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Preface

As one, lone law professor, | have little direct ability to reduce tuition costs for my students.
When writing this textbook, however, | decided to decline expressions of interest from the legacy
legal publishers in favor of making this textbook available as a free download over the internet (in
pdf and Word formats, as well as ePub format for iPads and Mobi format for Kindles. Fortunately,
eLangdell (a division of CALLI, the Center for Computer-Assisted Legal Instruction) has been an
ideal partner in this regard. At-cost print versions can also be ordered at the eLangdell website.

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

A Teacher’s Manual is available for professors who adopt the book (or parts of it) for use in
their course.

This textbook is not intended to be an exhaustive treatise; rather, it is intended to be far more
useful than that for beginning tax law students by equipping the novice not merely with unmoored
detail but rather with a rich blueprint that illuminates the deeper structural framework on which
that detail hangs (sometimes crookedly). Chapter 1 outlines the conceptual meaning of the term
“income” for uniquely tax purposes (as opposed to financial accounting or trust law purposes, for
example) and examines the Internal Revenue Code provisions that translate this larger conceptual
construct into positive law. Chapter 2 explores various forms of consumption taxation because the
modern Internal Revenue Code is best perceived as a hybrid income-consumption tax that also
contains many provisions—for wise or unwise nontax policy reasons—that are inconsistent with
both forms of taxation. Chapter 3 then provides students with the story of how we got to where we
are today, important context about the distribution of the tax burden, the budget, and economic
trends, as well as material on ethical debates, economic theories, and politics as they affect
taxation.

Armed with this larger blueprint, students are then in a much better position to see how the
myriad pieces that follow throughout the remaining 18 chapters fit into this bigger picture, whether
comfortably or uncomfortably. For example, they are in a better position to appreciate how
applying the income tax rules for debt to a debt-financed investment afforded more favorable
consumption tax treatment creates tax arbitrage problems. Congress and the courts then must
combat these tax shelter opportunities with both statutory and common law weapons. Stated
another way, students are in a better position to appreciate how the tax system can sometimes be
used to generate (or combat) unfair and economically inefficient rent-seeking behavior.

The term “economic rents” here has a special meaning to economists that has nothing to do
with the common meaning of that word to those who pay money to a landlord to live in a flat. One



way to define “rents” in this sense is to say that they are wealth accessions enjoyed by a person
(the rentier) that would not have occurred in a perfectly competitive and transparent economy.
Rent, in this special sense, represents the mere shift of wealth from others to the rentier (rather
than the creation of new wealth) through a manipulation of the social or economic environment to
enrich oneself or, in the pithy words of the The Economist magazine, “[c]utting yourself a bigger
slice of the cake rather than making the cake bigger.”! Blackmail is a form of illegal rent-seeking
behavior, but much rent-seeking behavior is perfectly legal. In the tax environment, it can mean a
“profit” that is nothing more than a transfer, in effect, from the Treasury (other taxpayers) to the
rentier, a phenomenon that raises not only economic efficiency concerns but fairness concerns.
Rent-seeking behavior is a significant problem in today’s economy—both inside and outside the
tax system?—but the tax system can also provide policy makers with a ready tool to combat such
behavior (if they wish to use it).

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

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

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

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

! www.economist.com/economics-a-to-z/r.

2 Cf. Adam Liptak, First Amendment, “Patron Saint “of Protester, Is Embraced by Corporations, at
http://www.nytimes.com/2015/03/24/us/first-amendment-patron-saint-of-protesters-is-embraced-by-
corporations.html?_r=0 (quoting Professor John Coates of Harvard as writing, “Concentrated, moneyed interests ...
are ... increasing the share of the economy devoted to rent-seeking rather than productive activity”).

3 Jeffrey Y. Yablon, 100 Years of the Tax Code: 100 Tax Quotes, 140 TAX NOTES 1617 (2013).
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inextricably interrelated, as tax dollars create the common physical and intangible infrastructure
that permits the flourishing of both human capital and the economy. Fascinating stuff!

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

I have provided hyperlinks to certain Internal Revenue Code sections and Treasury
Regulations where | thought it would be helpful or appropriate (e.g., the first time a Code
section is cited on a page or when | specifically instruct the reader to consult the source).
Those with a hyperlink are underlined. Those without hyperlinks are not underlined. The
hyperlinks take you to the Legal Information Institute’s web page (Cornell University), which is
an open access site.

Case excerpts are often abbreviated to be more manageable as pedagogical tools (especially in
light of the many demands on student time). Case footnotes that are included use their original
numbering and are enclosed in brackets. My own original footnotes are not bracketed.

Senator Everett Dirksen is famously thought to have once said: “A billion here, a billion there,
and pretty soon you’re talking about real money.”* At different points in this book, some very large
numbers are inevitably used, including millions, billions, and trillions. As they all use the same
word ending, sometimes it is easy to lose sight of the magnitude of differences among them. For
example, studies show that many people unconsciously estimate 1 billion to be about a third larger
than 1 million because it contains three additional zeros when written in numerals (1,000,000,000
versus 1,000,000), but one billion is in fact 1,000 millions. And one trillion is 1,000 billions.

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

Finally, you will learn in the Introduction that Congress enacts our tax laws, as signed by the
President. Here is one bit of context to keep in mind as you move through the course: the majority
of members of Congress are millionaires.® “If the idea of Congress was that you have the butcher,
baker, candlestick maker representing the people, we’ve come to a system where we certainly
don’t have that anymore.”®

I would like to thank several tax law professors who served as peer reviewers for many of the

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

5 See Karl Evers-Hillstrom, Majority of Lawmakers in 116™ Congress are Millionaires,
https://www.opensecrets.org/news/2020/04/majority-of-lawmakers-millionaires/.

6 Richard Rubin, Second-Home Deduction Future Depends on Congress Using It, at
www.bloomberg.com/news/2013-07-23/second-home-deduction-future-depends-on-congress-using-it.html..
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chapters in this book. Their comments were substantive and insightful, and they resulted in
material changes in the course of my final revisions that substantially improved the book. After
working on this textbook for nearly two and one-half years, | was so close to it that | could no
longer see some of the ways in which it could be improved, and | deeply appreciate the time and
effort that they took in their careful reviews. In alphabetical order, they are Ellen Aprill, Neil
Buchanan, Pat Cain, Adam Chodorow, Leandra Lederman, Roberta Mann, and Kerry Ryan. Many
thanks!

| would like to dedicate this textbook to the many, many Cleveland State University College of
Law students that I have had the pleasure of having in my classroom since | began teaching law in
1989. You rock!

The 1.0 version of this textbook was published in 2014, the 2.0 version in 2015, the 3.0 version
in 2016, the 4.0 version in 2017, the 5.0 version in 2018, the 6.0 version in 2019, the 7.0 version
in 2020, the 8.0 version in 2021, and the 9.0 version in 2022. This tenth (2023) edition is current
through December 15, 2022, and it will be my last, as I shift to retirement. Happy journey!

Deborah A. Geier

Professor Emeritus of Law

Cleveland State University College of Law

My bio can be found at: https://www.law.csuohio.edu/meetcmlaw/faculty/geier
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Introduction

Congratulations, law student, on your smart decision to take the introductory course exploring
the U.S. Federal income taxation of individuals! Nervous? Don’t be. I want to take some time to
dispel several misapprehensions about the study and practice of tax law.

Some law students believe that tax lawyers spend their time filling out annual income tax
returns. Even John Grisham—a lawyer (though not a tax lawyer) before becoming a novelist—
wrote the following opening paragraph in Chapter 29 of his novel The Firm, the hero of which was
(wait for it) a tax lawyer.

A week before April 15, the workaholics at Bendini, Lambert & Locke [a boutique tax
firm] reached maximum stress and ran at full throttle on nothing but adrenaline. And
fear. Fear of missing a deduction or a write-off or some extra depreciation that would
cost a rich client an extra million or so. Fear of picking up the phone and calling the
client and informing him that the return was now finished and, sorry to say, an extra
eight hundred thousand was due. Fear of not finishing by the fifteenth and being forced
to file extensions and incurring penalties and interest. The parking lot was full by 6
a.m. The secretaries worked twelve hours a day. Tempers were short. Talk was scarce
and hurried.!

A good read—but an absolutely ridiculous description of tax law practice! How boring that
would be. The only annual tax return | have ever completed is my own. While some tax lawyers
(particularly in smaller firms) may complete annual tax returns for their clients as an ancillary
service to them, most tax lawyers in law firms (and tax lawyers providing tax consulting services
in accounting firms, as opposed to compliance services) typically are transactional lawyers who
advise clients in structuring transactions in a tax-efficient manner—whether the “transaction” is a
personal one, such as a divorce, or a business one, such as a corporate merger. Tax practice is,
therefore, forward-looking and can be very creative. Other tax lawyers work in resolving tax
disputes between taxpayers and the Federal government, first through Internal Revenue Service
(IRS) internal appeals processes and second, if necessary, through litigation.

In addition, some students worry that they will be at a significant disadvantage in this course if
they believe themselves to be bad at math (or “maths,” as my British friends say) or if they never
took accounting or business classes as an undergraduate. Balderdash! My undergraduate major
was Psychology, and | was also a Registered Nurse in Maternity Surgery for seven years. Yet, |
practiced tax law with the Wall Street firm of Sullivan & Cromwell. (I would have laughed out
loud if anyone had told me on the first day of law school that | would become a tax lawyer, but |
took my first tax law class and was hooked.) Moreover, | am living proof that you need not be a
math whiz to be a tax lawyer. While simple math (such as addition, subtraction, multiplication,
and division) is often necessary to illustrate the underlying principle at stake, tax law is a deeply
conceptual body of law based on primary principles surrounding the meaning of the word
“income” for tax purposes. Tax law practice is not financial accounting and has little to do with
“generally accepted accounting principles.” Indeed, what makes perfect sense in creating an
income statement for financial accounting purposes can violate fundamental income tax principles

1 JOHN GRISHAM, THE FIRM 363 (Dell Publishing paperback ed. 1991).
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by inadvertently providing consumption tax treatment through the backdoor—an irrelevant
concern for financial accounting purposes—or even providing better-than-consumption-tax
treatment in the form of tax shelter “profits.” Where accounting majors might have a teensy-
weensy initial advantage is in familiarity with some of the nomenclature (if they have heard tax
terms of art before), but that is quickly overcome. Just as your first-year law professors assumed
that you had no prior knowledge of contracts, torts, or criminal law, this book assumes no prior
knowledge. Here is where you are expected to learn about the subject matter, not before arriving
here. Some of the best tax law students, in my opinion, are English majors because they have had
lengthy practice in reading language carefully, which brings me to my next point.

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

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

This textbook focuses on the Federal income tax as it applies to the individual, whether that
individual is an employee, the sole proprietor of a business, or the sole owner of a limited liability
company (LLC), an entity created under state law through which the business is conducted. To
explore the latter two categories, think of a plumber who “works for himself,” as the saying goes.
The plumber may choose to operate his plumbing business directly, without creating any state law
entity (a sole proprietorship), or he may choose to house the business in an LLC that he creates
under state law. So long as our plumber owns 100% of the LLC ownership interests, the existence
of the LLC is usually ignored for Federal income tax purposes, as though the owner owns the
business directly as a sole proprietor. In tax jargon, single-owner LLCs are “disregarded entities.”
The LLC’s Gross Income and allowable deductions appear on the owner’s individual tax return.

Many of you may go on to other tax courses, such as the course examining the income tax
consequences of operating a business through a corporation, partnership, or multi-owner LLC.
Some will take the course exploring the Federal income tax consequences of international
transactions or the course examining the gift and estate tax consequences of wealth transfers from
one generation to the next. And more. This course provides the solid foundation for them all.

