchase
price is gain or income for the taxable year.” Article 545(1)(c) of Regulations 62,
under Revenue Act of 1921. [citations to more regulations omitted]. We see no
reason why the Regulations should not be accepted as a correct statement of the
law.

In Bowers v. Kerbaugh-Empire Co., 271 U.S. 170, the defendant in error owned
the stock of another company that had borrowed money repayable in marks or
their equivalent for an enterprise that failed. At the time of payment, the marks
had fallen in value, which, so far as it went, was a gain for the defendant in error,
and it was contended by the plaintiff in error that the gain was taxable income.
But the transaction as a whole was a loss, and the contention was denied. Here,
there was no shrinkage of assets, and the taxpayer made a clear gain. As a result
of its dealings, it made available $137,521.30 assets previously offset by the obli-
gation of bonds now extinct. We see nothing to be gained by the discussion of
judicial definitions. The defendant in error has realized within the year an acces-
sion to income, if we take words in their plain popular meaning, as they should be
taken here. Burnet v. Sanford & Brooks Co., 282 U.S. 359, 364.

Judgment reversed.
Notes and Questions:

1. How does it happen that Kirby Lumber Company could buy back its bonds in
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the open market for less than it obtained when it issued the bond?

2. What is a “shrinkage of assets?” Was the holding in Kerbaugh-Empire wrong?
Why (or why not)?

Evidently, there was a “shrinkage of assets” in Kerbaugh-Empire, but
not in Kirby Lumber.

3. What should we make of the “made available” language of the Court?

Suppose that taxpayer is hopelessly insolvent. Let’s say that taxpayer
has assets with a fmv of $152,000, but has liabilities of $379,000. Lia-
bilities exceed assets by $227,000. One creditor settles a $110,000
debt for property worth $18,000. Now the taxpayer has assets with a
fmv of $134,000 and liabilities of $269,000. Liabilities now exceed
assets by $135,000, i.e., $92,000 less than before this settlement. Has
this transaction really “made available” $92,000 to taxpayer?

No, said the Fifth Circuit in Dallas Transfer & Terminal Warehouse
Co. v. Commissioner, 70 F.2d 95, 96 (5" Cir. 1934):

There is a reduction or extinguishment of liabilities without any in-
crease of assets. There is an absence of such a gain or profit as is
required to come within the accepted definition of income. ... [T]he
cancellation of the respondent’s past due debt ... did not have the
effect of making the respondent’s assets greater than they were be-
fore that transaction occurred. Taxable income is not acquired by a
transaction which does not result in the taxpayer getting or having
anything he did not have before. Gain or profit is essential to the
existence of taxable income. A transaction whereby nothing of ex-
changeable value comes to or is received by a taxpayer does not
give rise to or create taxable income.

e Reducing the degree by which taxpayer is insolvent from $227,000 to
$135,000 is not sufficient to constitute gross income. What if the reduction
had been from $227,000 to $100. Where is the line?

4. (note 3 continued) In Lakeland Grocery Co. v. Commissioner, 36 B.T.A. 289,
291-92 (1937), taxpayer was insolvent and had filed a petition for voluntary bank-
ruptcy. Taxpayer’s creditors wrote off $104,000 of debt in exchange for payments
totaling $15,000 in order to keep taxpayer from further pursuing relief through a
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bankruptcy proceeding. After this exchange, the value of taxpayer’s assets ex-
ceeded its liabilities by $40,000. Taxpayer’s net assets were increased from zero
to $39,596.93 as a result of the cancellation of indebtedness by its creditors, and
to that extent it had assets which ceased to be offset by any liability. ... [T]he can-
cellation of [taxpayer’s] debts had the effect of making its assets greater than they
were before that transaction occurred. It is true that ‘gain’ or ‘profit’ is essential
to the existence of taxable ‘income’ ... and we believe that ‘gain’, as commonly
understood, was realized here when [taxpayer], who was hopelessly insolvent,
received by the action of its creditors an increment to its assets clear and free of
any claims of the creditors. ... [W]e conclude that the assets freed to the [taxpayer]
by the composition of creditors had an exchange value. Under such facts ..., [tax-
payer] realized taxable gain ...

5. The “making available assets” language meant — practically uniformly among
lower courts — that an insolvent debtor realized gross income from cancellation of
indebtedness only to the extent that such cancellation made the debtor solvent. In
fact, some courts held that the cancellation of debt of an insolvent debtor was not
“income” under the Sixteenth Amendment. See Ann K. Wooster, Application of
the 16" Amendment to U.S. Constitution — Taxation of Specific Types of Income,
46 A.L.R. FED. 2d 301 (2010) § 12 (debt forgiveness income).

6. Back to Kerbaugh-Empire: A loan is a transaction. Taxpayer may use loan
proceeds in another transaction. Logically, the loan and the spending or invest-
ment of proceeds are two different transactions that taxpayer should have to ac-
count for separately. In the absence of any statutory provision governing exclu-
sion of cancellation of indebtedness income, the Code essentially required the
Commissioner prior to 1954 to kick a taxpayer when he was down. We see what
happened. Dallas Transfer and Lakeland Grocery focused on taxpayer’s insol-
vency to exclude at least some coi income from taxpayer’s gross income. The
holding in Kerbaugh-Empire seemed to permit a court to focus on the success of
the enterprise in which taxpayer invested loan proceeds to determine whether tax-
payer had to include cancellation of indebtedness in his gross income.
e Section 108 changes this, but 8 108 does not convert business losses into
excludable cancellation of indebtedness income.
e The court in United States v. Gehl, 50 F.3d 12, 1995 WL 115589 (8" Cir.),
cert. denied, 516 U.S. 899 (1995), chapter 3, supra sorted all this out.
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7. In 1954, Congress added §§ 61(a)(12), 108, and 1017 to the Code.>® Read
88 61(a)(12), 108(a)(1)(A and B), 108(d)(1 through 3). Do you see the influence
of cases such as Dallas Transfer & Terminal Warehouse and Lakeland Grocery —
as well as of cases holding that the meaning of “income” in the 16" Amendment
does not encompass discharge of indebtedness (doi) when taxpayer does not
thereby become solvent? See also Reg. § 1.61-12(b)(1) (adopted in 1957).

e Section 108(e)(1) provides that there is no insolvency exception from the
general rule that gross income includes income from discharge of indebt-
edness other than what § 108 provides.

e When the other provisions of § 108 apply, § 108 appears to “preempt the
field” — much as 88 119 and 132 preempt their respective fields. See
BORIs I. BITTKER, MARTIN J. MCMAHON, JR., & LAWRENCE A. ZELENAK,
supra at 4-21 to 4-22.

8. Read § 108(b). What is a “tax attribute?”

e The Code does not define the phrase. We surmise its meaning by reading
8§ 108(b).

e Section 108(b) lists tax consequences of various transactions that might
reduce taxpayer’s tax liability in the future. The list includes: net operating
loss, general business credit, minimum tax credit, capital loss carryover,
basis reduction, passive activity loss and credit carryovers, and foreign tax
credit carryovers.

e What is the effect of § 108(b) on the holdings of cases such as Dallas
Transfer & Terminal Warehouse and Lakeland Grocery? Define the “ex-
clusion” from gross income that § 108 provides a taxpayer who is in bank-
ruptcy or insolvent.

9. Reduction of tax attributes and reductions of basis: Section 1017 and Reg.
8 1.1017-1 provide some rather technical rules governing reductions in tax attrib-
utes and bases. Tax attributes reduce a taxpayer’s tax liability at some future time.
Does it matter how far into the future the reduction occurs?
e The consequence of reducing a tax attribute is that taxpayer’s future tax li-
ability will not decrease.
e To the extent that a taxpayer has tax attributes, § 108 does not in fact ex-
clude doi income from taxpayer’s gross income, but instead defers the ef-

55 See Boris 1. Bittker, Martin J. McMahon, Jr., & Lawrence A. Zelenak, Federal Income Taxation of
Individuals 4 4.05[2] at 4-21 (3d ed. 2002).
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fect of its recognition to the day that a tax attribute would have reduced
taxpayer’s tax liability.

e The temporal sequence in which reductions of tax attributes occur might
be the same as the temporal sequence in which a typical taxpayer would
derive a tax benefit from the particular tax attribute. If that is true, then the
Code minimizes the length of time taxpayer benefits from not immediately
recognizing doi income.

Basis represents investment that is not subject to income tax. We have encoun-
tered in passing the concept of depreciation. Consider it to be a deduction that re-
flects the partial consumption of a productive asset that taxpayer uses to generate
gross income. Because there is partial consumption of the productive asset, depre-
ciation allowances must reduce taxpayer’s basis in the asset. A depreciation al-
lowance represents the taxpayer’s “de-investment” in the asset. Some productive
assets are not subject to depreciation because taxpayer does not actually consume
them in generating gross income. Land is an obvious example. A reduction in the
basis of property can affect taxpayer’s tax liability on two occasions: (1) a lower
basis shortens the period over which taxpayer may claim depreciation deductions;
(2) a lower basis increases the gain taxpayer realizes upon sale of the asset. Con-
sider the likely timing effect(s) of reducing the basis of particular pieces of a tax-
payer’s productive assets.

e What policies do you see implicit in § 1017(b)(4)(A)?

e What policies do you see implicit in § 108(b)(5)/Reg. § 1.1017-1(c and €)?

e What policies do you see implicit in Reg. § 1.1017-1(a)?

10. Consider:

e 10a. Taxpayer owns real property, fmv = $100,000, ab = $135,000. This
is all of taxpayer’s property. Taxpayer also has no other assets, not even
cash. Taxpayer has liabilities of $120,000. Is taxpayer insolvent for pur-
poses of § 108? By how much?

e 10b. Taxpayer owns real property, fmv = $135,000, ab = $100,000. This
is all of taxpayer’s property. Taxpayer also has no other assets, not even
cash. Taxpayer has liabilities of $120,000. Is taxpayer insolvent for pur-
poses of § 108? By how much?

e 10c. Taxpayer owns real property, ab = $80,000, fmv = $125,000. This is
all of taxpayer’s property, except that taxpayer also has $5000 of cash.
Taxpayer’s real property is subject to a debt of $110,000 that he owes to
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creditor. Taxpayer did not purchase the property from creditor. Taxpayer
was having difficulty making payments, so creditor agreed to reduce tax-
payer’s debt to $95,000. How much doi income must taxpayer include in
his gross income under §8 61(a)(12)/108?

e 10d. Taxpayer owns real property, ab = $80,000, fmv = $125,000. This is
all of Taxpayer’s property, except that Taxpayer has $20,000 of cash.
Taxpayer’s real property is subject to a debt of $150,000 that she owes to
creditor. Taxpayer did not purchase the property from creditor. Taxpayer
was having difficulty making payments. Creditor agreed to reduce taxpay-
er’s debt from $150,000 to $130,000 in exchange for an immediate cash
payment of $10,000. Taxpayer agreed and made the payment. How much
doi income must taxpayer include in her gross income under §8 61/108?

e 10e. Same facts as 10d, except that taxpayer has filed for bankruptcy. The
creditor makes the same arrangement with taxpayer. How much doi in-
come must taxpayer include in her gross income under §8§ 61/108? [Disre-
gard the effect of such a payment on the bankruptcy proceeding.]

11. The reduction is made to the basis of any property held by the taxpayer at the
beginning of the tax year following the tax year in which the debt discharge oc-
curs (8 1017(a)).
e Taxpayer need not reduce (“spend”) his tax attributes on the discharge of
indebtedness but rather may use them to reduce tax liability for the year.
e Then taxpayer may also reduce basis.

IT1. Is It a Loan? Is There an Accession to Wealth?

Now consider a case (and its appeal) in which the very characterization of the
transaction(s) generated considerable disagreement. Included here are three opin-
ions from the Tax Court and one from the Third Circuit Court of Appeals. Ulti-
mately, of course, it is the opinion of the Third Circuit that prevails. Be ready to
articulate the positions of the different judges as to just exactly what happened.
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Zarin v. Commissioner, 92 T.C. 1084 (1989), rev’d, 916 F.2d 110 (3" Cir.
1990).

COHEN, Judge:

Respondent determined deficiencies of $2,466,622 and $58,688 in petitioners’
Federal income taxes for 1980 and 1981, respectively.

In the notice of deficiency, respondent ... asserted that petitioners realized ... taxa-
ble income of $2,935,000 in 1981 through cancellation of indebtedness. The sole
issue for decision is whether petitioners had income from discharge of gambling
indebtedness during 1981.

David Zarin (petitioner) was a professional engineer involved in the development,
construction, and management of multi-family housing and nursing home facili-
ties. ...

Petitioner occasionally stayed at Resorts International Hotel, Inc. (Resorts), in At-
lantic City in connection with his construction activities. ... In June 1978, peti-
tioner applied to Resorts for a $10,000 line of credit to be used for gambling. Af-
ter a credit check, which included inquiries with petitioner’s banks and “Credit
Central,” an organization that maintains records of individuals who gamble in ca-
sinos, the requested line of credit was granted, despite derogatory information re-
ceived from Credit Central.

The game most often played by petitioner, craps, creates the potential of losses or
gains from wagering on rolls of dice. When he played craps at Resorts, petitioner
usually bet the table limit per roll of the dice. Resorts quickly became familiar
with petitioner. At petitioner’s request, Resorts would raise the limit at the table
to the house maximum. When petitioner gambled at Resorts, crowds would be
attracted to his table by the large amounts he would wager. Gamblers would wa-
ger more than they might otherwise because of the excitement caused by the
crowds and the amounts that petitioner was wagering. Petitioner was referred to
as a “valued gaming patron” by executives at Resorts.

By November 1979, petitioner’s permanent line of credit had been increased to
$200,000. Despite this increase, at no time after the initial credit check did Re-

218



sorts perform any further analysis of petitioner’s creditworthiness. Many casinos
extend complimentary services and privileges (“comps”) to retain the patronage
of their best customers. Beginning in the late summer of 1978, petitioner was ex-
tended the complimentary use of a luxury three-room suite at Resorts. Resorts
progressively increased the complimentary services to include free meals, enter-
tainment, and 24-hour access to a limousine. By late 1979, Resorts was extending
such comps to petitioner’s guests as well. By this practice, Resorts sought to pre-
serve not only petitioner’s patronage but also the attractive power his gambling
had on others.

Once the line of credit was established, petitioner was able to receive chips at the
gambling table. Patrons of New Jersey casinos may not gamble with currency,
but must use chips provided by the casino. Chips may not be used outside the ca-
sino where they were issued for any purpose.

Petitioner received chips in exchange for signing counter checks, commonly
known as “markers.” The markers were negotiable drafts payable to Resorts
drawn on petitioner’s bank. The markers made no reference to chips, but stated
that cash had been received.

Petitioner had an understanding with Gary Grant, the credit manager at Resorts,
whereby the markers would be held for the maximum period allowable under
New Jersey law, which at that time was 90 days, whereupon petitioner would re-
deem them with a personal check. At all times pertinent hereto, petitioner intend-
ed to repay any credit amount properly extended to him by Resorts and to pay Re-
sorts in full the amount of any personal check given by him to pay for chips or to
reduce his gambling debt. Between June 1978 and December 1979, petitioner
incurred gambling debts of approximately $2.5 million. Petitioner paid these
debts in full.

On October 3, 1979, the New Jersey Division of Gaming Enforcement filed with
the New Jersey Casino Control Commission a complaint against Resorts and sev-
eral individuals, which alleged 809 violations pertaining to Resorts’ casino gam-
ing credit system, its internal procedures, and its administrative and accounting
controls. Of those 809 violations, 100 were specifically identified as pertaining to
petitioner and a gambling companion. Pursuant to a request for a cease and desist
order contained in the complaint, a Casino Control Commissioner issued an
Emergency Order on October 9, 1979. That order provided, in relevant part:
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5. Effective immediately, Resorts shall not issue credit to any patron
whose patron credit reference card indicates that the credit now outstand-
ing exceeds the properly approved credit limit. In determining whether a
credit limit has been exceeded, all yet undeposited checks received in
payment of a counter check or checks shall be included as credits.

After the Emergency Order was issued, Resorts began a policy of treating peti-
tioner’s personal checks as “considered cleared.” Thus, when petitioner wrote a
personal check it was treated as a cash transaction, and the amount of the check
was not included in determining whether he had reached his permanent credit lim-
it. In addition, Resorts extended petitioner’s credit limit by giving him temporary
increases known as “this trip only” credit. Although not specifically addressed by
the New Jersey Casino Control regulations in effect during 1979 and 1980, a “this
trip only” credit increase was a temporary credit increase for a patron’s current
trip to Atlantic City, and was required to be reduced before the patron’s return.
Both of these practices effectively ignored the Emergency Order. Petitioner did
not understand the difference between “this trip only” credit and his permanent
credit line, and he thought that he no longer had a credit limit.

By January 1980, petitioner was gambling compulsively at Resorts. Petitioner
was gambling 12-16 hours per day, 7 days per week in the casino, and he was bet-
ting up to $15,000 on each roll of the dice. Petitioner was not aware of the
amount of his gambling debts.

On April 12, 1980, Resorts increased petitioner’s permanent credit line to
$215,000, without any additional credit investigation. During April 1980, peti-
tioner delivered personal checks and markers in the total amount of $3,435,000
that were returned to Resorts as having been drawn against insufficient funds. On
April 29, 1980, Resorts cut off petitioner’s credit. Shortly thereafter, petitioner
indicated to the Chief Executive Officer of Resorts that he intended to repay the
obligations.

On November 18, 1980, Resorts filed a complaint in New Jersey state court seek-
ing collection of $3,435,000 from petitioner based on the unpaid personal checks
and markers. On March 4, 1981, petitioner filed an answer, denying the allega-
tions and asserting a variety of affirmative defenses.

On September 28, 1981, petitioner settled the Resorts suit by agreeing to make a
series of payments totaling $500,000. Petitioner paid the $500,000 settlement
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amount to Resorts in accordance with the terms of the agreement. The difference
between petitioner’s gambling obligations of $3,435,000 and the settlement pay-
ments of $500,000 is the amount that respondent alleges to be income from for-
giveness of indebtedness.

On July 8, 1983, Resorts was fined $130,000 for violating the Emergency Order
on at least 13 different occasions, 9 of which pertained directly to credit transac-
tions between Resorts and petitioner.

Income From the Discharge of Indebtedness

In general, gross income includes all income from whatever source derived, in-
cluding income from the discharge of indebtedness. §61(a)(12). Not all dis-
charges of indebtedness, however, result in income. [citation omitted]. The gain
to the debtor from such discharge is the resultant freeing up of his assets that he
would otherwise have been required to use to pay the debt. See United States v.
Kirby Lumber Co., 284 U.S. 1 (1931).

... Petitioner argues that the settlement agreement between Resorts and himself
did not give rise to ... income because, among other reasons, the debt instruments
were not enforceable under New Jersey law and, in any event, the settlement
should be treated as a purchase price adjustment that does not give rise to income
from the discharge of indebtedness.

Petitioner argues that gambling and debts incurred to acquire gambling opportuni-
ty have always received special treatment at common law and in the Internal Rev-
enue Code and that agreeing with respondent in this case would result in taxing
petitioner on his losses. Petitioner relies on United States v. Hall, 307 F.2d 238
(10th Cir. 1962), as establishing a rule that the cancellation of indebtedness doc-
trine is not applicable to the settlement of a gambling debt.

The parties have primarily focused their arguments on whether the debt instru-
ments memorializing the credit transactions were legally enforceable and whether
legal enforceability is of significance in determining the existence of income from
discharge of indebtedness. Petitioner argues that his debt was unenforceable and
thus there was no debt to be discharged and no resulting freeing up of assets be-
cause his assets were never encumbered. Petitioner relies on N.J. STAT. ANN.
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8 5:12-101(f) (West 1988), and Resorts International Hotel, Inc. v. Salomone, 178
N.J. Super. 598, 429 A.2d 1078 (App. Div. 1981), in arguing that the gambling
debts were unenforceable.

... We must decide, therefore, whether legal enforceability is a prerequisite to
recognition of income in this case.