As a tax lawyer, | cannot resist dropping a quotation from the late Erwin N. Griswold, former
tax lawyer, former Solicitor General of the United States, and former Dean of the Harvard Law
School, who once wrote:
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It is high time that tax lawyers rise up to defend themselves against the charge that tax
work is narrowing and stifling. On the contrary, it seems difficult to find a field which
leads practitioners more widely through the whole fabric of the law. A tort lawyer is a
tort lawyer, and a corporation lawyer is a corporation lawyer. But a tax lawyer must
deal constantly not only with statutes and committee reports and regulations, but also
with questions of property, contracts, agency, partnerships, corporations, equity,
trusts, insurance, procedure, accounting, economics, ethics, philosophy. [They] must
be broad in [their] background and in [their] outlook, if [they are] to deal with the
manifold problems which make up the modern field of tax law.?

Although written in 1944, the sentiment is truer today than ever before in “the modern field of tax
law.”

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

The legislative branch

Congress enacts tax statutes, which are periodically re-codified in Title 26 of the U.S. Code,
commonly referred to as the Internal Revenue Code of 1986, as amended.® Under the origination
clause of the U.S. constitution,* tax bills must originate in the House of Representatives, though
the clause adds that “the Senate may propose or concur with Amendments as on other Bills.”
Because of the last-quoted phrase, “in practice the Senate’s power to amend is generally
understood to be so broad that the Senate can replace the entire text of a bill that technically
originates in the House.””® Today the origination clause may mean little more than that the bill must
have an H.R. number (for House of Representatives) rather than an S. number (for Senate).

The most important (and powerful) Congressional committees in tax matters are the Ways and
Means Committee in the House and the Finance Committee in the Senate. If the bills passed by
the House and Senate, respectively, differ (as they virtually always do), a Conference Committee
is appointed to hammer out the differences. Once the conference bill is passed by both houses and
signed by the President, it becomes law.

The executive branch

The law that Congress enacts is not self-executing but rather must be administered by the
executive branch, primarily through the Treasury Department and the Internal Revenue Service,
with the latter being a semi-autonomous institution within the former. The Treasury Department,
through its Assistant Secretary for Tax Policy, played a particularly important role in tax reform
efforts in the 1980s, though its role in tax reform appears to be less pronounced today.

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

2 Erwin N. Griswold, The Need for a Court of Tax Appeals, 57 HARvV. L. REV. 1153, 1183-84 (1944).

3 Prior to the Tax Reform Act of 1986, the Code was referred to as the Internal Revenue Code of 1954, as amended.
The 1986 recodification accompanied fundamental reforms enacted in the Tax Reform Act of 1986, which you will
read about in Chapter 3. The Tax Cuts and Jobs Act enacted in late 2017 did not change the name of the Internal
Revenue Code, so it is still referred to as the Internal Revenue Code of 1986, as amended.

4 Article 1, § 7, clause 1.

5 ERIK M. JENSEN, THE TAXING POWER: A REFERENCE GUIDE TO THE UNITED STATES CONSTITUTION 171 (2005).
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in § 7805 of the Code, which empowers the Treasury to issue “all needful rules and regulations for
the enforcement of this title, including all rules and regulations as may be necessary by reason of
any alteration in law in relation to internal revenue.” Some commentators refer to § 7805
regulations as “interpretive” regulations because they further interpret the law enacted by Congress
by providing examples, resolving ambiguity, and filling in gaps. For example, you will learn in
Chapter 5 that § 119 allows employees to exclude from Gross Income the value of meals and
lodgings provided to them in kind by their employers only if they are furnished for the
“convenience of the employer,” but Congress does not define “convenience of the employer” in
the statute. Treasury defines those terms in Treas. Reg. 8 1.119-1 and provides several examples.

In addition, Congress sometimes specifically directs the Treasury in a particular Code section
to issue regulations that, in effect, create the law where Congress has not, referred to by some
commentators as “substantive” or “legislative” regulations (as opposed to interpretive regulations
issued under § 7805). The best example of this is found in § 1502, which delegates authority to the
Treasury to create the rules under which a group of commonly owned corporations can file a single,
consolidated tax return instead of separate returns. These regulations, found in Treas. Reg. 8
1.1502, are quite long, detailed, and comprehensive. Another good example is § 482, which
empowers the Treasury to issue regulations that allocate income, deductions, credits, etc., among
related entities in order to “clearly reflect the income” of each. Those of you who go on to the
course examining the Federal income tax consequences of international transactions will encounter
the complex “transfer pricing” regulations issued under this authority in Treas. Reg. § 1.482, which
seek to prevent cross-border income shifting between related entities through manipulated sales,
services, royalty, and interest rates and prices—particularly when it results in a shift to a tax haven
that does not have any real economic connection to the underlying business activities.

As these examples imply, the Treasury regulations pertaining to a particular Code section are
usually preceded by the number “1” and a period, though you will see a few preceded by a different
number (such as 301, 305, 31, 35, etc.) followed by a period (for procedural reasons).

Treasury regulations are issued in proposed form for public notice and comment in the Federal
Register before being made final. Tax lawyers are often very active in commenting on proposed
regulations, both as individuals and as members of professional organizations, such as the
American Bar Association Section of Taxation and the New York State Bar Association Section
of Taxation. The Treasury may (or may not) amend the proposed regulations before finalizing
them in reaction to suggestions from the practicing bar. Under 8 7805(b), final regulations can be
made applicable retroactive to the date on which first proposed to the public, though the Treasury
may decide to make them prospective only if the final regulations make significant changes to the
proposed regulations.

Some proposed regulations are also issued simultaneously as Temporary regulations if
immediate guidance is needed. Unlike proposed regulations, Temporary regulations are effective
immediately, but they automatically sunset in three years under § 7805(e)(2) if not made final by
then. Temporary regulations are indicated with the letter T in its notation, such as 8 1.263(a)-2T—
a regulation that lost its “T” in 2013 when it was made final.

While the statute enacted by Congress is the supreme source of legal authority (and so is your
best authority to cite in a legal memorandum or brief), Treasury regulations are not far behind.
Nevertheless, taxpayers sometimes argue in court that a particular Treasury regulation imposing
an unfavorable outcome is invalid as beyond Treasury’s interpretive authority or as inconsistent
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with its related statutory language. Such cases are very difficult, though not impossible, to win,
but they raise a subsidiary question. What level of judicial deference is accorded to Treasury
regulations by courts? More specifically, does the administrative law analysis provided in Chevron
v. Natural Resources Defense Council® govern judicial review of Treasury regulations? Under
Chevron, the first question is whether Congress has “directly addressed the precise question at
issue,” and this inquiry is made using the “traditional tools of statutory construction.” If the
reviewing court believes that Congress has done so, the court must abide by the answer provided
by Congress, even if different from that provided in the regulation under review. If the court
determines that Congress has not directly answered the question, the second inquiry is “whether
the agency’s answer is based on a permissible construction of the statute.” Under this inquiry, the
court must defer to a “permissible” construction of the statute provided in the regulation, even if
the construction is not one that the court would adopt on its own in the absence of the regulation.

Prior to the Supreme Court’s 2011 ruling in Mayo Foundation v. United States,” some
commentators clung to a belief in tax exceptionalism, under which tax-specific, pre-Chevron cases
called for greater deference to legislative or substantive regulations than to interpretive regulations
and used different language to test the validity of each type.8 Mayo put an end to such speculation,
stating that “we are not inclined to carve out an approach to administrative review good for tax
law only. To the contrary, we have expressly ‘[r]ecogniz[ed] the importance of maintaining a
uniform approach to judicial review of administrative action.””® It is now fairly clear that
Chevron’s two-step analysis governs judicial review of the validity of a Treasury regulation.

The national office of the IRS Office of Chief Counsel (essentially, the IRS’s lawyer) also issues
various forms of guidance to the public, although this guidance—unlike most Treasury
regulations—is not published in the Federal Register for notice and comment. Today, the most
important of these are Revenue Rulings and Revenue Procedures, various forms of Chief Counsel
Advice (including email Chief Counsel Advice), Private Letter Rulings, and Technical Advice
Memorandums. Each of these is briefly described below.

Revenue Rulings and Revenue Procedures. Revenue Rulings and Revenue Procedures are
sometimes referred to as “public rulings” to differentiate them from private rulings issued to an
individual taxpayer. Revenue Rulings usually contain a short description of a fact situation,
relevant law, and the IRS’s conclusion regarding how the law applies to the facts. They are often
issued when a recurring fact pattern comes to its attention, and the IRS decides public guidance is
necessary. Revenue Procedures, among other roles, provide guidance regarding the representations
that taxpayers must make in requesting a Private Letter Ruling for a particular type of transaction.
The IRS states in the Internal Revenue Manual that it will abide by outstanding revenue rulings
with a taxpayer-favorable outcome, as the IRS always has the option of withdrawing the ruling if
it subsequently determines that its analysis is incorrect.’ You can be confident in advising your
client of the favorable outcome reflected in a Revenue Ruling so long as the facts are identical (or
not meaningfully different) and the ruling has not been withdrawn or declared obsolete. If, in

6467 U.S. 837 (1984).

7562 U.S. 44 (2011).

8 These tax-specific cases included National Muffler Dealers v. U.S., 440 U.S. 472 (1979), Rowan Co. v. United
States, 452 U.S. 457 (1981), and United States v. Vogel Fertilizer Co., 455 U.S. 16 (1982).

% Mayo, 562 U.S. at 55 (quoting Dickinson v. Zurko, 527 U.S. 150, 154 (1999)).

10 Chief Counsel Publications Handbook, INTERNAL REVENUE MANUAL § 32.2.2.10 at
http://www.irs.gov/irm/part32/irm_32-002-002.html#d0e850.
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contrast, a Revenue Ruling arrives at a conclusion that is contrary to the taxpayer’s desired
outcome, and the taxpayer pursues litigation, what level of judicial deference will be accorded to
a Revenue Ruling or Revenue Procedure by a court?

No Supreme Court decision directly answers this question, but we can undertake an informed
analysis. The Court held in United States v. Mead Corporation'! that an agency interpretation that
is not eligible for Chevron deference may nevertheless “claim respect according to its
persuasiveness” under Skidmore v. Swift & Co.%2 “given the ‘specialized experience and broader
investigations and information’ available to the agency ... and given the value of uniformity in its
administrative and judicial understandings of what a national law requires.”*®> Whether the agency
guidance is due heightened Chevron deference or only Skidmore respect turns on whether
Congress has delegated authority to the agency to issue rules carrying “the force of law” and
whether the guidance in question has been issued under such authority. The Mead Court made
clear that using notice-and-comment procedures may not be necessary for guidance to be subject
to Chevron deference and provided a multi-factor analysis to consider in making this
determination. Nevertheless, while we have no definitive answer, many commentators believe that
Revenue Rulings and Revenue Procedures, which are not issued with notice and comment in the
Federal Register, do not carry the “force of law” and are entitled only to Skidmore deference, if
that.! That is to say, if a court remains unpersuaded that the analysis contained in a cited Revenue
Ruling is convincing on its own merits, it need not defer to the IRS guidance by mere fact of its
publication. Going further, the Tax Court (discussed below) has stated that “revenue rulings are
generally not afforded any more weight than that of a position advanced by the Commissioner on
brief,”*® though these pronouncements preceded Mayo and Mead.

Revenue Rulings and Revenue Procedures appear in the Internal Revenue Bulletin, which is
issued weekly and which is semi-annually collected into the Cumulative Bulletin. For example, in
Chapter 6, you will read Revenue Ruling 76-96, 1976-1 C.B. 23. The title of the ruling means that
it was the 96 ruling issued in 1976, and the citation means that it can be found on page 23 of the
first of the two semi-annual issues of the Cumulative Bulletin published in 1976. Because the title
provides no indication of the ruling’s subject matter, the best way to research Revenue Rulings is
through an online database.

Private Letter Rulings (PLRs), Technical Advice Memoranda (TAMS), Notices, and other
forms of Chief Counsel Advice (CCA). A taxpayer contemplating a particular transaction may
want advance assurance from the IRS, before undertaking it, that the taxpayer’s analysis of the
proposed transaction’s tax consequences is correct. So long as the matter is not on the IRS’s
annually issued no-rulings list (such as matters requiring fact-finding), the taxpayer (invariably
through her tax lawyer) may draft and submit a Private Letter Ruling request, accompanied by a
fee that varies based on the nature and complexity of the ruling. If the IRS agrees that the taxpayer’s
proposed tax analysis is correct, it will issue a Private Letter Ruling to that effect, which the
taxpayer submits with her tax return in the year in which the transaction takes place. If preliminary
conversations with IRS personnel indicate that a ruling would not be favorable, the taxpayer can
withdraw the ruling request and weigh whether or not to proceed with the transaction.

11533 U.S. 218 (2001).

12 323 U.S. 134 (1944).

13 Mead Corp, 533 U.S. at 234.

14 See, e.g., Marie Sapirie, DOJ Won 't Push Chevron Deference for Revenue Rulings, 131 TAX NOTES 674 (2011).
15 General Dynamics Corp. v. Comm’r, 108 T.C. 107 (1997) (citing Laglia v. Comm’r, 88 T.C. 894 (1987)).
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Significant IRS budget cuts made by Congress has forced the IRS to reduce the issuance of
private letter rulings. Moreover, the cost and delay inherent in requesting a Private Letter Ruling
causes many taxpayers to decide instead to ask their tax advisor to issue an “opinion letter” to
them. As its name implies, an opinion letter describes the tax advisor’s informed opinion regarding
the likely tax analysis that will govern the proposed transaction based on the statute, Treasury
regulations, rulings, and case law. Opinion letters can be an important part of tax practice. Whether
reliance on the opinion letter of a reputable tax advisor can permit the taxpayer to avoid tax
penalties if the advice turns out to be wrong typically depends on whether the reliance was in
“good faith” and “reasonable” under the circumstances.®

While taxpayers initiate PLRs in advance of a transaction, TAMs are typically initiated by IRS
field personnel when auditing a taxpayer’s return. If the field agent is unsure of the proper tax
analysis of a transaction uncovered on audit, she may request guidance from the national IRS
Office of Chief Counsel in Washington, D.C. The resulting answer is referred to as a TAM.

Both PLRs and TAMs are couched in the form of letters (to the taxpayer in the case of a PLR
and usually to the field agent in the case of a TAM). While the IRS has long published Revenue
Rulings and Revenue Procedures, it once did not publish PLRs and TAMs. Concerned that a vast
body of private guidance was effectively available only to large firms with a sophisticated tax
practice and routine contact with IRS personnel, the nonprofit tax publisher Tax Analysts sued the
IRS under the Freedom of Information Act, requesting that the IRS be forced to publish PLRs and
TAMs, and won.!’ Congress thereafter enacted § 6110, which since 1976 has required disclosure
of certain types of “written determinations,” including PLRs and TAMs, though identifying
taxpayer information is redacted. Section 6110(k)(3) provides, however, that these items cannot
be used or cited as precedent by other taxpayers. They are nevertheless quite helpful to the tax
advisor, as they provide insight into how the IRS analyzes a particular transaction. At the least,
they can help the advisor predict litigation risk.

Both PLRs and TAMS are titled by a series of numbers and a date. For example, Chapter 8 cites
PLR 201021048 (May 5, 2010), which is a Private Letter Ruling that was the 48" ruling (the last
three numbers) issued during the 21 week (the middle numbers) of 2010 (the first four numbers).
Because this numbering system provides no insight into the ruling’s subject matter, the best way
to research them is through an online database.

Notices are issued by the IRS when immediate guidance is needed.

In the early 1990s, the IRS significantly decreased the number of TAMs that it issued, replacing
them with a new type of document called Field Service Advice (FSA) and claiming that FSAs
were not required to be published. Once again, Tax Analysts sued and won.*® Congress thereafter
added § 6110(1) to the Code, specifically requiring publication of “Chief Counsel Advice,” defined
in very broad terms. Nevertheless, the IRS then argued that Chief Counsel Advice created in less
than two hours and sent to field offices by email was not subject to disclosure (the two-hour rule).
Once again, Tax Analysts sued in 2005, the District Court granted summary judgment, the D.C.

16 See, e.g., U.S. v. Boyle, 469 U.S. 241 (1985). Tax advisors can also be subject to certain penalties for aiding and
abetting an understatement of tax liability or promoting an abusive tax shelter. See, e.g., 88 6700, 6701. The standards
under which tax lawyers and others can practice before the IRS are found in Circular 230, at https://www.irs.gov/tax-
professionals/circular-230-tax-professionals.

17 See Tax Analysts v. IRS, 505 F.2d 350 (D.C. Cir. 1974).

18 See Tax Analysts v. IRS, 117 F.3d 607 (D.C. Cir. 1997).
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Circuit affirmed, and the parties thereafter entered into a settlement in 2009 regarding the
procedures under which the IRS will disclose such general legal advice, including email advice.®

Today, guidance from the Office of Chief Counsel can come in a number of forms, including
Chief Counsel Advice (CCA), Notices, General Legal Advice Memorandum (GLAMS), and email
advice. While some of these can often be researched through online databases and on the irs.gov
website, email advice is usually found most easily through weekly updates published by Tax
Analysts in Tax Notes and Tax Notes Today and similar tax news sites.?

Finally, when a lower court issues a decision that is adverse to the government’s position in the
case, the Office of Chief Counsel will sometimes issue an “Action on Decision” (AOD) that
announces the future litigation position that the IRS will take with regard to the issue. The AOD
may announce, for example, that the IRS does not acquiesce in the outcome and will continue to
litigate the issue. Or it may announce that it will acquiesce in the outcome and not pursue litigation
in similar cases. If you find a judicial decision in favor of your client’s position, you will want to
research whether the Office of Chief Counsel has issued an AOD.?!

Tax procedure overview

A separate course can examine tax procedures and penalties, but | provide below a cursory
overview of the basic civil tax procedural mechanisms that arise from the filing of a tax return to
the initiation of litigation, if necessary.

For virtually all individual taxpayers, the taxable year (considered in Chapter 20) is the calendar
year, and individual taxpayers are generally required to file an income tax return reporting their
Taxable Incomes by April 15" of the year following the close of the calendar year and to pay any
tax owed by the same date. Section 6065 requires the return to be signed under penalties of perjury.
Most taxpayers may request an automatic six-month extension of time to file without having to
provide any justification for the delay by timely filing Form 4868, but they must nevertheless pay
the estimated tax due by the April 15" due date. If the later filed return shows that the tax due
exceeded the estimated amount paid by no more than 10%, Treas. Reg. 8 301.6651-1(c)(3)(i)
provides that the IRS will not assert penalties, though the taxpayer will owe interest on the
underpayment between the April 15" due date and the date on which the underpayment is paid.

The IRS engages in several types of audit review of taxpayer returns, including computer
matching of amounts reported by payors and payees (of compensation, for example),
correspondence examinations (by letter), office audits (at an IRS office), and field examinations
(at a taxpayer’s business, for example). If the examining agent accepts the return as filed, he will
issue a “no change letter” to the taxpayer. In contrast, if the examining agent concludes that tax
has been underpaid, he will issue a “30-day letter” containing the proposed tax adjustment. The
30-day nomenclature arises from the fact that the taxpayer has 30 days from the date of issuance
to invoke the appeals process within the IRS, though the 30-day period is often extended. The

19 See 2009 TNT 58-1, Tax Analysts, Tax Notes Today.

20 Tax Notes is published in hard copy weekly and is likely available at your law library. It contains the weekly tax
news on many fronts, as well as descriptions of new cases and short law-review-type articles on hot tax topics. Tax
lawyers rely on it, and it is a great resource for students looking to learn more about tax practice and what is going
on in the tax world. Tax Notes Today (TNT) is an online daily dose of tax news, but it can be accessed online only
by Tax Notes subscribers. Those who subscribe to Bloomberg News can also access the “Daily Tax Report,” another
daily online news source for the latest tax news.

2L See http://apps.irs.gov/app/picklist/list/actionsOnDecisions.html.
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taxpayer invokes the appeals process by filing a “protest” of the adjustment that describes her
analysis of the facts and law, often drafted by a tax lawyer or other representative under a power
of attorney executed on Form 2848. If the proposed adjustment is less than $25,000, however, the
protest can take the form of a simple letter requesting appeals consideration.

During the appeals process, the taxpayer’s representative will meet with the assigned appeals
officer for a conference, which the taxpayer may (or may not) attend, in an attempt to reach a
settlement of the outstanding issues. The conferences are informal, with no transcript or rules of
evidence. “Depending on the kind of case and the particular office, Appeals usually resolves 80%
to 90% of the cases it takes, whether by full concession by the IRS, full concession by the taxpayer,
or compromise.”?? A “closing agreement” to memorialize the settlement, which is generally
binding on both parties, can be entered under § 7121. Arbitration or mediation is also a possibility.

If settlement talks fail, the IRS will issue a statutory notice of deficiency, often referred to as
the “90-day letter.” The 90-day nomenclature arises from the fact that the taxpayer has 90 days to
file a petition with the Tax Court under § 6213, which tolls the statute of limitations, to litigate the
proposed adjustment without first paying the asserted tax owed. If the taxpayer does not file a Tax
Court petition, the IRS can formally “assess” the tax at the expiration of the 90 days.

The IRS’s formal assessment of the tax owed under § 6203 (which is nothing more than a
recording of the tax debt in the IRS’s system and a mailing to the taxpayer’s last known address)
must occur within the applicable statute of limitations, which generally is three years from the
later of the date the return is filed or its due date (absent tolling). If a taxpayer fails to file a return,
therefore, the statute of limitations remains open indefinitely. There is no statute of limitations for
fraud, and certain items have special statutes of limitations that differ from the general three-year
rule. Formal assessment is required before collection can commence, including the possible use of
property liens. A few of the more important penalty provisions are discussed in Chapter 15.

The judicial branch

As noted above, the statutory rules governing Tax Court jurisdiction permit the taxpayer to
litigate a proposed deficiency without first paying the asserted tax owed. The Tax Court is an
Article | (rather than Article Il1) court located in Washington, D.C., consisting of 19 judges
appointed by the President and confirmed by the Senate for 15-year terms. Retired judges whose
terms have expired may serve as “senior judges” if recalled by the Chief Judge. In addition, the
Tax Court employs a number of “special trial judges,” which are the counterparts of magistrates
in other Federal courts. Tax Court cases are heard by a single Tax Court judge, although the other
judges have an opportunity to review a decision before it is published. In addition, if a case contains
a novel issue or is one in which the court may reverse its own prior precedent, the Chief Judge
may designate a case to be reviewed by the court conference, which consists of all 19 Tax Court
judges, with a senior judge participating if it is his or her case that is before the conference. Such
a decision is referred to as a “reviewed decision” and is similar to an en banc decision in other
forums. A reviewed decision may have majority, concurring, and dissenting opinions. Although
the court is based in Washington, D.C., the judges effectively “ride circuit” by hearing Tax Court
cases in cities around the country throughout the year, which permits individuals to avoid the cost
of traveling to Washington, D.C. IRS lawyers from the nearest Office of Chief Counsel represent
the government before the Tax Court.

2 DAVID RICHARDSON, JEROME BORISON & STEVE JOHNSON, CIVIL TAX PROCEDURE 126 (2" ed. 2008).
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Reviewed and “regular” opinions (as distinguished from memorandum and small-case
decisions, described below) are formally reported in the United States Tax Court Reports. Long
ago, the last name of the IRS Commissioner at the time appeared as the government party in Tax
Court case names. For example, you will see many case names with “Helvering” as the government
party, after Guy T. Helvering, who served as the Commissioner of Internal Revenue from 1933 to
1943 (and as a Congressman before and a Federal District Court judge after his service as
Commissioner). Today, the government is represented simply by “Commissioner” in Tax Court
decisions (e.g., O 'Donnahbain v. Commissioner, 134 T.C. 34 (2010), cited in Chapter 17).