Enforceability

In United States v. Hall, supra, the taxpayer transferred appreciated property in
satisfaction of a gambling debt of an undetermined amount incurred in Las Vegas,
Nevada. The Commissioner sought to tax as gain the difference between the
amount of the discharged debt and the basis of the appreciated property. Alt-
hough licensed gambling was legal in Nevada, gambling debts were nevertheless
unenforceable. The Court of Appeals concluded that, under the circumstances,
the amount of the gambling debt had no significance for tax purposes. The Court
reasoned that, “The cold fact is that taxpayer suffered a substantial loss from
gambling, the amount of which was determined by the transfer.” 307 F.2d at 241.
The Court of Appeals relied on the so-called “diminution of loss theory” devel-
oped by the Supreme Court in Bowers v. Kerbaugh-Empire Co., 271 U.S. 170
(1926). In that case, the taxpayer borrowed money that was subsequently lost in a
business transaction. The debt was satisfied for less than its face amount. The
Supreme Court held that the taxpayer was not required to recognize income from
discharge of a debt because the transaction as a whole lost money.

The Court of Appeals for the Tenth Circuit in Hall quoted at length from Brad-
ford v. Commissioner, 233 F.2d 935 (6th Cir. 1956), which noted that the Ker-
baugh-Empire case was decided before United States v. Kirby Lumber Co., 284
U.S. 1 (1931), and Burnet v. Sanford & Brooks Co., 282 U.S. 359 (1931), and had
been “frequently criticized and not easily understood.” Subsequent developments
further suggest that Kerbaugh-Empire has lost its vitality. See Vukasovich, Inc. v.
Commissioner, 790 F.2d 1409 (9th Cir. 1986) ...

In the instant case, symmetry from year to year is not accomplished unless we
treat petitioner’s receipt of the loan from Resorts (i.e., the markers converted to
chips) and the subsequent discharge of his obligation to repay that loan in a con-
sistent manner. Petitioner received credit of $3,435,000 from Resorts. He treated
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these amounts as a loan, not reporting any income on his 1980 tax return. Com-
pare United States v. Rosenthal, 470 F.2d 837 (2d Cir. 1972), and United States v.
Rochelle, 384 F.2d 748 (5th Cir. 1967). The parties have stipulated that he in-
tended to repay the amounts received. Although Resorts extended the credit to
petitioner with the expectation that he would continue to gamble, theoretically
petitioner could have redeemed the chips for cash. Certainly if he had won, rather
than lost, at gambling, the amounts borrowed would have been repaid.

Petitioner argues that he did not get anything of value when he received the chips
other than the “opportunity to gamble,” and that, by reason of his addiction to
gambling, he was destined to lose everything that he temporarily received. Thus,
he is in effect arguing, based on Hall, that the settlement merely reduced the
amount of his loss and did not result in income.

We have no doubt that an increase in wealth from the cancellation of indebtedness
is taxable where the taxpayer received something of value in exchange for the in-
debtedness. ...

We conclude here that the taxpayer did receive value at the time he incurred the
debt and that only his promise to repay the value received prevented taxation of
the value received at the time of the credit transaction. When, in the subsequent
year, a portion of the obligation to repay was forgiven, the general rule that in-
come results from forgiveness of indebtedness, 8 61(a)(12), should apply.

Legal enforceability of an obligation to repay is not generally determinative of
whether the receipt of money or property is taxable. James v. United States, 366
U.S. 213, 219 (1961). ...

Here the timing of recognition was set when the debt was compromised. The
amount to be recognized as income is the part of the debt that was discharged
without payment. The enforceability of petitioner’s debts under New Jersey law
did not affect either the timing or the amount and thus is not determinative for
Federal income tax purposes. We are not persuaded that gambling debts should
be accorded any special treatment for the benefit of the gambler — compulsive or
not. As the Court of Appeals in United States v. Hall stated, “The elimination of
a gambling debt is * * * a transaction that may have tax consequences independ-
ent of the amount of the debt and certainly cannot be used as a tool to avoid a tax
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incident which is shielded only by the screen of its unenforceable origin.” 307
F.2d at 242.

Disputed Debt

Petitioner also relies on the principle that settlement of disputed debts does not
give rise to income. N. Sobel, Inc. v. Commissioner, 40 B.T.A. 1263 (1939), cited
with approval in Colonial Savings Assn. v. Commissioner, 85 T.C. 855, 862-863
(1985), aff’d, 854 F.2d 1001 (7th Cir. 1988). Prior to the settlement, the amount
of petitioner’s gambling debt to Resorts was a liquidated amount, unlike the tax-
payer’s debt in Hall. There is no dispute about the amount petitioner received.
The parties dispute only its legal enforceability, i.e., whether petitioner could be
legally compelled to pay Resorts the fixed amount he had borrowed. A genuine
dispute does not exist merely because petitioner required Resorts to sue him be-
fore making payment of any amount on the debt. ... In our view, petitioner’s ar-
guments concerning his defenses to Resorts’ claim, which apparently led to Re-
sorts” agreement to discount the debt, are overcome by (1) the stipulation of the
parties that, at the time the debt was created, petitioner agreed to and intended to
repay the full amount, and (2) our conclusion that he received full value for what
he agreed to pay, i.e., over $3 million worth of chips and the benefits received by
petitioner as a “valued gambling patron” of Resorts.

Deductibility of Gambling Losses

Purchase Money Debt Reduction

Petitioner argues that the settlement with Resorts should be treated as a purchase
price adjustment that does not give rise to income from the discharge of indebted-
ness. He cites the parties’ stipulation, which included a statement that, “Patrons
of New Jersey casinos may not gamble with currency. All gambling must be
done with chips provided by the casino. Such chips are property which are not
negotiable and may not be used to gamble or for any other purpose outside the
casino where they were issued.” Respondent argues that petitioner actually re-
ceived “cash” in return for his debts.

Section 108(e)(5) was added to the Internal Revenue Code by the Bankruptcy Tax
Act of 1980, Pub. L. 96-589, 94 Stat. 3389, 3393, and provides:
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(5) Purchase-money debt reduction for solvent debtor treated as price re-
duction. — If —
(A) the debt of a purchaser of property to the seller of such proper-
ty which arose out of the purchase of such property is reduced,

(B) such reduction does not occur —
(i) in a title 11 case, or

(ii) when the purchaser is insolvent, and

(C) but for this paragraph, such reduction would be treated as in-
come to the purchaser from the discharge of indebtedness,
then such reduction shall be treated as a purchase price adjustment.

Section 108(e)(5) was enacted “to eliminate disagreements between the Internal
Revenue Service and the debtor as to whether, in a particular case to which the
provision applies, the debt reductions should be treated as discharge income or a
true price adjustment.” S. REPT. NO. 96-1035 (1980). Section 108(e)(5) applies
to transactions occurring after December 31, 1980. S. RePT. No. 96-1035, supra.
The provisions of this section are not elective.

It seems to us that the value received by petitioner in exchange for the credit ex-
tended by Resorts does not constitute the type of property to which 8 108(e)(5)
was intended to or reasonably can be applied. Petitioner argued throughout his
briefs that he purchased only “the opportunity to gamble” and that the chips had
little or no value. We agree with his description of what he bargained for but not
with his conclusion about the legal effect.

As indicated above, we are persuaded ... that petitioner received full value for his
debt. ...

Petitioner purchased the opportunity to gamble as he received chips in exchange

for his markers. ... Upon receipt of the chips, Petitioner immediately proceeded to
gamble with these chips. * * *
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* * *

* * * .. Petitioner, in entering into the gaming transactions with Resorts, did not
receive any item of tangible value. In fact, Petitioner received nothing more than
the opportunity to bet on which of 36 permutations of the dice would appear on a
given roll of the dice. * * *

While disagreeing with petitioner’s assertion as to the value of what he received,
we agree that what he received was something other than normal commercial
property. He bargained for and received the opportunity to gamble and incidental
services, lodging, entertainment, meals, and transportation. Petitioner’s argument
that he was purchasing chips ignores the essence of the transaction, as more accu-
rately described in his other arguments here quoted. The “property” argument
simply overemphasizes the significance of the chips. As a matter of substance,
chips in isolation are not what petitioner purchased.

The “opportunity to gamble” would not in the usual sense of the words be “prop-
erty” transferred from a seller to a purchaser. The terminology used in
8§ 108(e)(5) is readily understood with respect to tangible property and may apply
to some types of intangibles. Abstract concepts of property are not useful, how-
ever, in deciding whether what petitioner received is within the contemplation of
the section.

Obviously the chips in this case were a medium of exchange within the Resorts
casino, and in that sense they were a substitute for cash, just as Federal Reserve
Notes, checks, or other convenient means of representing credit balances consti-
tute or substitute for cash. ...

We conclude that petitioner’s settlement with Resorts cannot be construed as a
“purchase-money debt reduction” arising from the purchase of property within the
meaning of § 108(e)(5).

Decision will be entered under Rule 155.
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Reviewed by the Court.

Nims, Parker, Korner, Shields, Hamblen, Clapp, Gerber, Wright, Parr, and Col-
vin, JJ., agree with the majority opinion.

Tannenwald, J., dissenting:

The foundation of the majority’s reasoning is that Mr. Zarin realized income in an
amount equal to the amount of the credit extended to him because he was afforded
the “opportunity to gamble.” ...

I think it highly significant that in all the decided cases involving the cancellation
of indebtedness, the taxpayer had, in a prior year when the indebtedness was cre-
ated, received a nontaxable benefit clearly measurable in monetary terms which
would remain untaxed if the subsequent cancellation of the indebtedness were
held to be tax free. Such is simply not the case herein. The concept that petition-
er received his money’s worth from the enjoyment of using the chips (thus equat-
ing the pleasure of gambling with increase in wealth) produces the incongruous
result that the more a gambler loses, the greater his pleasure and the larger the in-
crease in his wealth. [footnote omitted]. Under the circumstances, | think the is-
sue of enforceability becomes critical. In this connection, the repeated emphasis
by the majority on the stipulation that Mr. Zarin intended to repay the full amount
at the time the debt was created is beside the point. If the debt was unenforceable
under New Jersey law, that intent is irrelevant.

It is clear that respondent has not shown that the checks Mr. Zarin gave Resorts
were enforceable under New Jersey law. New Jersey law provides that checks
issued to pay for gambling are enforceable provided that a set of requirements re-
lating to, among other things, proper payees, dating and holding periods, is met.
See N.J. STAT. ANN. §5:12-101 (West 1988).” Any check cashed, transferred,
conveyed or given in violation of * * * [those requirements] shall be invalid and
unenforceable for the purposes of collection * * *” N.J. STAT. ANN. § 5:12-
101(f) (West 1988). Furthermore, strict compliance with those requirements is
mandatory for a check to be enforceable. [citations omitted]. Respondent simply
has not shown that the markers given Resorts by Mr. Zarin were drawn and han-
dled in strict compliance with the statute. In fact, the number of violations of the
Emergency Order asserted against Resorts by the New Jersey gambling commis-
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sion, including some betting transactions with petitioner, casts substantial doubt
on whether the checks [footnote omitted] were in fact so handled.