Tax Court decisions involving the routine application of law to fact are published in
“memorandum decisions,” which are not formally reported in the United States Tax Court Reports.
Nevertheless, some private publishers have long published memorandum decisions, and you can
find them easily online. Similarly, “small case” decisions under § 7463, involving deficiencies of
$50,000 or less that the taxpayer elects to litigate under simplified procedures at the cost of waiving
appeal rights, are not formally published. The Tax Court’s website, however, now posts all
decisions (whether reviewed, regular, memorandum, or small case decisions).?®

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

These two refund forums are also available in the case of overpayments outside of an audit, as
well, such as when an employer or other taxpayer withholds (and sends to the IRS) too much
estimated tax from a payment owed to the taxpayer. In that case, the taxpayer must first timely file
a refund claim with the IRS. If the IRS fails to pay the requested refund, the taxpayer can file a
refund claim in either of these two forums. The government is usually represented by lawyers from
the Department of Justice, Tax Division, in these two forums, and the government is usually
indicated by “United States” in the case name (e.g., United States v. Gotcher, 401 F.2d 118 (5"
Circ. 1968), cited in Chapter 6).

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

Depending on the nature of the dispute, a taxpayer may wish to have issues of fact determined
by a jury, available only in Federal district court, though jury trials are rare in civil tax cases.
Taxpayer cost can also factor into forum choice. A taxpayer living outside the Washington, D.C.,
area may be able to avoid travel costs by litigating in either the Tax Court (as it rides circuit) or

23 See www.ustaxcourt.gov.
24 Bankruptcy courts can also hear tax disputes that arise in the course of bankruptcy adjudication.
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his local Federal District Court. Unlike the Tax Court, the Court of Federal Claims usually hears
cases only in Washington, D.C. In addition, the Tax Court requires informal discovery before
formal discovery proceeds, which can reduce costs. The two refund forums do not have similar
informal discovery proceedings. Finally, taxpayers can represent themselves pro se relatively
easily in Tax Court, although this choice can often be an unwise one under the old adage that “he
who represents himself has a fool for a client.” Leandra Lederman and Warren B. Hrung conducted
an empirical study and found that pro se representation was detrimental in tried cases, though it
did not affect the outcome in settled cases.?®

Finally, each court’s prior precedent—as well as the precedent of the court that would hear any
appeal—should be an important factor in deciding where to litigate. The Tax Court’s prior
precedents include decisions of the Board of Tax Appeals (cited as B.T.A.), the predecessor to the
Tax Court. Similarly, precedents for the Court of Federal Claims include decisions of its two
predecessors: the Court of Claims and the Claims Court. Decisions of both the Tax Court and
Federal District Court are appealed to the Circuit Court of Appeals in which the taxpayer resides.
Decisions of the Court of Federal Claims are appealed to the Federal Circuit Court of Appeals.

Prior to 1970, the Tax Court believed that its role as a national court required it to be free to
ignore Circuit Court of Appeals precedent with which it disagreed—even if that meant that a
taxpayer appeal from an unfavorable Tax Court decision would likely result in an automatic
reversal because the taxpayer lived in a circuit containing clear precedent in favor of the taxpayer.
Because this stance imposed unnecessary costs on such taxpayers, the Tax Court announced a
change of heart in Golsen v. Commissioner.?® Today, the Tax Court will abide by precedent of the
Circuit Court of Appeals in which the taxpayer resides under the so-called Golsen rule if the
precedent is directly on point, even if the Tax Court disagrees with it. Whether a particular
precedent is directly on point or is distinguishable in a relevant respect remains an issue, however.

Cases can be heard by the Supreme Court if it grants a writ of certiorari from the losing party
at the Circuit Court of Appeals level. The Court is most likely to grant cert. in the case of a
significant split among the various Circuit Courts of Appeals regarding the matter at issue—
although the Court is generally known to dislike tax cases.

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

Erik M. Jensen

“This is a tax case. Deny.” That was [Justice William] Brennan’s normal reaction to a
[certiorari] request in a tax case.’

‘If one’s in the doghouse with the Chief [Justice Burger], he gets the crud. He gets the tax cases.
...>— Justice Harry Blackmun.

% | eandra Lederman & Warren B. Hrung, Do Attorneys Do Their Clients Justice? An Empirical Study of Lawyers’
Effects on Tax Court Litigation Outcomes, 41 WAKE FOREST L. REV. 1235 (2006), at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=899461.

%54 T.C. 742 (1970).

2758 TAx NOTES 1257 (1993). Reprinted with permission of the author.

(11 Bob Woodward & Scott Armstrong, THE BRETHREN 362 (1980).

(21 Quoted in Stuart Taylor, Jr., Reading the Tea Leaves of a New Term, N.Y. TIMES, Dec. 22, 1986, at B14.
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A dog is ‘“a case that you wish the Chief Justice had assigned to some other Justice.” A deadly
dull case, ‘a tax case, for example.”” — Recently retired Justice Lewis F. Powell Jr.F]

‘Asked why he sings along with the chief justice at Mr. Rehnquist’s annual Christmas carol
party, [Justice David Souter] replies: ‘I have to. Otherwise I get all the tax cases.’’[4

Add to the list above the late Justice Ruth Bader Ginsburg’s initial reply (in her law professor
days before she joined the D.C. Court of Appeals and then the Supreme Court) to her husband, the
late, great tax lawyer and tax law professor Marty Ginsburg, when he brought a Tax Court opinion
for her to read one evening as they were working in their separate studies:

I went next door, handed the advance sheets to my wife, and said, “Read this.” Ruth
replied with a warm and friendly snarl, “I don’t read tax cases.” I said, “Read this
one,” and returned to my room. No more than 5 minutes later—it was a short
opinion—Ruth stepped into my room and, with the broadest smile you can imagine,
said, “Let’s take it.” And we did.?®

The 1970 case was Moritz v. Commissioner,?® in which the Tax Court denied Mr. Moritz a
deduction under (now repealed) 8 214(a) of the Internal Revenue Code for expenses incurred in
caring for his dependent invalid mother. The statute permitted the deduction to be taken only by a
woman, a widower or divorced man, or a man whose wife was incapacitated or institutionalized.
Mr. Mortiz was denied the deduction solely because he was a never-married man. The Ginsburgs
agreed to represent Mr. Moritz pro bono in his appeal, and the Tenth Circuit Court of Appeals
reversed on equal protection grounds. And there is more to the story!

The government, amazingly, petitioned for certiorari on the asserted ground that the
10" Circuit’s decision cast a cloud of unconstitutionality over literally hundreds of
federal statutes that, like ... § 214, contemplated differential treatment on the basis of
sex. In those pre-personal computer days, there was no easy way for us to test the
Government’s assertion but the Solicitor General (Erwin Griswold, whom many of
you will recall) took care of that by attaching to his petition a list—generated by the
Department of Defense’s mainframe computer—of those hundreds of suspect statutes.
Cert. was denied in Moritz, and the computer list proved a gift beyond price. Over the
balance of the decade, in Congress, [before] the Supreme Court, and many lower
courts, Ruth successfully urged the unconstitutionality of those statutes.

So Mr. Moritz’s case mattered a lot. First, it fueled Ruth’s early 1970s career shift
from diligent academic to enormously skilled and successful appellate advocate—
which in turn led to her next career on the higher side of the bench. Second, with Dean
Griswold’s help, Moritz furnished the litigation agenda Ruth actively pursued until she
joined the D.C. Circuit in 1980.

All in all, great achievements from a tax case with an amount in controversy that
totaled exactly $296.70.

BBl Quoted in Stuart Taylor, Jr., Powell on His Approach: Doing Justice Case by Case, N.Y. TIMES, July 12, 1987, at
1.

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

28 Martin D. Ginsburg, A Uniquely Distinguished Service, 10 GREEN BAG 2D 173, 174-75 (2007).

29469 F.2d 466 (10" Cir. 1972), reversing 55 T.C. 113 (1970).
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Unit I:

The Core Structures of Income
and Consumption Taxation and Tax Policy

Introduction to Chapters 1 through 4

Taxation is the means by which all governments, including our Federal government, raise
revenue to pay for the costs of government, including the military, infrastructure, court system,
Federal agencies, Medicare, Social Security, basic research that the private sector cannot
accommodate, interest on loans used to smooth the peaks and valleys of the tax revenue stream
when economic activity decelerates with recessions, etc. We can call the aggregate tax collected
in any particular year $X. Regardless of whether you think $X is too high or too low, we must
decide how the economic burden of $X—whatever the amount—should be allocated across the
members of the population. Two attributes of a tax system that will affect the allocation of $X are
(1) the tax base, i.e., what is taxed and (2) the tax rate structure.

For example, suppose that Mary earns $75,000 in wages and no investment income. John earns
$50,000 in wages but also receives $30,000 in interest paid on his substantial investment in
corporate bonds. The burden of $X will be allocated very differently between Mary and John if we
choose to tax, say, only investment income (such as John’s interest), only wages, or both.

Similarly, suppose that Mary spends only $60,000 of her $75,000 in wages on personal
consumption purchases for the year (such as food, clothing, rent, entertainment, etc.) and saves the
remaining amount (after paying any tax that she owes) by depositing it in a bank savings account.
Of the aggregate $80,000 that John earns in wages plus interest, he spends $40,000 on consumption
purchases, depositing the remaining amount (after paying any tax that he owes) in a savings
account. The burden of $X will be allocated very differently between Mary and John if we choose
a tax base comprised only of amounts spent on personal consumption, excluding amounts saved.

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

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

Our choice of tax base and tax rate structure will be affected by our shared (or contested) notions
of (1) fairness in allocating $X, (2) the evidence (or beliefs, even in the absence of empirical data)
of how different tax bases and rate structures affect economic activity (affecting aggregate societal
wealth), and (3) administrative concerns. Our stated goal always is to raise $X in a way that is fair,
administrable, and least damaging to economic growth. Or, as once stated more colorfully by Jean
Baptiste Colbert, minister of finance to King Louis XIV of France, taxation is the art of “plucking
the goose as to obtain the largest possible amount of feathers with the smallest possible amount of
hissing.”

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



Chapter 1: The Essential Structure of the Income Tax

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

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

A. The theoretical core structure of a tax on
income and how it is implemented in positive law

As you will read about more fully in Chapter 3, the modern Federal income tax was enacted in
1913 after ratification of the 16™ amendment to the Constitution. What does that term “income”
mean for tax purposes? In the early days of the income tax, before a tax-specific meaning of the
term was explored and developed, the temptation was great to borrow meanings from other
disciplines where the term “income” had been used for some time.

For example, suppose that Father died 200 years ago. In his will he directed that all of his land,
which is rented to tenant farmers, be contributed to a trust. The trust document instructed the trustee
(who managed the trust property) to distribute the income from the trust annually to his surviving
wife for the rest of her life (a life estate to you property law buffs) with the remainder distributed
to his son on his wife’s death. Upon his wife’s demise, the trust would distribute the land to the
son, and the trust would be dissolved.

Under trust law at the time, the rent collected from the tenant farmers would be classified as
income that would be distributed to the wife annually. If, however, the trustee decided to sell a
plot of land for $100 that had been purchased by Father before his death for, say, $75, the $25
profit from that sale would not be considered income that would be distributed to the wife. Rather,
the cash (even if not reinvested in a different plot of land) would be considered to be part of the
trust corpus that would eventually be distributed to the son under his remainder interest. Does that
mean that the $25 profit should not constitute income for tax purposes, as well? Early on, some
argued that it did. (And some continue to argue that such profit should not be taxed. Stay tuned.)

Similarly, financial accountants had long been used to constructing income statements for
businesses so that those interested in the economic health of the business (such as potential
investors and lenders) could have relevant information upon which to make informed financial
decisions. Here, the $25 profit earned on the sale of land for $100 that had been purchased for $75
would show up on the income statement. But should financial accounting be determinative? Or
might the rules of financial accounting deviate from the underlying values that inform how the
aggregate tax burden $X ought to be apportioned among the members of the population?
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Over time, theorists such as Henry Simons and Robert Haig (in the U.S.), George Schanz (in
Germany), and others began to develop a tax-specific meaning for income that sometimes
coincided with the meaning of the term in other disciplines and sometimes did not. They
recognized that different disciplines may have different underlying purposes and values that
inform the contours of the term income in a way that is uniquely suited to its particular purposes.
By 1938, for example, Henry Simons, a public finance economist at the University of Chicago,
described income for uniquely tax purposes in the following way.

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

While “the period in question” could theoretically be one’s entire life, with no tax due until death,
for administrative ease (and regular tax collection) the “period in question” is usually one year.

What does this language mean? Generally, the language after (2), above, implies that we should
tax the net increases in the taxpayer’s wealth between the beginning and end of the year. That is
to say, the taxpayer’s increases in wealth and reductions in wealth should be netted together, and
the net increase (if any) should be taxed. Suppose, however, that the taxpayer’s reduction in wealth
arises from, say, spending $5,000 on a vacation trip. The taxpayer is certainly less wealthy after
the trip than before because of the outlay, but should that wealth reduction be factored into his net
wealth increase for the year? The language after (1) implies that a reduction in wealth should not
reduce the tax base if that wealth reduction reflects personal consumption spending because
consumption spending is intended to remain within the tax base. We can tax consumption spending
(the vacation trip) only if we forbid that wealth decrease from entering into our determination
under (2) regarding whether the taxpayer has enjoyed a net wealth increase or suffered a net wealth
decrease for the year. Thus, more simply, the formula above could be restated essentially as:

Annual income equals wealth increases less wealth reductions but only if the
wealth reduction does not represent personal consumption.

In this way, wealth reductions spent on personal consumption (such as the vacation trip mentioned
above) do not reduce the tax base (what is taxed). Because they do not reduce the tax base, they
are taxed—albeit indirectly—Dby remaining within the tax base.

Because Schanz and Haig came to essentially the same conclusion, you will often hear this
construction called the “Haig-Simons” or “Schanz-Haig-Simons” definition of income for
purposes of income taxation. For shorthand, we can refer to it as SHS income.

Let’s use a simple fact pattern to explore how a given item would be treated under the SHS
economic conception of income and then proceed to the outcome under positive law found in the
Internal Revenue Code. This exercise not only helps to rationalize the core structure of an income
tax for you; the best tax lawyers are those whose knowledge of the underlying core concepts helps
them to advise a client on the likely outcome when positive law is ambiguous.

John and Mary are married and have two minor children, Oliver (age 10) and
Sophie (age 7). Mary is an employee—the CEO of a mid-size corporation—and
receives an annual salary of $1 million. John is a dentist and the sole owner of an
LLC that houses his dental practice. As described in the Introduction, a single-
owner LLC is a disregarded entity for Federal income tax purposes, which means

! HENRY SIMONS, PERSONAL INCOME TAXATION 50 (1938).
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that its Gross Income and any allowable deductions will appear on John’s and
Mary’s joint income tax return.?

John’s gross revenue collected from billing patients is $500,000 each year. This
amount, however, is only his gross revenue. Unlike Mary, who is an employee,
John incurs many costs in running his business. For example, he pays his
receptionist and dental assistants a salary, he pays rent and utilities for his office
space, and he purchases a new dental chair and X-ray machine this year.

John and Mary owned investment land that they rented to tenant farmers, which
they purchased more than two years ago in May for $12,000 (Year 1). By
December 31 of Year 1, the land had increased in value by $1,000 and was worth
$13,000. By the end of Year 2, it had decreased in value to $10,000. In August of
this year (Year 3), they sell it for $14,000 in cash. Before the sale of the land, they
receive $1,000 in monthly rent from their tenant farmers. They also have a bank
savings account, which generates $200 of interest this year.

John’s mother makes a substantial gift of $10,000 in cash to her son this year
toward a down payment on the purchase of a new home for $1.5 million.

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

Turning for a moment to positive law, look at § 1 of the Internal Revenue Code, which reveals
that the tax base—what is ultimately taxed—is called “Taxable Income.” Taxable Income is
multiplied by the tax rates in 8 1 to reach the tax due. (The tax rates you see in 8 1, as well as the
floors and ceilings for each bracket, do not reflect the changes in law since 1986 or the inflation
adjustments mandated by 8§ 1(f). We shall examine the current rate structure in Part B.) If Taxable
Income incorporates perfectly the SHS concept of income, it should result in a tax base that
consists of wealth increases less wealth reductions but only if the wealth reduction is not spent
on personal consumption. What is Taxable Income under the Code?

For now, Taxable Income is “Gross Income” less allowable deductions. Gross Income pertains
to wealth increases. In contrast, deductions pertain to certain wealth reductions.

Gross Income (wealth increases)
Less Deductions (certain wealth reductions)

Taxable Income (the tax base—what is ultimately taxed)
Introduction to § 61 Gross Income
Gross Income under the Code is defined in § 61: “Gross Income means all income from

whatever source derived, including (but not limited to)” the listed items. Notice how open-ended
it is (even circular, by referencing “income” in defining “Gross Income”). Notice also that the
specifically listed items do not exhaust the outer reaches of Gross Income because Congress
included that crucial parenthetical: “(but not limited to).” In other words, Congress clearly

contemplated that items of Gross Income exist in the world that are not found in that list. In Chapter

2 1f John had created a corporation instead of an LLC, the entity would not be ignored for Federal income tax purposes.
The Federal income taxation of corporations, partnerships, and multi-owner LLCs and their owners are beyond the
scope of this introductory textbook, which focuses on the income taxation of individuals.
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6, we shall consider what items that are not listed in § 61 nevertheless constitute Gross Income
under that vague residual clause at the beginning: Gross Income means income from whatever
source derived.

Some of the listed items are obvious SHS wealth increases, such as § 61(a)(1) “compensation
for services, including fees, commissions, fringe benefits, and similar items,” § 61(a)(4) interest,
and § 61(a)(5) rents. In each case, the recipient is wealthier after the receipt than before.

So let’s return to Mary and John. Mary’s $1 million in wages is listed in § 61(a)(1) and so is
clearly includable in Gross Income, as is true for the interest generated by their savings account (8
61(a)(4)) and the rent received from their tenant farmers (8§ 61(a)(5)). The $500,000 that John
receives from his patients for performing dental services is also described in 8§ 61(a)(1) or §
61(a)(2) (“Gross Income derived from business™), as this amount constitutes fees for services that
he performs for his patients in his sole proprietor business.

You might at first object that we should not tax John on the entire $500,000 under SHS
principles because even a cursory consideration of the facts indicates that John incurs substantial
costs in earning that Gross Income (unlike Mary, an employee). That is to say, it is obvious that
he does not enjoy a wealth increase from his dental practice by the entire $500,000. While you
would be correct, remember from our computation above that Gross Income under the Code is not
the tax base (what will end up being taxed) but only the first step in reaching the tax base of
“Taxable Income.” John will be able to reduce his Gross Income by any allowable deductions
(considered below) in reaching Taxable Income. John cannot take shortcuts, however, and reduce
the $500,000 gross payments received from his patients to some lesser amount and include only
the net profit in determining § 61 Gross Income in the first place. He must include every dollar of
that $500,000 in his § 61 Gross Income. Only then can he consider allowable deductions in
reaching Taxable Income.

What about the $10,000 that John’s mother gives to him in order to help John and Mary
purchase a home? Under SHS principles, John clearly enjoys a wealth increase on receipt of the
$10,000 in cash. Notice, however, the introductory language to § 61(a): “[u]nless as otherwise
provided in this subtitle.” This language puts you on notice that what may otherwise constitute
includable Gross Income (a wealth accession) might be rendered “excludable” under a specific
statutory provision found elsewhere in the Code. One such provision is § 102(a), which provides
John with statutory authority to exclude from Gross Income “gifts, bequests, devises, and
inheritances.” Why does positive law deviate from the core SHS concept of income here?
Deviations from SHS income are not necessarily illegitimate, but they do make us pause and ask
“why”? Stay tuned. We shall consider many such exclusions before the course is over, including
an entire chapter devoted to the gift exclusion (Chapter 7). For now, | introduce you to § 102(a)
chiefly to familiarize you with the concept of an exclusion. An “exclusion” pertains to a receipt
or other wealth accession that nevertheless is not included in § 61 Gross Income. The whys
and wherefores will have to wait.

So we can amend our little formula from above.

Gross Income (wealth increases: exclusion available?)
Less Deductions (certain wealth reductions)

Taxable Income (the tax base—what is ultimately taxed)

Notice that “exclusion” is not the same thing as “deduction.” Although both have the same
economic effect of reducing the tax base (what is ultimately taxed), one (exclusions) pertain to
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wealth increases—an inflow idea—that never enter into Gross Income in the first place. The other
(deductions) pertain to wealth reductions—an outflow idea—that reduce Gross Income in reaching
Taxable Income (what is ultimately taxed). So let’s turn to a few of John’s and Mary’s potential
wealth reductions and consider whether they should be deductible.

Deductions (part 1): nondeductible capital expenditures vs. potentially deductible expenses

Which outflows or wealth reductions of John and Mary might be deductible in reducing 8§ 61
Gross Income to reach Taxable Income? Our facts state that John and Mary pay salaries to his
receptionist and dental assistant, pay rent and utilities for his office space, pay rent (before their
home purchase) and utility costs for their personal residence, buy food and clothing, and take the
kids to Disney World on vacation.

Recall our restatement of SHS income for tax purposes: annual income equals wealth increases
less wealth reductions but only if the wealth reduction does not represent personal consumption.
The language after “less” in the formulation above implies that an outlay must satisfy two,
independent conditions before it should reduce the tax base via a deduction (if we are to honor
SHS principles):

To be deductible under SHS principles,
(1) the outlay or event must decrease wealth; AND
(2) the wealth reduction must not represent personal consumption.

Let’s first consider John’s and Mary’s purchase of the investment land (which they rented to
tenant farmers) for $12,000 in Year 1. Should that $12,000 cash outlay be deductible under SHS
principles? To be deductible, the first requirement is that the outlay must decrease their wealth.
Are John and Mary any less wealthy after taking $12,000 in cash (from, say, Mary’s salary) and
using it to purchase land worth $12,000? No, they are not any less wealthy. Rather, they have
merely changed the form in which they are holding their wealth from dollar bills to land. This cash
outlay to purchase the land should not generate a deduction.

In general, the nomenclature for an outlay that does not reduce wealth but rather merely
changes the form in which wealth is held is called a “capital expenditure.” In contrast, an
“expense,” in general, is an outlay that immediately reduces wealth. In other words, a capital
expenditure is the opposite of an expense (and vice versa). Notice, by the way, that “expense” is a
defined word of tax art. You must not make the mistake of using the word casually to mean any
old outlay, even though the word “expense” is common and used outside of tax every day (whereas
“capital expenditure” rarely comes up in casual conversation).

In order to deduct a wealth reduction under the Internal Revenue Code, you must find a
Code section containing the magic words “there shall be allowed a deduction” and satisfy each
requirement found there. Even if you satisfy this Code section, you must then consider whether
another, different Code section steps in to take away an otherwise allowable deduction.

Is there a Code section that says “there shall be allowed a deduction for capital expenditures”?
No, there is not. Indeed, § 263 expressly disallows deduction of capital expenditures. Why did
Congress go to the bother of enacting a Code section expressly forbidding the deduction of capital
expenditures if they would not be deductible in any event with silence? Before 1954, no Code
section expressly forbade the deduction of capital expenditures, but that does not mean that capital
expenditures were deductible; they were not deductible even before 1954 because no Code section
authorized the deduction. But how do we know which outlays constitute capital expenditures
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(nondeductible) and which constitute expenses (potentially deductible)? The enactment of an
express prohibition on deducting capital expenditure in 8 263 provided a place for the Treasury
Department to issue Treasury Regulations that help us to determine whether an outlay is—or is
not—a capital expenditure (the topic of Chapter 4).

For example, take a sneak peek at Treas. Req. § 1.263(a)-2(d)(1) and (2), Ex. (1). It states that
“a taxpayer must capitalize amounts paid to acquire or produce a unit of real or personal property
... including ... land and land improvements, buildings, machinery and equipment, and furniture
and fixtures,” and the example provides that the cost of purchasing new cash registers for use in a
retail store is a nondeductible capital expenditure. The purchase of a new cash register merely
changes the form in which the taxpayer is holding wealth rather than decreases his wealth.