... I think it significant that because the debts involved herein were unenforceable
from the moment that they were created, there was no freeing up of petitioners’
assets when they were discharged, see United States v. Kirby Lumber Co., supra,
and therefore there was no increase in petitioners’ wealth that could constitute in-
come. Cf. Commissioner v. Glenshaw Glass Co., supra. This is particularly true
in light of the fact that the chips were given to Mr. Zarin with the expectation that
he would continue to gamble and, therefore, did not constitute an increase in his
wealth when he received them in the same sense that the proceeds of a non-
gambling loan would. Cf. Rail Joint Co. v. Commissioner, 22 B.T.A. 1277
(1931), aff’d, 61 F.2d 751 (2d Cir. 1932) (cited in Commissioner v. Tufts, 461
U.S. at 209 n.6), where we held that there was no income from the discharge on
indebtedness when the amount paid for the discharge was in excess of the value of
what had been received by the debtor at the time the indebtedness was created
even though the face amount of the indebtedness and hence the taxpayer’s liabil-
ity was reduced; Fashion Park, Inc. v. Commissioner, 21 T.C. 600 (1954) (same
holding).

I am reinforced in my conclusion by the outcome in United States v. Hall, 307
F.2d 238 (10th Cir. 1962). In that case, the court held that there was no income
from the discharge of gambling indebtedness because the debt was not enforcea-
ble under Nevada law, and observed that such a debt “has but slight potential and
does not meet the requirements of debt necessary to justify the mechanical opera-
tion of general rules of tax law relating to cancellation of debt.” 307 F.2d at 241.
While a gambling debt is not unenforceable under all circumstances in New Jer-
sey, the indebtedness involved herein was unenforceable, and | agree with the
court in Hall that an unenforceable “gambling debt * * * has no significance for
tax purposes,” 307 F.2d at 242, at least where such unenforceability exists from
the moment the debt is created. [footnote omitted]

I find further support for my conclusion from the application of the principle that
if there is a genuine dispute as to liability on the underlying obligation, settlement
of that obligation will not give rise to income from discharge of indebtedness. N.
Sobel, Inc. v. Commissioner, 40 B.T.A. 1263 (1939), cited with approval in Colo-
nial Savings Association v. Commissioner, 85 T.C. 855, 862-863 (1985), aff’d,
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854 F.2d 1001 (7th Cir. 1988). Respondent simply has not met his burden of
showing that the dispute between Resorts and Mr. Zarin was not a genuine dispute
as to Mr. Zarin’s liability for the underlying obligations, and | believe that, at least
as to that debt that was not entered into as required by New Jersey law and was
therefore unenforceable, the dispute was in fact genuine. While there is language
in Sobel and Colonial Savings indicating that United States v. Kirby Lumber Co.,
supra, applies when there is a liquidated amount of indebtedness, | do not read
that language as requiring that Kirby Lumber must apply unless the amount is
unliquidated, where there is a genuine dispute as to the underlying liability.

I would hold for petitioner.
Wells, J., agrees with this dissent.

Jacobs, J., dissenting:

Ruwe, J., dissenting:

Although | agree with much of the majority’s reasoning in this case, | dissent
from that portion of the opinion which holds that § 108(e)(5) is inapplicable to the
transaction at issue. | find no support in the language of the statute or the accom-
panying legislative history for the majority’s determination that the gambling
chips purchased by petitioner do not constitute “property” for purposes of
8 108(e)(5). Because I believe that petitioner acquired “property” from the casino
on credit and subsequently negotiated a reduction of his debt to the casino, |
would apply § 108(e)(5) in this case.

The majority agrees that the chips had value. It correctly finds that petitioner paid
for the chips by giving markers to the casino, that the markers constituted peti-
tioner’s promise to pay money to the casino, and that the chips had a value of over
$3 million. The parties stipulated that the chips were “property.” It is beyond
question that gambling chips constitute what is commonly referred to as property.
See BLACK’S LAW DICTIONARY, pp. 1095-1096 (5th ed. 1979).

... Having concluded that petitioner received chips having a value equivalent to
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his markers, it is impossible to describe the gambling chips as anything other than
“property.” Apparently, cognizant of this dilemma, the majority finally settles on
the conclusion that the gambling chips purchased by petitioner were “something
other than normal commercial property.” | take this to be a finding of fact since
the term “normal commercial property” does not appear in the relevant statutes,
regulations, or legislative history.

The majority’s legal conclusion seems to be that gambling chips, being other than
“normal commercial property,” do not constitute “property” within the meaning
of § 108(e)(5). In deciding this legal issue of first impression, the majority fails to
define either the term “property” as used in § 108(e)(5) or the term “normal com-
mercial property.”

If the term “normal commercial property” has a meaning, there is no reason why
gambling chips should not be included. ...

Chips are certainly “normal commercial property” in a casino’s commercial gam-
bling business. ... In any event, neither the statute nor its legislative history re-
stricts its application to “normal commercial property.”

The majority concludes that petitioner “received full value for what he agreed to
pay, i.e., over $3 million worth of chips.” [footnote omitted]. However, the ma-
jority concludes that “chips in isolation are not what petitioner purchased.” The
majority reasons that the value of the chips is really derived from the fact that
they give the holder of the chips the opportunity to gamble. This seems akin to
saying that a taxpayer who purchases a 99-year leasehold to a vacant lot in mid-
town Manhattan has not acquired “property” because the value of the leasehold
interest is derived from the lessee’s “opportunity” to build a large office building.
That the chips derive value from the opportunity they afford is no reason why
they are not property. A person who purchases chips receives, among other
things, the casino’s promise to provide a gambling opportunity. In that sense, the
opportunity is no different than any other valuable and assignable contract right
which we would surely recognize as property. A license is nothing more than a
grant of an opportunity to the licensee to do something which he would otherwise
be prohibited from doing. Nevertheless, a license is considered property. Barry
v. Barchi, 443 U.S. 55, 64 (1979) (state racing and wagering license); Wolfe v.
United States, 798 F.2d 1241, 1245 (9th Cir. 1986) (ICC license); Agua Bar &
Lounge, Inc. v. United States, 539 F.2d 935, 937-938 (3d Cir. 1976) (liquor li-
cense). ...
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The term “property” as used in § 108(e)(5) is not specifically defined. However,
the term “property” is generally understood to be a broad concept. ...

Section 108(e)(5) and the background giving rise to its enactment support its ap-
plication to the facts in this case. Prior to enactment of § 108(e)(5), case law dis-
tinguished between true discharge of indebtedness situations which required
recognition of income and purchase price adjustments. A purchase price adjust-
ment occurred when a purchaser of property agreed to incur a debt to the seller
but the debt was subsequently reduced because the value of the property was less
than the agreed upon consideration. A mere purchase price adjustment does not
result in discharge of indebtedness income. See N. Sobel, Inc. v. Commissioner,
40 B.T.A. 1263 (1939); B. BITTKER & L. LOKKEN, FEDERAL TAXATION OF
INCOME, ESTATES AND GIFTS, 1 6-39 — 6-40 (2d ed. 1989).

Section 108(e)(5) was enacted “to eliminate disagreements between the Internal
Revenue Service and the debtor as to whether, in a particular case to which the
provision applies, the debt reductions should be treated as discharge income or a
true price adjustment.” S. REPT. No. 96-1035 (1980). ... Its provisions are not
elective. ... [O]ne of petitioner’s arguments is that the value of what he received
was less than the amount of debt incurred. Respondent argues, and the majority
finds, that the chips petitioner received were worth the full value of the debt.
Thus, this case presents the very controversy that the above-quoted legislative his-
tory says Congress tried to eliminate by enacting 8 108(e)(5).

For a reduction in the amount of a debt to be treated as a purchase price adjust-
ment under 8 108(e)(5), the following conditions must be met: (1) The debt must
be that of a purchaser of property to the seller which arose out of the purchase of
such property; (2) the taxpayer must be solvent and not in bankruptcy when the
debt reduction occurs; and (3) except for § 108(e)(5), the debt reduction would
otherwise have resulted in discharge of indebtedness income. 8§ 108(e)(5); B.
BITTKER & L. LOKKEN, supra at 1. 6-40 — 6-41; see also Sutphin v. United States,
14 CI. Ct. 545, 549 (1988); Juister v. Commissioner, T.C. Memo. 1987-292; Di-
Laura v. Commissioner, T.C. Memo. 1987-291. [These conditions are met in this
case.]
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In addition to the literal statutory requirements, the legislative history indicates
that 8 108(e)(5) was intended to apply only if the following requirements are also
met: (a) The price reduction must result from an agreement between the purchaser
and the seller and not, for example, from a discharge as a result of the running of
the statute of limitations on enforcement of the obligation; (b) there has been no
transfer of the debt by the seller to a third party; and (c) there has been no transfer
of the purchased property from the purchaser to a third party. S. REPT. No. 1035,
supra; B. BITTKER & L. LOKKEN, supra at {{ 6-40 — 6-41.

These requirements have also been met. The settlement agreement indicates that
petitioner and Resorts mutually agreed to reduce the amount of indebtedness in
order to amicably resolve their differences and terminate their litigation. In that
litigation, Resorts alleged a number of counts and petitioner raised a variety of
affirmative defenses. The settlement agreement was the result of direct negotia-
tions between petitioner and Resorts. [footnote omitted].

The second requirement set forth in the legislative history has been met. Resorts
did not transfer petitioner’s debt to a third party.

The third requirement has also been met. Petitioner did not transfer the property
to a third party. Both parties in their briefs acknowledge that petitioner did trans-
fer the property to Resorts in that the chips were lost to Resorts at the gambling
tables. The legislative history, however, indicates that application of § 108(e)(5)
is precluded only if the purchaser/taxpayer transfers the property to a “third par-
ty.” Resorts was not a third party; Resorts was the seller/creditor.

Respondent[ argues that] ... [a] purchase price adjustment occurs when the dispute
involves contract liability for the purchase of an asset.” | am unable to discern
any basis or rationale for this argument. Respondent stipulated to, and his brief

requests, a finding of fact that property in the form of chips was received in ex-
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change for petitioner’s markers.

I would dispose of this case by assuming that there was discharge of indebtedness
income. | would then apply 8 108(e)(5) to treat the discharge as a purchase price
adjustment. This would result in no taxable income. | respectfully dissent.

Chabot, Swift, Williams, and Whalen, JJ., agree with this dissent.
Notes and Questions:

1. What form did Zarin’s consumption take?
e gambling?
e losing at gambling?
e Should it make a difference?

2. Cohen and Ruwe disagreed over whether the essence of gambling chips is
property or a service. The majority treated it as the sale of a service. Ruwe treated
the chips as property.
e Is Ruwe’s analogy to a 99-year leasehold in midtown Manhattan
sound? Were the chips income-producing property?

3. Articulate the different characterizations of the transactions occurring between
Zarin and Resorts International of each of the opinion-writers.

4. What was the holding of Hall as the majority articulated it? What is wrong
with it?

5. Notice that the rule that a settlement does not create doi income is that there
must be a genuine dispute as to the liability. In this case, the burden of showing
that there was not a genuine dispute was on the Commissioner because of the pro-

56 We have recently described a seller-financed transaction as an ‘amalgam of two distinct transac-
tions. First, there is a transfer of the asset from the seller to the buyer. Then, there is a ‘loan’ from
the seller to the purchaser of all or a portion of the purchase price.” Finkelnan v. Commissioner, T.C.
Memo. 1989-72. If respondent’s ‘cash’ argument is based on the second part of this bifurcated de-
scription of a seller-financed transaction, the result would completely nullify section 108(e)(5) since

no transactions would ever qualify for section 108(e)(5) relief.
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cedural posture (i.e., stipulated facts) of the case.

Zarin v. Commissioner, 916 F.2d 110 (3 Cir. 1990).
COWEN, Circuit Judge.

David Zarin (“Zarin”) appeals from a decision of the Tax Court holding that he
recognized $2,935,000 of income from discharge of indebtedness resulting from
his gambling activities, and that he should be taxed on the income. [footnote
omitted]. ... After considering the issues raised by this appeal, we will reverse.

l.
[The court recounts the facts.]

.
The sole issue before this Court is whether the Tax Court correctly held that Zarin
had income from discharge of indebtedness. [footnote omitted]. Section 108 and
8 61(a)(12) of the Code set forth “the general rule that gross income includes in-
come from the discharge of indebtedness.” 1.R.C. 8 108(e)(1). The Commissioner
argues, and the Tax Court agreed, that pursuant to the Code, Zarin did indeed rec-
ognize income from discharge of gambling indebtedness.

Under the Commissioner’s logic, Resorts advanced Zarin $3,435,000 worth of
chips, chips being the functional equivalent of cash. At that time, the chips were
not treated as income, since Zarin recognized an obligation of repayment. In oth-
er words, Resorts made Zarin a tax-free loan. However, a taxpayer does recog-
nize income if a loan owed to another party is cancelled, in whole or in part.
I.R.C. 88 61(a)(12), 108(e). The settlement between Zarin and Resorts, claims the
Commissioner, fits neatly into the cancellation of indebtedness provisions in the
Code. Zarin owed $3,435,000, paid $500,000, with the difference constituting
income. Although initially persuasive, the Commissioner’s position is nonethe-
less flawed for two reasons.

1.
Initially, we find that 8§ 108 and 61(a)(12) are inapplicable to the Zarin/Resorts
transaction. Section 61 does not define indebtedness. On the other hand,
§ 108(d)(1), which repeats and further elaborates on the rule in § 61(a)(12), de-
fines the term as any indebtedness “(A) for which the taxpayer is liable, or (B)
subject to which the taxpayer holds property.” I.R.C. 8 108(d)(1). In order to
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bring the taxpayer within the sweep of the discharge of indebtedness rules, then,
the IRS must show that one of the two prongs in the § 108(d)(1) test is satisfied.
It has not been demonstrated that Zarin satisfies either.

Because the debt Zarin owed to Resorts was unenforceable as a matter of New
Jersey state law [footnote omitted], it is clearly not a debt “for which the taxpayer
is liable.” L.R.C. 8 108(d)(1)(A). Liability implies a legally enforceable obliga-
tion to repay, and under New Jersey law, Zarin would have no such obligation.

Zarin did not have a debt subject to which he held property as required by
8 108(d)(1)(B). Zarin’s indebtedness arose out of his acquisition of gambling
chips. The Tax Court held that gambling chips were not property, but rather, “a
medium of exchange within the Resorts casino” and a “substitute for cash.” Al-
ternatively, the Tax Court viewed the chips as nothing more than “the opportunity
to gamble and incidental services ...” We agree with the gist of these characteri-
zations, and hold that gambling chips are merely an accounting mechanism to ev-
idence debt.

... [U]nder New Jersey state law, gambling chips were Resorts’ property until
transferred to Zarin in exchange for the markers, at which point the chips became
“evidence” of indebtedness (and not the property of Zarin).

Even were there no relevant legislative pronouncement on which to rely, simple
common sense would lead to the conclusion that chips were not property in
Zarin’s hands. Zarin could not do with the chips as he pleased, nor did the chips
have any independent economic value beyond the casino. The chips themselves
were of little use to Zarin, other than as a means of facilitating gambling. ...

Although the Tax Court found that theoretically, Zarin could have redeemed the
chips he received on credit for cash and walked out of the casino, the reality of the
situation was quite different. Realistically, before cashing in his chips, Zarin
would have been required to pay his outstanding IOUs. New Jersey state law re-
quires casinos to “request patrons to apply any chips or plaques in their posses-
sion in reduction of personal checks or Counter Checks exchanged for purposes of
gaming prior to exchanging such chips or plaques for cash or prior to departing
from the casino area.” N.J. ADMIN. CODE tit. 19k, § 19:45-1.24(s) (1979) (cur-
rently N.J. ADMIN. CoDE tit. 19k, § 19:45-1.25(0) (1990) (as amended)). Since
his debt at all times equalled or exceeded the number of chips he possessed, re-
demption would have left Zarin with no chips, no cash, and certainly nothing
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which could have been characterized as property.

Not only were the chips non-property in Zarin’s hands, but upon transfer to Zarin,
the chips also ceased to be the property of Resorts. Since the chips were in the
possession of another party, Resorts could no longer do with the chips as it
pleased, and could no longer control the chips’ use. Generally, at the time of a
transfer, the party in possession of the chips can gamble with them, use them for
services, cash them in, or walk out of the casino with them as an Atlantic City
souvenir. The chips therefore become nothing more than an accounting mecha-
nism, or evidence of a debt, designed to facilitate gambling in casinos where the
use of actual money was forbidden. [footnote omitted]. Thus, the chips which
Zarin held were not property within the meaning of 1.R.C. § 108(d)(1)(B). [foot-
note omitted].

In short, because Zarin was not liable on the debt he allegedly owed Resorts, and
because Zarin did not hold “property” subject to that debt, the cancellation of in-
debtedness provisions of the Code do not apply to the settlement between Resorts
and Zarin. As such, Zarin cannot have income from the discharge of his debt.

V.

Instead of analyzing the transaction at issue as cancelled debt, we believe the
proper approach is to view it as disputed debt or contested liability. Under the
contested liability doctrine, if a taxpayer, in good faith, disputed the amount of a
debt, a subsequent settlement of the dispute would be treated as the amount of
debt cognizable for tax purposes. The excess of the original debt over the amount
determined to have been due is disregarded for both loss and debt accounting pur-
poses. Thus, if a taxpayer took out a loan for $10,000, refused in good faith to
pay the full $10,000 back, and then reached an agreement with the lender that he
would pay back only $7000 in full satisfaction of the debt, the transaction would
be treated as if the initial loan was $7000. When the taxpayer tenders the $7000
payment, he will have been deemed to have paid the full amount of the initially
disputed debt. Accordingly, there is no tax consequence to the taxpayer upon
payment.

The seminal “contested liability” case is N. Sobel, Inc. v. Commissioner, 40
B.T.A. 1263 (1939). In Sobel, the taxpayer exchanged a $21,700 note for 100
shares of stock from a bank. In the following year, the taxpayer sued the bank for
recision [sic], arguing that the bank loan was violative of state law, and moreover,
that the bank had failed to perform certain promises. The parties eventually set-
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tled the case in 1935, with the taxpayer agreeing to pay half of the face amount of
the note. In the year of the settlement, the taxpayer claimed the amount paid as a
loss. The Commissioner denied the loss because it had been sustained five years
earlier, and further asserted that the taxpayer recognized income from the dis-
charge of half of his indebtedness.

The Board of Tax Appeals held that since the loss was not fixed until the dispute
was settled, the loss was recognized in 1935, the year of the settlement, and the
deduction was appropriately taken in that year. Additionally, the Board held that
the portion of the note forgiven by the bank “was not the occasion for a freeing of
assets and that there was no gain ...” 1d. at 1265. Therefore, the taxpayer did not
have any income from cancellation of indebtedness.

There is little difference between the present case and Sobel. Zarin incurred a
$3,435,000 debt while gambling at Resorts, but in court, disputed liability on the
basis of unenforceability. A settlement of $500,000 was eventually agreed upon.
It follows from Sobel that the settlement served only to fix the amount of debt.
No income was realized or recognized. When Zarin paid the $500,000, any tax
consequence dissolved.®’

Only one other court has addressed a case factually similar to the one before us.
In United States v. Hall, 307 F.2d 238 (10th Cir. 1962), the taxpayer owed an un-
enforceable gambling debt alleged to be $225,000. Subsequently, the taxpayer
and the creditor settled for $150,000. The taxpayer then transferred cattle valued
at $148,110 to his creditor in satisfaction of the settlement agreement. A jury held
that the parties fixed the debt at $150,000, and that the taxpayer recognized in-
come from cancellation of indebtedness equal to the difference between the
$150,000 and the $148,110 value affixed to the cattle. Arguing that the taxpayer
recognized income equal to the difference between $225,000 and $148,000, the
Commissioner appealed.