Mary and John are not permitted to deduct the $12,000 outlay in purchasing the land in Year 1
because the outlay is categorized as a capital expenditure. Similarly, John cannot deduct the cost
of the new dental chair and X-ray machine that he purchases this year in connection with his dental
practice (absent any special rule that deviates from core SHS principles) and they cannot deduct
the purchase price of their new personal residence. None of these outlays reduce John’s and Mary’s
wealth immediately but rather merely change the form in which they hold their wealth.

The same would have been true if they had decided to purchase shares of corporate stock
(intangible property) instead of land, equipment, or a personal residence (tangible property). Look
at Treas. Reqg. 8§ 1.263(a)-4(b)(1) and (c)(1)(i). Together, they provide that “a taxpayer must
capitalize an amount paid to acquire an intangible,” such as an ownership interest in a corporation,
partnership, or limited liability company, among other items.

By being denied deductions for the land, dental equipment, and personal residence purchased
in Year 1, John and Mary are indirectly taxed on these business, investment, and personal
purchases of long-lived property in the year of purchase. While they do not include anything in
Gross Income on making these outlays, deduction denial ensures that the outlay stays within their
tax base for the year of purchase. A SHS income tax effectively taxes additions to savings (such
as stock purchases, land purchases, purchases of business equipment, additions to a savings
account, etc.) by denying deductions for these capital expenditures.

8 61(a)(3) gains derived from dealings in property and the critical role of basis

We have seen that John and Mary were not permitted to deduct the cost of their $12,000 outlay
when they purchased the land in May of Year 1 because the outlay did not reduce their wealth.
The facts also tell us that the land increased in value to $13,000 by December 31 of Year 1. Does
this $1,000 wealth increase result in a 8 61 Gross Income inclusion for them at the end of Year 1?

If the Internal Revenue Code perfectly incorporated the SHS concept of income, the answer
would be “yes.” Mary and John are wealthier on December 31 of Year 1 than they were on January
1 by $1,000 because the value of the land that they purchased in May increased by that amount.
Yet, the current Internal Revenue Code does not reach this wealth increase for tax purposes until
a realization event occurs—most commonly a sale for cash, an exchange of the property for
other property, the destruction or theft of the property, or a similar event, i.e., an identifiable
marketplace event of some sort. Similarly, potentially deductible decreases in property value are
also not taken into account (such as the decrease in the value of the investment land in Year 2)
until “realized.” Why? As I mentioned above in connection with the gift exclusion, deviations from
SHS principles are not necessarily illegitimate, but they do give us pause to ask “why”?

The answer cannot be mere lack of liquidity (cash) to pay tax. The cash to pay the tax could
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come from their savings or Mary’s current salary. A taxpayer could perhaps even mortgage the
land itself to obtain the cash with which to pay the tax on this wealth increase. Do not make the
mistake of equating “income” with “cash.” (Notice that the SHS formulation does not mention
cash; it asks only whether the taxpayer’s wealth has increased.) Indeed, if Mary is paid her $1
million salary one-half in cash and one-half in shares of corporate stock, the shares of stock
generally must be valued and included in her Gross Income on receipt under 8 61(a)(1), as the
receipt constitutes compensation for services rendered. If wealth increases were rendered
nontaxable by the mere expedient of not using cash, we would simply become a barter society,
which would be very inefficient economically (reducing aggregate wealth). It would also be unfair
in that only those with greater bargaining power, such as CEOs, would be in the position to demand
nontaxable property in kind rather than cash, as it is far easier for most employers to simply pay
cash compensation

The answer also cannot be that the wealth increase or decrease may be temporary in nature. A
business may be profitable in Year 1 and operate at a loss in Year 2, but we do not delay taxation
of the profit in Year 1 to see what will happen in Year 2. A loss in Year 2 may perhaps generate a
refund of tax paid on Year 1’s profit, but it does not allow Year 1’s profit to go untaxed in the first
place until the end of the taxpayer’s life (to see if the taxpayer had an overall profit or loss for his
lifetime). Rather, the general rule under the annual accounting principle is that we take each year
as it comes. To be administrable, the tax system must artificially compartmentalize our lives into
annual units. The realization principle, however, is a major and important deviation from the
annual accounting principle. Indeed, compensation, interest, rents, etc., are all taxed on an annual
basis, whether paid in cash or in kind. Why should increases in property value be different?

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

The ability to defer the taxation of unrealized gain in property until a realization event provides
a critically important financial benefit to those whose income is in the form of such gain. Even if
no special, reduced tax rate applies to such gain when the property is eventually sold, the aggregate
tax paid by the owner is less in real economic terms than it would be if the taxpayer’s wealth
increases were taxed each year as they accrued because of the time value of money.

Suppose, for example, that John’s and Mary’s $1,000 wealth increase in the value of the land
by the end of Year 1 would have generated a 10% tax of $100 if the realization requirement were
repealed (i.e., if the land were taxed under a “mark to market” system each year). If they were
required to pay the $100 tax at the end of Year 1, the current cost (as of Year 1) would have been
the full $100. Now suppose, however, that they can defer paying that $100 tax (without paying
interest to the government for the privilege of deferring the payment) until the end of Year 10
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simply by delaying the sale until then. How much would the current cost be for John and Mary—
measured at the end of Year 1—if they could earn, say, 3% (after-tax) interest on their wealth
increase in the meantime? The present value (or current cost) of that future $100 obligation would
be only $74.40, as this is the amount that they would have to set aside today for it to grow (after
taxes) to $100 by the end of Year 10. We know this by looking at Table B, below, where the
number at the intersection of Year 10 and 3% is .744.

Table A: Compound Interest

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

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

1 103 104 105 1.06 1.07 108 110 1.12 1.15
2 106 1.08 110 1.12 1.14 117 121 125 1.32
3 109 112 126 1.19 123 126 133 140 1.52
4 113 117 122 1.26 131 136 146 157 1.74
5 116 122 128 1.34 140 147 161 176 2.01
6 119 127 134 1.41 150 159 177 197 2.31
7 123 132 141 1.50 161 171 194 221 2.66
8 127 137 148 1.59 172 185 214 248 3.05
9 130 142 155 1.68 184 200 235 277 3.52
10 134 148 1.63 1.79 197 216 259 311 4.05
11 138 154 171 1.89 210 233 285 3.48 4.66
12 143 160 1.80 2.01 225 252 313 390 5.30
13 147 167 1.89 2.13 241 272 345 436 6.10
14 151 173 198 2.26 258 294 379 489 7.00
15 15 180 2.08 2.39 276 317 417 547 8.13
16 160 187 218 2.54 295 343 459 6.13 9.40
17 165 195 229 2.69 316 370 5.05 6.87 10.60
18 170 203 241 2.85 338 400 555 7.70 12.50
19 175 211 253 3.02 362 432 611 861 14.00
20 181 219 265 3.20 387 466 6.72 9.65 16.10
25 209 267 339 4.29 543 6.85 10.80 17.00 32.90
30 243 324 432 5.74 7.61 10.00 17.40 30.00 66.20
40 3.26 480 7.04 10.30  15.00 21.70 45.30 93.10 267.00
50 438 711 1150 1840 2950 46.90 117.00 289.00 1080.00

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

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

1 971 962 952 .943 935 926 909 .893 .870
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2 943 925 907 .890 873 857 .826 .797 .756
915 890 .864 .839 8l .794 751 711 658
889 855  .823 .792 763 735 .683 .636 .572
863  .823  .784 747 713 681 .620 .567  .497
838 790 .746  .705 666 .630 564 507 432
813 760 711  .665 623 583 513 452 376
789 731 677 .627 582 540 466 404 326

9 766 703  .645 591 544 500 424 360 .284
10 744 676 .614  .558 508 463 385 322 247
11 722 650 .585  .526 475 429 350 287 215
12 701  .625 557 497 444 397 318 257 187
13 681 .601 .530 .468 415 368 .289 229 162
14 661 577 505 .422 388  .340 263 204 141
15 642 555 481 417 362 315 239 183 122
16 623 534 458 .393 339 292 217 163 .107
17 605 513 436 371 317 270 197 146 .093
18 587 494 416 .350 29 250 179 130 .0808
19 570 475 396 .330 277 232 163 116 .0703
20 554 456 377 311 258 215 148 104  .0611
25 478 375 295 232 184 146 .0923 .0588 .0304
30 412 308 231 174 131 .0994  .0573 .0334 .01551
40 307 .208 142 0972 .067 .0460 .0221 .0107 .00373
50 228 141  .087 .0543 .034 .0213 .00852 .00346 .000922

0o ~NOo Ol bW

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

While you may never be asked to calculate the precise time-value-of-money benefit of deferring
inclusion of a wealth increase (or accelerating a deduction to an earlier year), it is quite important
for you to appreciate the time value of money as a general principle because it often is the silent,
underlying stake at issue in tax planning. As you move through this course, you will begin to
appreciate better that the real tax issue, while often phrased as “is this item includable” or “is this
item deductible,” is more often than not (when you peel back the layers of the onion) actually
“when is this item includable” or “when is this item deductible”? All things being equal (and they
are sometimes not, for reasons that we shall also examine in due course), taxpayers are often
willing to go to quite a bit of tax planning to defer Gross Income or to accelerate deductions—all
because of the time value of money.

While John and Mary were able to ignore the changes in land value during their ownership
period under the realization requirement, the sale in Year 3 is a realization event. Section 61(a)(3)
requires that they include “gains derived from dealings in property” in Gross Income.

What does the word “gains” mean in § 61(a)(3)? The facts state that Mary and John sell the
land for $14,000. Is $14,000 their gain that must be included in their Gross Income? After all, they
now have $14,000 in cold, hard cash in hand after the sale. But you have already learned that
income is not the same as cash. Indeed, John and Mary should not include the entire $14,000 in
cash received if we want to conform to normative income tax principles because $12,000 of that
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cash was made part of the tax base in Year 1 (the purchase year) through deduction denial. Only
$2,000 is new wealth that has never been taxed to them before.

Two fundamental precepts underlying a tax on “income” are:

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

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

Recall that John and Mary were prohibited from deducting the $12,000 outlay when they
purchased the land because it was a nondeductible capital expenditure. The deduction denial in
the purchase year meant that the $12,000 was indirectly taxed to them in that year by remaining
within their tax base. If we had allowed them to deduct the $12,000 cost of the land in Year 1—
contrary to current law—that $12,000 would have been removed from their tax base in Year 1,
and the entire $14,000 received in Year 3 would then reflect amounts that have never been taxed
to them before. Because Mary and John were already effectively taxed on that $12,000 in Year 1
through deduction denial, however, they cannot now be taxed on that same $12,000 a second time
without violating fundamental precept (1), above.

The two fundamental precepts above differentiate an income tax from a wealth tax. For
example, homeowners subject to state property taxes (a wealth tax) know that the “same dollars”
are taxed to them again and again each year because a property tax is typically calculated by
multiplying the property’s aggregate fair market value each year by the tax rate. An income tax is
more favorable to wealth creation (and wealth concentration) than a wealth tax in that a $1 increase
in wealth is taxed only once to the same taxpayer (in the year in which that $1 wealth increase is
realized) rather than again and again, year after year..

How does the Internal Revenue Code implement these precepts to ensure that only $2,000 of
the $14,000 received on the sale is included in their Gross Income under § 61(a)(3)? While “gain”
is another term (like “expense”) that you might use casually in nontax contexts, the Internal
Revenue Code defines it precisely as a tax term of art in § 1001(a), which also defines “loss”
(another common word used in everyday life). Read § 1001(a) and (b) now. It defines realized
gain as the excess of “amount realized” over “adjusted basis” and loss as the excess of adjusted
basis over amount realized. More terms of art! “Amount realized” (A/R for short) is defined
precisely in § 1001(b) as “the sum of any money received plus the fair market value of the
property (other than money) received” on the property disposition. Because John and Mary sell
their land for $14,000 in cash, the amount realized is $14,000. If John and Mary had instead
received $9,000 in cash plus shares of corporate stock with a fair market value (FMV) of $5,000,
their amount realized would again have been $14,000 (the sum of the $9,000 cash and the $5,000
FMV of the stock received in exchange for the land). If they had exchanged their land entirely for
stock worth $14,000 (and no cash), their amount realized would, once again, have been $14,000
(the sum of $0 cash and the $14,000 FMV of the stock received in exchange for the land).