The Tenth Circuit rejected the idea that the taxpayer had any income from cancel-
lation of indebtedness. Noting that the gambling debt was unenforceable, the
Tenth Circuit said, “The cold fact is that taxpayer suffered a substantial loss from
gambling, the amount of which was determined by the transfer.” Id. at 241. In

57 Had Zarin not paid the $500,000 dollar settlement, it would be likely that he would have had
income from cancellation of indebtedness. The debt at that point would have been fixed, and Zarin
would have been legally obligated to pay it.
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effect, the Court held that because the debt was unenforceable, the amount of the
loss and resulting debt cognizable for tax purposes were fixed by the settlement at
$148,110. Thus, the Tenth Circuit lent its endorsement to the contested liability
doctrine in a factual situation strikingly similar to the one at issue.>®

The Commissioner argues that Sobel and the contested liability doctrine only ap-
ply when there is an unliquidated debt; that is, a debt for which the amount cannot
be determined. See Colonial Sav. Ass’n v. Commissioner, 85 T.C. 855, 862-863
(1985) (Sobel stands for the proposition that “there must be a liquidated debt”),
aff’d, 854 F.2d 1001 (7th Cir.1988). See also N. Sobel, Inc. v. Commissioner, 40
B.T.A. at 1265 (there was a dispute as to “liability and the amount” of the debt).
Since Zarin contested his liability based on the unenforceability of the entire debt,
and did not dispute the amount of the debt, the Commissioner would have us
adopt the reasoning of the Tax Court, which found that Zarin’s debt was liquidat-
ed, therefore barring the application of Sobel and the contested liability doctrine.
Zarin, 92 T.C. at 1095 (Zarin’s debt “was a liquidated amount” and “[t]here is no
dispute about the amount [received].”).

We reject the Tax Court’s rationale. When a debt is unenforceable, it follows that
the amount of the debt, and not just the liability thereon, is in dispute. Although a
debt may be unenforceable, there still could be some value attached to its worth.
This is especially so with regards to gambling debts. In most states, gambling
debts are unenforceable, and have “but slight potential ...” United States v. Hall,
307 F.2d 238, 241 (10th Cir.1962). Nevertheless, they are often collected, at least
in part. For example, Resorts is not a charity; it would not have extended illegal
credit to Zarin and others if it did not have some hope of collecting debts incurred
pursuant to the grant of credit.

58 The Commissioner argues that the decision in Ha// was based on United States Supreme Court
precedent since overruled, and therefore Hall should be disregarded. Indeed, the Ha// court devoted
a considerable amount of time to Bowers v. Kerbaugh-Empire Co., 271 U.S. 170 (1920), a case whose
validity is in question. We do not pass on the question of whether or not Bowers is good law. We do

1333

note that Ha// relied on Bowers only for the proposition that ““a court need not in every case be obliv-
ious to the net effect of the entire transaction.” United States v. Hall, 307 F.2d at 242, guoting Bradford
v. Commissioner, 233 F.2d 935, 939 (6th Cir. 1956). Hall’s reliance on Bowers did not extend to the
issue of contested liability, and even if it did, the idea that “Courts need not apply mechanical stand-
ards which smother the reality of a particular transaction,” /d. at 241, is hardly an exceptional concept
in the tax realm. See Commissioner v. Tufts, 461 U.S. 300 (1983); Hillshoro Nat'| Bank v. Commissioner,

460 U.S. 370 (1983).
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Moreover, the debt is frequently incurred to acquire gambling chips, and not
money. Although casinos attach a dollar value to each chip, that value, unlike
money’s, is not beyond dispute, particularly given the illegality of gambling debts
in the first place. This proposition is supported by the facts of the present case.
Resorts gave Zarin $3.4 million dollars of chips in exchange for markers evidenc-
ing Zarin’s debt. If indeed the only issue was the enforceabilty of the entire debt,
there would have been no settlement. Zarin would have owed all or nothing. In-
stead, the parties attached a value to the debt considerably lower than its face val-
ue. In other words, the parties agreed that given the circumstances surrounding
Zarin’s gambling spree, the chips he acquired might not have been worth $3.4
million dollars, but were worth something. Such a debt cannot be called liquidat-
ed, since its exact amount was not fixed until settlement.

To summarize, the transaction between Zarin and Resorts can best be character-
ized as a disputed debt, or contested liability. Zarin owed an unenforceable debt
of $3,435,000 to Resorts. After Zarin in good faith disputed his obligation to re-
pay the debt, the parties settled for $500,000, which Zarin paid. That $500,000
settlement fixed the amount of loss and the amount of debt cognizable for tax
purposes. Since Zarin was deemed to have owed $500,000, and since he paid Re-
sorts $500,000, no adverse tax consequences attached to Zarin as a result. [foot-
note omitted].

V.

In conclusion, we hold that Zarin did not have any income from cancellation of
indebtedness for two reasons. First, the Code provisions covering discharge of
debt are inapplicable since the definitional requirement in 1.R.C. § 108(d)(1) was
not met. Second, the settlement of Zarin’s gambling debts was a contested liabil-
ity. We reverse the decision of the Tax Court and remand with instructions to en-
ter judgment that Zarin realized no income by reason of his settlement with Re-
sorts.

STAPLETON, Circuit Judge, dissenting.
[C.J. Stapleton wrote an opinion agreeing with the Tax Court’s majority opinion.]
Notes and Questions:

1. Any other person would have had to pay $3.4M for 3.4M chips. How can the
239



majority conclude that their value is in dispute?

2. Zarin’s gambling attracted crowds, which was good for the business of Resorts
International. Could the chips be regarded as compensation?
e Or does it go too far to argue that the “dominant purpose” of Resorts
International in giving chips to Zarin was to benefit itself by attracting
such crowds. Cf. Gotcher.

3. Does a compulsive gambler such as Mr. Zarin realize an accession to wealth or
“value” by gambling more?

4. Taxpayer argued that “discharge of his gambling debt was income from gam-
bling against which he may offset his losses.”
e This does not treat the loan and use of the chips as separate transac-
tions.

5. Should borrowing from a casino to purchase the casino’s chips be different
than borrowing from a furniture store to buy the store’s furniture or from a car
dealership to buy one of the dealership’s cars?

6. Articulate the policies behind state laws that make contracts unenforceable?
Do any of these policies suggest anything about whether there was an accession to
wealth and so also doi income?
e unconscionable contracts are not enforceable because of unequal bar-
gaining power;
o illegal contracts are not enforceable because the state will not lend its
assistance to enforce an illegal bargain;
e some contracts are unenforceable because the state deems normal pre-
sumptions about rationality and the ability to know what is beneficial
to oneself inapplicable in certain circumstances, e.g., contract with a
minor or incompetent.

7. The majority relies heavily on § 108(d)(1). Why? Is this provision applicable
to the case at all?

8. What is left of the liquidated debt doctrine?
e What if the debtor reaches a compromise with the creditor, but never
actually disputed that he owed the creditor a sum certain? See Melvin
v. Commissioner, T.C. Memo 2009-199, 2009 WL 2869816 (2009);
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Rood v. Commissioner, TC Memo 1996-248, 1996 WL 280899 (1996)
(gambling debt).

9. You should be aware of the rule of § 108(e)(5) for purchase price reductions.
How does that rule apply when the seller of a service lends money to a customer
to purchase the service?

10. Consider:

10a. Taxpayer engaged the services of Attorney and incurred a bill of
$1000. The fmv of taxpayer’s assets is $10,000, and taxpayer has
$5000 of cash. Taxpayer has liabilities of $25,000. Taxpayer was most
interested in not parting with any cash and so entered an agreement to
do 80 hours of filing and word processing for Attorney. After taxpayer
performed these services, Attorney told taxpayer that “you owe me
nothing.” Now taxpayer’s liabilities are $24,000, and she has assets
with fmv = $10,000 plus $5000 cash. How much doi income must
Taxpayer report?

o See Canton v. United States, 226 F.2d 313, 317-18 (8" Cir.

1955), cert. denied, 350 U.S. 965 (1956).

10b. Taxpayer borrowed $25,000 from her uncle to pay for her third
year of law school at one of America’s “Best Value Law Schools” (ac-
cording to preLaw Magazine). Taxpayer and her uncle formalized the
arrangement in writing, taxpayer to pay 6% interest on her declining
balance once she began making payments to her uncle after complet-
ing law school. At Taxpayer’s commencement day party, her uncle
announced to her that “I forgive the loan | made to you. You are free
and clear as far as I’m concerned.” At the time, Taxpayer’s liabilities
(including the $25,000 owed to her uncle) did not exceed the fmv of
her assets. How much doi income must taxpayer report?

10c. Taxpayer, a highly skilled craftsman, entered into a contract to
produce a custom-made table for Customer’s dining room. Customer
paid Taxpayer $2000 on the day they entered the agreement with a
promise to pay $2000 more on delivery. Taxpayer was to deliver the
table six months after signing. Taxpayer never got around to producing
the table. At first, Customer patiently waited past the contractual dead-
line for the table, but finally sued for a refund of the $2000. Customer
had waited more than 6 years to bring the suit, so it was dismissed as
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not having been brought within the limitation period.
e True or false: Taxpayer does not have doi income because the debt is
unenforceable.
0 See, e.g., Securities Co. v. United States, 85 F. Supp. 532,
(S.D.N.Y. 1948).

e 10d. Taxpayer took his automobile to Repair Shop to have some rou-
tine maintenance work done. Repair Shop promised to do the work for
$300. When Taxpayer returned to pick up his automobile, he told Re-
pair Shop that he only had $250 in cash, but would get the rest by to-
morrow. Repair Shop manager responded by saying, “Gimme the $250
and forget the rest.” Taxpayer is solvent throughout. How much doi
income must Taxpayer report?

e 10e. Bank is a debtor to its depositors. The agreement between Bank
and depositors provides for a penalty on early withdrawals of certifi-
cates of deposit by depositors. The penalty is assessed at the time of
withdrawal by simply reducing the interest rate that the Bank had pre-
viously promised to pay depositor from 3% to 1.75%. Hence Bank
pays depositor less than it had promised to pay depositor at the time
the certificate of deposit was purchased. May Bank report the early
withdrawal penalties that it “collects” as doi income?