What is John’s and Mary’s “adjusted basis” (A/B for short) in the land that they sold for
$14,000? Section 1001(a) refers to § 1011, which provides that basis is determined under § 1012
or any other relevant basis section in the Internal Revenue Code, “adjusted as provided in § 1016.”
Section 1012, in turn, provides that the basis of property shall be “the cost of such property,” unless
another Code section governs the basis of the particular property at issue. Because John and Mary
purchased the land, § 1012 controls and provides them with a $12,000 cost basis in the land.
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What if the land had not been purchased but rather, say, inherited or obtained in a property
settlement in a divorce action? These situations (and others) are where the cross-references in 8§
1011(a) and 1012(a) to (essentially) any other relevant basis rule found in the Internal Revenue
Code come into play. We shall examine some of these other basis rules in due course. John’s and
Mary’s basis is easy to determine because they did, in fact, purchase the land.

You will have to take my word for it for now that none of the adjustments listed in § 1016
(which we shall examine shortly) would have affected their initial $12,000 cost basis, which means
that their “adjusted basis” at the time of the sale in Year 3 remains $12,000. John and Mary’s
realized gain is $2,000 ($14,000 A/R less $12,000 A/B). (Notice, by the way, that “amount
realized” is not the same as “gain realized” or “realized gain.” “Amount realized” is the precisely
defined term found in 8 1001(b) and is $14,000 on our facts. These terms of art are very confusing
at first, but you must get comfortable in using them or communication chaos results.)

Notice that basis is the mechanism that allowed us to ensure that the same dollars were
not taxed to the same taxpayer more than once. Basis generally represents previously taxed
dollars (or concurrently taxed dollars in the same year) that should not be taxed a second time
to the same taxpayer. Basis can always be recovered tax free, in the sense that John and Mary’s
$12,000 basis in the land is recovered tax free from the $14,000 obtained on the sale. Only $2,000
of that $14,000 (the amount realized in excess of basis) could not be protected from taxation as
basis recovery. You will often hear of this rule as “tax-free return of basis” or “tax-free recovery
of capital.” While “tax free” implies special dispensation from taxation, in reality it refers to the
fact that these dollars were already once taxed to John and Mary (when they purchased the land
and were denied a deduction for the outlay) and thus should not be taxed to them a second time.

What do | mean by the parenthetical above: “or concurrently taxed dollars in the same year”?
The dollars may not literally have been previously taxed in the sense that the purchase
(nondeductible capital expenditure) occurred in a prior year. The same result would occur if Mary
and John had bought the land for $12,000 in January of Year 1 and sold it in December of Year 1
for $14,000. The purchase price in January would be a nondeductible capital expenditure (creating
basis), which would be recovered tax-free on the December sale under 8 1001. Their realized
(includable) gain would again equal $2,000.

Let’s return to Mary and consider again the variant in which she receives her $1 million salary
one-half in $500,000 cash and one-half in shares of corporate stock worth $500,000. We have
already noted that Mary must include the entire $1 million in Gross Income under § 61(a)(1), i.e.,
not only the $500,000 in cash but also the FMV of the shares received as compensation in kind.
What is her § 1001 realized gain if she later sells the shares for, say, $700,000? Under § 1001(b),
her amount realized (A/R) is the $700,000. What is her adjusted basis (A/B) in the shares?

Now that you appreciate the critical role of basis as the means by which we can keep track of
previously (or concurrently) taxed dollars, you know—even before looking at any authority—that
Mary must have a basis in the shares equal to the $500,000 that she included in Gross Income on
their receipt under § 61(a)(1), even though she did not purchase that stock herself for $500,000. If
we were to conclude, instead, that she takes a $0 basis in the shares, her sale for $700,000 would
produce a 8 1001 realized gain of the entire $700,000 ($700,000 A/R less $0 A/B). Such a result
would violate precept (1), above, by taxing the same dollars ($500,000) to the same taxpayer
(Mary) more than once. Because Mary must include the $500,000 FMV of the shares in her Gross
Income on their receipt as compensation under § 61(a)(1), she should be able to recover $500,000
of the $700,000 on sale without tax.
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As expected, Treas. Reg. 8 1.61-(2)(d)(2) provides that Mary’s cost basis in the property
received as compensation for services rendered equals any amount that she paid for the shares ($0
on our facts) plus the amount that she included in Gross Income as compensation for services
rendered under § 61(a)(1) ($500,000). Her initial basis in the shares is $500,000, and her § 1001
realized gain on the later sale for $700,000 is $200,000 ($700,000 A/R less $500,000 A/B).

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

An example of (1) is the purchase by John and Mary of their land for $12,000. Because the land
purchase is a nondeductible capital expenditure, they take an immediate basis of $12,000 in that
land to reflect the nondeduction of the $12,000, which means that the $12,000 remains in their tax
base for the purchase year and is thus indirectly taxed to them in that year. John and Mary should
not be taxed a second time on that same $12,000. When they sell the land for $14,000, they can
recover their $12,000 basis tax-free under § 1001(a). Only the excess of the $14,000 A/R over
their $12,000 A/B is § 1001 gain, includable in Gross Income under § 61(a)(3).

An example of (2) is the receipt by Mary of corporate shares worth $500,000 as compensation
for services rendered. Because Mary must include the $500,000 FMV of the shares in her Gross
Income under § 61(a)(1) upon receipt, she takes an immediate cost basis of $500,000 in those
shares to reflect the fact that she includes that $500,000 in Gross Income. She should not be taxed
a second time on that same $500,000. If she sells the shares for $700,000, she can recover her
$500,000 basis tax-free under § 1001(a). Only the excess of the $700,000 A/R over her $500,000
A/B would be § 1001 gain, includable in Gross Income under § 61(a)(3).

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

You have learned a lot already! You have learned, for example, that capital expenditures, as
mere changes in the form in which wealth is held (rather than immediate wealth reductions), are
not deductible under SHS income principles because they fail to satisfy the first requirement
reviewed below (with a new, clarifying parenthesis).

To be deductible under SHS principles,

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

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

In sum, you now know that Mary and John cannot deduct the cost of the investment land, the
personal residence that they purchased, or (absent any special rule that deviates from SHS
principles) the cost of the new dental chair and X-Ray machine because each of these purchases
constitutes nondeductible capital expenditures.

Let’s move on to consider outlays that do survive the step-1 capitalization inquiry, i.e., to
outlays that do represent a current wealth decrease and thus are properly categorized as expenses
instead of capital expenditures. In John’s and Mary’s fact pattern, these include the salaries that he
pays to his receptionist and dental assistant, the rent and utility costs for his dental office space,
the rent that John and Mary pay with respect to their apartment (before they moved into their new
home), the utility costs for both the apartment and their new home, and the costs of the vacation
trip to Disney World (among other everyday living costs). Because each of these outlays represent
an immediate wealth decrease rather than a mere change in form in which wealth is held, they are
properly categorized as expenses instead of capital expenditures, surviving the step-1 inquiry.
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On to step 2! Recall our earlier point that even a current wealth decrease should not reduce the
tax base under SHS normative principles if the wealth decrease represents the purchase of personal
consumption because personal consumption costs should remain in the tax base. When we turn to
positive law, we find that § 262 confirms that “no deduction shall be allowed for personal,
living, or family expenses” (using that tax term of art). As with 8 263 with respect to capital
expenditures, § 262 is not necessary to deny deduction for personal expenses. Remember that, in
order to take any deduction, you must always find a Code section expressly authorizing it with the
magic words “there shall be allowed a deduction.” Nevertheless, by enacting § 262, Congress
provided a handy place for the Treasury Department to issue regulations that help us to determine
whether a particular expense is, in fact, a personal one.

As with the introductory language to § 61, which reminds us that other Code sections might
expressly authorize an exclusion of a Gross Income item that would otherwise be includable under
8§ 61, the introductory language in § 262 reminds us that other Code sections might expressly
provide authority to deduct certain personal expenses that would otherwise be nondeductible under
a normative SHS income tax. Examples include the deduction for charitable contributions made
to certain tax-exempt entities (8 170) and the deduction for interest paid on a loan incurred to
purchase a personal residence (8§ 163(h)(3)), each of which (and more) we shall examine in future
chapters. The term used to describe a provision that deviates from a pure, normative SHS
income tax is “tax expenditure,” and we shall examine the concept of tax expenditures more
closely in Chapter 3. Because none of John’s and Mary’s personal expenses are of this type, they
cannot deduct any of their personal expenses.

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

Turning to positive law, we need to find a Code section containing the magic words “there shall
be allowed a deduction” for these outlays, and we find it in § 162, which provides that “[t]here
shall be allowed as a deduction all the ordinary and necessary expenses [as opposed to capital
expenditures] paid or incurred during the taxable year in carrying on any trade or
business....” Unless some other Code section steps in to take away these otherwise allowable
deductions (and there would be none in John’s case), John can deduct the business expenses
incurred in his dental practice from his $500,000 of Gross Income under § 61(a)(1) or (2) in
arriving at 8 1 Taxable Income (the tax base).

The deduction for business expenses does not reflect some sort of special solicitude or
preference for business activity (as opposed to personal consumption). Rather, business expenses
are normatively required to be deducted if we wish to ensure taxation of SHS income. Recall
fundamental precept (1) of an income tax: the same dollars should not be taxed to the same
taxpayer more than once. If we require John to include every dollar of his $500,000 gross
revenue from his patients’ payments in § 61 Gross Income and did not then allow him to deduct
from this gross revenue the costs incurred to produce it, we would be doubly taxing John on the
same dollars (equal to the undeducted costs), violating fundamental precept (1).

To see why this is true, return for a moment to John’s and Mary’s purchase and sale of their
land. There, we denied John and Mary a deduction on their $12,000 outlay in purchasing the land,
which meant that they were indirectly taxed on that $12,000 in the purchase year. This
nondeduction created a $12,000 basis in the land to represent the previously taxed dollars reflected
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in the land. When they sold the land for $14,000, we did not require them to include the entire
$14,000 gross sales proceeds in 8 61 Gross Income. Rather, they were permitted to recover their
$12,000 basis tax-free under § 1001 first so that only $2,000 was Gross Income within the meaning
of 8 61(a)(3). In this way, Congress ensured that fundamental precept (1) was honored by not
taxing that $12,000 twice to John and Mary, which would have occurred if we both denied them a
deduction of the $12,000 purchase price and required that they include the entire $14,000 gross
sales proceeds in § 61 Gross Income.

Section 61(a)(3) is unusual in the sense that the Gross Income from the sale is already a net
figure because of the simultaneous basis offset under § 1001. The basis is, in a sense, deducted
before even arriving at § 61 Gross Income regarding the land sale. Congress could have reached
the same end result by requiring John and Mary to include the entire $14,000 amount realized (the
entire sales proceeds) in 8 61 Gross Income and then creating a new deduction (not in fact found
in the Code) of $12,000 equal to their basis in the land in arriving at $2,000 of Taxable Income
(the tax base). But because the undeducted purchase price of the land is so obviously connected to
the later sales proceeds of that very land, basis is created in the land directly and offset against the
amount realized directly under 8 1001 in arriving at 8 61 Gross Income in the first place.

The salary that John pays to his employees, the rent that he pays for his office space, and the
utility costs incurred for that space are clearly connected to creating the $500,000 of gross revenue,
just as the $12,000 purchase price of the land was clearly connected to the $14,000 sale price of
the land. Unlike with the land costs and sales revenue, however, we cannot say with any precision
whether the receptionist’s salary this week (or this month’s rent or utility expense) should be tied
to any particular patient’s payment. We cannot, in other words, easily create “basis” in any
particular business cost that could be used to offset (in § 1001 fashion) a portion of John’s $500,000
in revenues in order to arrive at a § 61 Gross Income figure that is (like the land profit) already
reduced to a net profit figure. In short, while the expenses are clearly income-producing costs of
his business, the connection between any particular expense and any particular revenue receipt is
not easy to determine, unlike the land purchase and later sale.