0 See United States v. Centennial Savings Bank FSB, 499 U.S.
573 (1991).

IV. Section 108(a)'s Other Provisions

Section 108 codifies and limits court-developed rules that govern the discharge of

indebtedness of debtors who are in bankruptcy or insolvent. Section 108 also pro-

vides rules governing discharge of indebtedness of a (1) taxpayer’s qualified farm

indebtedness (8 108(a)(1)(C)), (2) a non-subchapter C taxpayer’s qualified real

property business indebtedness (8 108(a)(1)(D)), and (3) a taxpayer’s qualified

principal residence indebtedness discharged before January 1, 2017
(8 108(a)(1)(D)).

e “Qualified farm indebtedness” is debt (but not purchase money debt)

that a taxpayer incurred “in connection with” taxpayer’s operation of a

farming trade or business, § 108(g)(1). The lender — and so the party
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discharging the debt — must be a government agency or an unrelated
person engaged in the business of lending, § 108(g)(1)(B) (referencing
849(a)(1)(D)(iv)). After making adjustments to tax attributes under
the insolvency provisions of § 108, § 108(g)(3)(D), a solvent taxpayer
may exclude debt that the lender discharges up to the sum of taxpay-
er’s adjusted tax attributes plus the aggregate adjusted bases of trade or
business property or property held for the production of income.
88 108(g)(3)(A), 108(g)(3)(C). Taxpayer then reduces tax attributes as
per 8 108(b) and § 108(g)(3)(B). Section 1017(b)(4) governs the bases
reduction(s). The “qualified farm indebtedness” rules give solvent
farmers many of the benefits that § 108 gives to insolvent debtors.

“Qualified real property business indebtedness” is debt (other than
“qualified farm indebtedness”) that taxpayer incurs or assumes “in
connection with” real property that secures the debt that taxpayer uses
in a trade or business. § 108(c)(3)(A). The amount discharged reduces
the bases of taxpayer’s “depreciable real property” to the extent that
the loan principal immediately before the discharge exceeds the fmv of
such property (less the principal amount of any other loans that the
same property secures). 8 108(c)(2)(A). Section 1017(b)(3)(F) governs
the bases reduction(s). The amount of such basis reduction(s) cannot in
the aggregate exceed the adjusted bases of all of taxpayer’s deprecia-
ble real property determined after reduction of tax attributes because of
insolvency or bankruptcy or for reduction of qualified farm indebted-
ness. §108(c)(2)(B). This provision should reduce the incentive of a
taxpayer to walk away from encumbered property that is (or was) “un-
der water,” despite the fact that a lender has been willing to discharge
some of the debt.

“Qualified principal residence indebtedness” is up to $2M of debt that
taxpayer incurred to acquire, construct, or substantially improve tax-
payer’s principal residence, which secures the loan. 8§ 108(h)(2),
8 108(h)(5). The amount discharged reduces taxpayer’s basis in the
home, but not below $0. § 108(h)(1). Congress enacted § 108(a)(1)(E)
in response to the financial crisis and to encourage homeowners not to
default on their home mortgages when they are “under water.” Notice
that unlike the case of “qualified real property business indebtedness,”
the amount of permissible basis reduction is the taxpayer’s basis in the
home, not the amount by which taxpayer’s basis exceeds the proper-
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ty’s fmv. This provision will not apply to discharges of “qualified
principal residence indebtedness” that occur before January 1, 2017.

Another measure that Congress adopted in response to the financial
crisis is § 108(i). During the ongoing financial crisis, corporations may
have engaged in Kirby Lumber-type transactions, i.e., they may have
purchased their own debt for less than the amount that they borrowed.
Corporations and other taxpayers engaged in a trade or business may
have restructured their debts by acquiring them for cash, for another
(modified) debt instrument, or for an equity interest. A business with
serious cash flow problems — which gave rise to the restructuring in
the first place — may not have been in a position to pay income tax on
resulting doi income because doi income is not income that a taxpayer
realizes in cash. Section 108(i) permits taxpayers with doi income re-
sulting from the reacquisition of debt during 2009 and 2010 to defer
recognition until 2014 and then to recognize a ratable portion of that
debt until 2018. § 108(a)(1).

V. Transactions Involving Property Subject to a Loan

Taxpayer may use the proceeds of a loan — perhaps from the seller of property or
from a third-party lender — to purchase property and to give the property so pur-
chased as security or collateral for the loan. Such property is “encumbered by” or
“subject to” the outstanding principal amount of the loan. Can borrower count the
money that he borrowed as part of his basis when in fact taxpayer did not pur-
chase the property with after-tax money?

Yes. Borrower has an obligation to repay the loan and will repay it with
money that has been subject to income tax. It does not matter whether bor-
rower borrowed the money from the seller or a third party.

When borrower sells the property subject to the loan, the buyer will pay
the fmv of the property minus the loan balance. The buyer is treated as
having paid the borrower/seller cash equal to the amount of the loan bal-
ance. Thus, the seller must include the loan balance in his “amount real-
ized” under § 1001(a).

Once we permit the borrower to use untaxed borrowed funds to obtain ba-
sis in property, the rest of the analysis must follow.

We assume that the borrower will honor his obligation to repay the loan.
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e Consider:

o Taxpayer owns Blackacre. She bought it for $10,000, and its ab =
$10,000. At a time when the fmv of Blackacre was $50,000, Tax-
payer borrowed $30,000 and put up Blackacre as collateral. Tax-
payer sold Blackacre to Buyer who paid her $20,000 cash and as-
sumed the $30,000 loan secured by Blackacre. What is Taxpayer’s
taxable gain?

May taxpayer treat the amount borrowed as part of his adjusted ba-

sis in the property? Why?

e Taxpayer borrows $30,000 from Bank. Taxpayer uses the bor-
rowed money to purchase Whiteacre for $30,000; taxpayer also
gives a mortgage to Bank. Taxpayer sold Whiteacre to Buyer
for $20,000 cash plus assumption of the $30,000 loan. What is
taxpayer’s taxable gain?

e May taxpayer treat the amount borrowed as part of his adjusted
basis in the property? Why?

e When do loan proceeds count in basis? When do they not count
in basis? What does the Supreme Court say about this in Tufts,
infra? Keep track of the amount of gross income on which tax-
payer should have paid income tax.

e Consider the following two arrangements by which lender and borrower
might structure a loan:

Recourse obligation: A recourse obligation is one for which the borrower is per-
sonally liable. In the event that the borrower defaults and the collateral that the
borrower put up to obtain the loan is insufficient to satisfy the borrower’s obliga-
tion, the lender may pursue other assets of the borrower in order to satisfy the
debt. The risk that a loss may occur because the fmv of the property decreases
prior to default thus falls on the borrower.

e This point may encourage a borrower to pay down a loan, even when its
principal amount is greater than the fmv of the property securing the loan.
Otherwise, the borrower may lose other assets that he owns.

o If the creditor accepts the collateral as full payment, taxpayer must recog-
nize gain on the disposition of the collateral as if he had sold it for its fmv.

e If the creditor accepts the collateral as full payment and the fmv of the
property is less than the principal amount of the loan, the difference is doi
income. Gehl, supra.
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Nonrecourse obligation: A nonrecourse obligation is one for which the borrower
is not personally liable. Thus, in the event of the borrower’s default, the lender
may pursue only the property offered as collateral for the loan. The risk that a
loss may occur because the fmv of the property decreases prior to default thus
falls entirely on the lender.

When the fmv of the property is greater than the loan amount, the borrow-
er has an economic incentive to continue making payments on the loan. A
borrower should willingly repay a nonrecourse loan of $80 in order to ob-
tain property whose fmv is $100.

But: if the fmv of the property is less than the outstanding balance of a
nonrecourse loan, the borrower may (should?) profitably “walk away.”
After all, why should a borrower pay down a nonrecourse loan of $100 in
order to obtain a piece of property whose fmv is $80?

o This point provides encouragement for lenders to reduce the
amount of nonrecourse debt that borrowers owe them when the
value of the underlying collateral decreases. Cf. § 108(a)(1)(C, D,
E).

If a nonrecourse borrower defaults on a loan and surrenders the property
he put up as collateral whose fmv is less than the loan principal, exactly
how much doi results from a freeing of assets?

o0 This question may arise when a borrower sells or surrenders prop-
erty subject to a nonrecourse obligation at a time when the fmv of
the underlying property is less than the principal of the nonre-
course obligation.

= What would be the rule if the obligation were a recourse
obligation?

Arguably, a taxpayer who sells or surrenders property subject to a nonre-
course obligation should be permitted to deduct loss to the extent § 165
permits. The loss on the sale or surrender of property subject to a non-
recourse obligation would be the adjusted basis in the property minus its
fmv. Prior to Tufts, this was the position many taxpayers took upon sale
or surrender of property subject to a nonrecourse obligation because

[t]he return of a note which represents no personal liability of a
taxpayer does not free any assets except those from which the note
might otherwise have been paid. Since the underlying theory of in-
come from cancellation of indebtedness is the freeing of the debt-
or's assets from liability for the debt, any such income is limited to
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the amount of assets freed by the cancellation.
Collins v. CIR, T.C. Memo 1963-285, 1963 WL 613 (1963).

e How does the treatment that taxpayers routinely accorded loss proper-
ty subject to a nonrecourse obligation violate the first guiding principle
of the income tax noted in chapter 1, supra?

e Notice the contention of the taxpayer in the following important case.

Commissioner v. Tufts, 461 U.S. 300 (1983).
JUSTICE BLACKMUN delivered the opinion of the Court.

Over 35 years ago, in Crane v. Commissioner, 331 U.S. 1 (1947), this Court ruled
that a taxpayer, who sold property encumbered by a nonrecourse mortgage (the
amount of the mortgage being less than the property’s value), must include the
unpaid balance of the mortgage in the computation of the amount the taxpayer
realized on the sale. The case now before us presents the question whether the
same rule applies when the unpaid amount of the nonrecourse mortgage exceeds
the fair market value of the property sold.

I

On August 1, 1970, respondent Clark Pelt, a builder, and his wholly owned corpo-
ration, respondent Clark, Inc., formed a general partnership. The purpose of the
partnership was to construct a 120-unit apartment complex in Duncanville, Tex., a
Dallas suburb. Neither Pelt nor Clark, Inc., made any capital contribution to the
partnership. Six days later, the partnership entered into a mortgage loan agree-
ment with the Farm & Home Savings Association (F&H). Under the agreement,
F&H was committed for a $1,851,500 loan for the complex. In return, the part-
nership executed a note and a deed of trust in favor of F&H. The partnership ob-
tained the loan on a nonrecourse basis: neither the partnership nor its partners as-
sumed any personal liability for repayment of the loan. Pelt later admitted four
friends and relatives, respondents Tufts, Steger, Stephens, and Austin, as general
partners. None of them contributed capital upon entering the partnership.

The construction of the complex was completed in August, 1971. During 1971,
each partner made small capital contributions to the partnership; in 1972, howev-
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er, only Pelt made a contribution. The total of the partners’ capital contributions
was $44,212. In each tax year, all partners claimed as income tax deductions their
allocable shares of ordinary losses and depreciation. The deductions taken by the
partners in 1971 and 1972 totalled $439,972. Due to these contributions and de-
ductions, the partnership’s adjusted basis in the property in August, 1972, was
$1,455,740.

In 1971 and 1972, major employers in the Duncanville area laid off significant
numbers of workers. As a result, the partnership’s rental income was less than
expected, and it was unable to make the payments due on the mortgage. Each
partner, on August 28, 1972, sold his partnership interest to an unrelated third par-
ty, Fred Bayles. As consideration, Bayles agreed to reimburse each partner’s sale
expenses up to $250; he also assumed the nonrecourse mortgage.

On the date of transfer, the fair market value of the property did not exceed
$1,400,000. Each partner reported the sale on his federal income tax return and
indicated that a partnership loss of $55,740 had been sustained.®® The Commis-
sioner of Internal Revenue, on audit, determined that the sale resulted in a part-
nership capital gain of approximately $400,000. His theory was that the partner-
ship had realized the full amount of the nonrecourse obligation.®

Relying on Millar v. Commissioner, 577 F.2d 212, 215 (CA3), cert. denied, 439
U.S. 1046 (1978), the United States Tax Court, in an unreviewed decision, upheld
the asserted deficiencies. The United States Court of Appeals for the Fifth Circuit
reversed. That court expressly disagreed with the Millar analysis, and, in limiting
Crane v. Commissioner, supra, to its facts, questioned the theoretical underpin-
nings of the Crane decision. We granted certiorari to resolve the conflict.

59 The loss was the difference between the adjusted basis, $1,455,740, and the fair market value of
the property, $1,400,000. ... [You should recognize that this was the treatment that the Tax Court

accorded such transactions in Collins, supra.]

60 The Commissioner determined the partnership’s gain on the sale by subtracting the adjusted
basis, $1,455,740, from the liability assumed by Bayles, $1,851,500. Of the resulting figure, $395,760,
the Commissioner treated $348,661 as capital gain, pursuant to § 741 of the Internal Revenue Code
of 1954, and $47,099 as ordinary gain under the recapture provisions of § 1250 of the Code. The
application of § 1250 in determining the character of the gain is not at issue here.
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... Section 1001 governs the determination of gains and losses on the disposition
of property. Under § 1001(a), the gain or loss from a sale or other disposition of
property is defined as the difference between “the amount realized” on the dispo-
sition and the property’s adjusted basis. Subsection (b) of § 1001 defines
“amount realized:” “The amount realized from the sale or other disposition of
property shall be the sum of any money received plus the fair market value of the
property (other than money) received.” At issue is the application of the latter
provision to the disposition of property encumbered by a nonrecourse mortgage of
an amount in excess of the property’s fair market value.

A

In Crane v. Commissioner, supra, this Court took the first and controlling step
toward the resolution of this issue. Beulah B. Crane was the sole beneficiary un-
der the will of her deceased husband. At his death in January, 1932, he owned an
apartment building that was then mortgaged for an amount which proved to be
equal to its fair market value, as determined for federal estate tax purposes. The
widow, of course, was not personally liable on the mortgage. She operated the
building for nearly seven years, hoping to turn it into a profitable venture; during
that period, she claimed income tax deductions for depreciation, property taxes,
interest, and operating expenses, but did not make payments upon the mortgage
principal. In computing her basis for the depreciation deductions, she included
the full amount of the mortgage debt. In November, 1938, with her hopes unful-
filled and the mortgagee threatening foreclosure, Mrs. Crane sold the building.
The purchaser took the property subject to the mortgage and paid Crane $3,000;
of that amount, $500 went for the expenses of the sale.

Crane reported a gain of $2,500 on the transaction. She reasoned that her basis in
the property was zero (despite her earlier depreciation deductions based on in-
cluding the amount of the mortgage) and that the amount she realized from the
sale was simply the cash she received. The Commissioner disputed this claim.
He asserted that Crane’s basis in the property, under [what is now 8 1014] was the
property’s fair market value at the time of her husband’s death, adjusted for de-
preciation in the interim, and that the amount realized was the net cash received
plus the amount of the outstanding mortgage assumed by the purchaser.
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Taxpayer’s equity in property: Taxpayer’s “equity in property” is the value of
taxpayer’s ownership interest. If the property is subject to a liability, then tax-
payer’s equity interest EQUALS the fmv of the property MINUS the liability to
which the property is subject.

In upholding the Commissioner’s interpretation of § [1014] [footnote omitted],
the Court observed that to regard merely the taxpayer’s equity in the property as
her basis would lead to depreciation deductions less than the actual physical dete-
rioration of the property, and would require the basis to be recomputed with each
payment on the mortgage. The Court rejected Crane’s claim that any loss due to
depreciation belonged to the mortgagee. The effect of the Court’s ruling was that
the taxpayer’s basis was the value of the property undiminished by the mortgage.

Boot: The term “boot” comes from the idiomatic phrase “to boot.” This common
idiom has become an important concept in much of tax law. In this case, there
was an exchange of property for assumption of a mortgage, plus a little cash
“to boot.” Depending on how much tax law you study, this is most certainly not
the last time or the only context in which you will encounter the word.

The Court next proceeded to determine the amount realized under [what is now
§ 1001(b)]. In order to avoid the “absurdity,” of Crane’s realizing only $2,500 on
the sale of property worth over a quarter of a million dollars, the Court treated the
amount realized as it had treated basis, that is, by including the outstanding value
of the mortgage. To do otherwise would have permitted Crane to recognize a tax
loss unconnected with any actual economic loss. The Court refused to construe
one section of the Revenue Act so as “to frustrate the Act as a whole.”

Crane, however, insisted that the nonrecourse nature of the mortgage required dif-
ferent treatment. The Court, for two reasons, disagreed. First, excluding the non-
recourse debt from the amount realized would result in the same absurdity and
frustration of the Code. Second, the Court concluded that Crane obtained an eco-
nomic benefit from the purchaser’s assumption of the mortgage identical to the
benefit conferred by the cancellation of personal debt. Because the value of the
property in that case exceeded the amount of the mortgage, it was in Crane’s eco-
nomic interest to treat the mortgage as a personal obligation; only by so doing
could she realize upon sale the appreciation in her equity represented by the
$2,500 boot. The purchaser’s assumption of the liability thus resulted in a taxable
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economic benefit to her, just as if she had been given, in addition to the boot, a
sum of cash sufficient to satisfy the mortgage.5*

In a footnote, pertinent to the present case, the Court observed:

“Obviously, if the value of the property is less than the amount of the
mortgage, a mortgagor who is not personally liable cannot realize a benefit
equal to the mortgage. Consequently, a different problem might be en-
countered where a mortgagor abandoned the property or transferred it sub-
ject to the mortgage without receiving boot. That is not this case.” 331
U.S. at 14, n. 37.

B

This case presents that unresolved issue. We are disinclined to overrule Crane,
and we conclude that the same rule applies when the unpaid amount of the nonre-
course mortgage exceeds the value of the property transferred. Crane ultimately
does not rest on its limited theory of economic benefit; instead, we read Crane to
have approved the Commissioner’s decision to treat a nonrecourse mortgage in
this context as a true loan. This approval underlies Crane’s holdings that the
amount of the nonrecourse liability is to be included in calculating both the basis
and the amount realized on disposition. That the amount of the loan exceeds the
fair market value of the property thus becomes irrelevant.

When a taxpayer receives a loan, he incurs an obligation to repay that loan at
some future date. Because of this obligation, the loan proceeds do not qualify as
income to the taxpayer. When he fulfills the obligation, the repayment of the loan
likewise has no effect on his tax liability.

Another consequence to the taxpayer from this obligation occurs when the tax-
payer applies the loan proceeds to the purchase price of property used to secure
the loan. Because of the obligation to repay, the taxpayer is entitled to include the

61 Crane also argued that, even if the statute required the inclusion of the amount of the nonre-
course debt, that amount was not Sixteenth Amendment income because the overall transaction had
been “by all dictates of common sense ... a ruinous disaster.” The Court noted, however, that Crane
had been entitled to and actually took depreciation deductions for neatly seven years. To allow her
to exclude sums on which those deductions were based from the calculation of her taxable gain
would permit her “a double deduction ... on the same loss of assets.” The Sixteenth Amendment, it

was said, did not require that result.
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amount of the loan in computing his basis in the property; the loan, under § 1012,
is part of the taxpayer’s cost of the property. Although a different approach might
have been taken with respect to a nonrecourse mortgage loan,%? the Commissioner
has chosen to accord it the same treatment he gives to a recourse mortgage loan.
The Court approved that choice in Crane, and the respondents do not challenge it
here. The choice and its resultant benefits to the taxpayer are predicated on the
assumption that the mortgage will be repaid in full.

When encumbered property is sold or otherwise disposed of and the purchaser
assumes the mortgage, the associated extinguishment of the mortgagor’s obliga-
tion to repay is accounted for in the computation of the amount realized. [foot-
note omitted]. See United States v. Hendler, 303 U.S. 564, 566-567 (1938). Be-
cause no difference between recourse and nonrecourse obligations is recognized
in calculating basis [footnote omitted], Crane teaches that the Commissioner may
ignore the nonrecourse nature of the obligation in determining the amount real-
ized upon disposition of the encumbered property. He thus may include in the
amount realized the amount of the nonrecourse mortgage assumed by the pur-
chaser. The rationale for this treatment is that the original inclusion of the amount
of the mortgage in basis rested on the assumption that the mortgagor incurred an
obligation to repay. Moreover, this treatment balances the fact that the mortgagor
originally received the proceeds of the nonrecourse loan tax-free on the same as-
sumption. Unless the outstanding amount of the mortgage is deemed to be real-

62 The Commissioner might have adopted the theory, implicit in Crane’s contentions, that a nonre-
course mortgage is not true debt, but, instead, is a form of joint investment by the mortgagor and
the mortgagee. On this approach, nonrecourse debt would be considered a contingent liability, un-
der which the mortgagor’s payments on the debt gradually increase his interest in the property while
decreasing that of the mortgagee. Note, Federal Income Tax Treatment of Nonreconrse Debt, 82 COLUM.
L. REV. 1498, 1514 (1982); Lurie, Mortgagor’s Gain on Mortgaging Property for More than Cost Without Per-
sonal Liability, 6 TAX L. REV. 319, 323 (1951); ¢f. Brie