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

What about expenses (current wealth decreases) incurred not in pursuit of business profit
(generally, selling goods or services to others) or in pursuit of personal consumption (the trip to
Disney World) but rather in pursuit of investment profit (managing your own savings)? For
example, suppose that you rent a safety deposit box at a cost of $20 per month to safeguard a
winning lottery ticket until you have the opportunity to claim your prize. There has always been a
version of § 162 in the Code. In an early case construing it, Higgins v. Commissioner,® the Supreme
Court concluded that managing one’s own investments does not rise to the level of a “trade or
business” within the meaning of the predecessor to § 162, no matter how large the investment
portfolio. (Mr. Higgins was a very wealthy man who hired employees to manage his large holdings
of U.S. investment properties for him while he lived abroad.) Under Higgins, the $20 safety deposit

3312 U.S. 212 (1941).
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box fee could not be deducted under 8§ 162—even though the lottery proceeds are clearly wealth
accessions that are includable in Gross Income—because collecting lottery winnings does not
comprise operating a “trade or business.”

Requiring inclusion of the full gross proceeds of an investment while, at the same time,
disallowing deduction of the expenses incurred to produce that investment Gross Income would
twice tax the same dollars to the same taxpayer for the same reason that we would be doubly taxing
John on the same dollars if we required John to include every dollar of the $500,000 received from
his patients in Gross Income and, at the same time, denied him deduction of the expenses incurred
to produce those receipts. Under SHS normative principles, the only salient inquiry is whether the
outlays contribute toward producing includable Gross Income of some sort (as opposed to
purchasing personal consumption).

Congress responded to Higgins not by statutorily expanding § 162 to reach investment activity
in addition to business activity but by enacting an entirely new Code section pertaining, essentially,
to investment expenses. Section 212(1) and (2) allow the deduction of expenses incurred in an
income-producing activity not rising to the level of a trade or business.

Deductions (part 3): § 1001 loss (and more on normative income tax theory)

Suppose that John and Mary had sold the land (purchased in Year 1 for $12,000) when it was
worth only $10,000 in Year 2. You know now that John and Mary should always be permitted to
recover their $12,000 basis tax-free (in order to honor fundamental precept (1)), so you know that
the entire $10,000 received on the sale would constitute tax-free basis recovery. But what about
the $2,000 of unrecovered basis? They would have obtained a tax benefit from that basis if they
had been able to sell the land for more (additional tax-free recovery of basis), but the land is now
sold. Can they obtain any tax benefit for their unrecovered basis?

Notice that the amount of unrecovered basis on a property disposition satisfies the statutory
definition of loss found in § 1001(a): “loss shall be the excess of the adjusted basis ... over the
amount realized.” John and Mary would have realized a $2,000 loss rather than a gain (both
defined terms of tax art in § 1001(a)) if they had sold their property with a basis of $12,000 for an
amount realized of only $10,000. In other words, by definition a loss is unrecovered basis.

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

Under positive law, we need to find a Code section that contains the magic words “there shall
be allowed a deduction” for a “loss.” See § 165(a) and (c). Consistent with SHS principles, we see
authorization to deduct business and investment losses in 8§ 165(a) and (c)(1) and (2), but losses
realized with respect to personal consumption property are generally disallowed under 8 165(c)(3)
(with minor exceptions in 88 165(c)(3) and (h), which we shall peruse in Chapter 17).

We can now go a step further in defining what we really mean by a wealth reduction in the
normative SHS income tax sense. Suppose that Becky owns an art gallery and that she purchases
a painting for $10,000 that increases in value several years later when the artist becomes popular.
At this time, the painting is formally appraised at $50,000. Two of her regular customers consider
purchasing it for its $50,000 appraised value. Before the sale, however, a thief burgles the store
and, alas, makes off with the painting. While Becky thought that her store inventory insurance was
up to date, it has in fact lapsed, and she is unable to obtain any insurance recovery for the loss.
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If you ask the hypothetical “man on the street” the amount of Becky’s “loss” on these facts, the
likely response would be $50,000 because Becky clearly lost $50,000 of economic value. Before
the theft, she owned a painting that was worth $50,000, but after the theft she owned nothing. For
income tax purposes, however, what is the amount of Becky’s loss deduction under § 165? See §
165(b). Becky is limited to deducting her $10,000 basis in the painting rather than its $50,000
economic value. Why? What would be wrong (as a matter of income tax theory) with allowing
Becky to deduct her $50,000 economic loss (rather than a deduction limited to her $10,000 basis)?

Recall fundamental precept (2): the same dollars should not provide a double tax benefit
to the same taxpayer. Because of the realization requirement, Becky did not include in her Gross
Income the unrealized $40,000 appreciation in value of the painting. If Becky were both entitled
to exclude this $40,000 (under the realization requirement) and deduct this same $40,000 (if 88
1001 and 165(b) permitted her to deduct the full $50,000 FMV of the painting), Becky would
enjoy a double tax benefit for the same dollars, violating fundamental precept (2). This outcome
is also another reminder that the word “loss,” while used in everyday parlance, is a tax term of art
under the Internal Revenue Code. A “loss” for Federal income tax purposes is unrecovered basis,
which generally represents previously taxed dollars, not lost value.

Indeed, if we are to honor SHS principles, all deductions under the Internal Revenue Code
(not just loss deductions) must be supported by previously or concurrently taxed dollars (i.e.,
after-tax dollars) in order to ensure that we are not providing a double tax benefit to the
same taxpayer for the same dollars (both exclusion and deduction). Basis is the clearest
example of previously or concurrently taxed dollars, but business and investment expenses,
as well as depreciation (below), also should represent previously or concurrently taxed
dollars because they pertain to producing what was (or will be) includable Gross Income.

This outcome is explicit under 88 1001 and 165(b) with respect to loss deductions, but it is
equally true with respect to any other deduction that is premised on normative income tax
principles, i.e., those deductions that are necessary to properly measure SHS income. Expense
deductions under 88 162 and 212 are allowed only because they represent outlays stemming from
includable Gross Income, usually in the same year.

Recall, for example, John’s $500,000 of includable Gross Income from his dental practice and
the § 162 business expense deductions that he was allowed for his employees’ salaries, office rent,
office utility costs, etc. Those deductions are justified only because of the Gross Income inclusion
of the entire $500,000, from which he was able to pay these business expenses. In other words,
they are “same dollars” (previously or concurrently taxed), justifying the § 162 deductions.

Deductions (part 4): depreciation

We have seen that John and Mary are not permitted to deduct the acquisition costs of their land
or personal residence and that John is not permitted to deduct, absent any special rule deviating
from SHS principles, the acquisition cost of the new business equipment that he purchased this
year (the dental chair and X-ray machine) because each of these outlays are properly categorized
as capital expenditures, creating basis, rather than current expenses. We have also seen that basis
can be recovered tax-free on later sale of the property under § 1001. But can this basis be recovered
earlier—Dbefore sale or other disposition?

Read § 167(a). It allows a taxpayer to take a series of basis deductions, called depreciation
deductions, during the life of the property, so long as the property is (1) of a type subject to “wear
and tear” and (2) used in business or held for the production of income (i.e., business or
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investment property). Notice that no depreciation deductions are allowed with respect to
personal-use property, consistent with the SHS principle that property used to provide personal
consumption (as opposed to producing Gross Income) should not reduce the tax base. The “wear
and tear” requirement—explored in Chapter 13 in more detail—essentially means that the property
at issue must waste away as a result of the business or investment activity in some predictable
manner. In other words, the property must have an ascertainable useful life up front, when placed
in service in the business or investment activity. Property with a potentially infinite life, such as
land, collectibles, or corporate stock, is never depreciable because it does not predictably waste
away from use. Buildings, no matter how solidly built, can be depreciable assets because they do
eventually collapse, even with good care.

John and Mary cannot depreciate their investment land (because it fails to satisfy the “wear and
tear” requirement) or their personal residence (because it is personal consumption property). John
can, however, depreciate the business equipment (dental chair and X-ray machine) that he
purchases this year for use in his business. The actual mechanics of how to schedule these basis
deductions over time under 88 167, 168, 197 and related provisions are addressed in Chapter 13.
For now, it is enough to know that John will be able to accelerate the tax benefits of his basis in
the business equipment. Why does John like this result? All together now: because of the time
value of money. Deducting his basis beginning in the year of acquisition (instead of waiting until
a realization event and recovering his basis tax-free then) has real economic value to John!

Some may think that allowing deduction of property basis prior to a realization event is
inconsistent with the realization principle. A fuller discussion of this issue must await Chapter 13,
but the short version is that losses can legitimately be considered final and irretrievable (and thus
realized in a nontrivial sense) even before disposition—so long as the property wastes away over
time in some predictable fashion and gets ever closer to the end of its useful life in producing
Gross Income solely with the passage of time. Thus, the “wear and tear” requirement is critical in
determining which properties should properly be depreciable in the first place. Stay tuned!

§ 1016 basis adjustments

Suppose that John’s new dental chair cost $10,000 (creating an initial § 1012 cost basis of
$10,000) and that he is permitted to depreciate this basis in a series of $1,000 deductions over the
first 10 years of his ownership under the depreciation provisions. At the end of each of Years 1
and 2, John properly deducts $1,000 (for a total of $2,000) before selling the chair for $8,500 on
January 1 of Year 3 because he wants to buy the new edition. The sale triggers 8 1001, of course.
Because he sold the chair for $8,500, the amount realized within the meaning of 8 1001(b) is
$8,500. What is John’s adjusted basis in the chair at the time of sale, which will be used as an
offset against the amount realized in determining his § 1001 gain or loss?

What would be wrong with using his original $10,000 basis in calculating his § 1001 gain or
loss? Recall fundamental precept (2): the same dollars should not provide a double tax
benefit to the same taxpayer. If John is permitted to deduct $2,000 of his $10,000 basis in Years
1 and 2 under the depreciation provisions, he should not be permitted to use that same basis a
second time to reduce his § 1001 gain (or create or increase a 8 1001 loss) in the year of sale. For
this reason, § 1016(a)(2) requires John to reduce his original $10,000 basis by the $2,000 deducted
under the depreciation provisions, resulting in an adjusted basis of $8,000 at the time of sale. When
he sells for $8,500, John realizes a $500 § 1001 gain ($8,500 A/R less $8,000 A/B). As an aside,
note that the depreciation deductions allowed during Years 1 and 2 exceeded the real loss in FMV
during his ownership period, a common occurrence (as we shall see).
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Just as basis is the tool used to ensure that the same dollars are not taxed more than once
to the same taxpayer, basis is the tool used to ensure that the same dollars do not provide a
double tax benefit to the same taxpayer.

Let’s consider another § 1016 basis adjustment. Ann has long owned a hotel, and its current
A/B is $400,000 (after reduction for depreciation deductions under § 1016(a)(2)). She decides to
construct a major addition to the hotel, doubling its square footage, at a cost of $500,000. Can Ann
immediately deduct this cost under § 162? While incurred in business (rather than for personal
consumption), is the $500,000 outlay an expense (as required for immediate deduction under §
162) or a capital expenditure (nondeductible under § 263)? Compare Treas. Reg. § 1.162-4(a) with
Treas. Reg. § 1.263(a)-1(a) and (d)(2). We shall spend all of Chapter 4 examining the capitalization
rules in more detail, including the ever-difficult line between a “repair” (a current expense) and an
“improvement” (a nondeductible capital expenditure), but this is an easy case. The $500,000
expansion is an improvement rather than a mere repair and must be capitalized. How do we do that
with respect to property that is already owned by the taxpayer?

Read § 1016(a)(1). The language “properly chargeable to capital account” means capital
expenditure. This $500,000 capital expenditure incurred with respect to property already owned
increases its basis from $400,000 to $900,000. Because this building is used in business and is
subject to “wear and tear,” this new basis will also be permitted to be depreciated going forward,
as was her original basis. Again, stay tuned.

A brief introduction to the concept of capital gains and losses

If the § 1001 gain or loss on a sale, exchange, destruction, or other realization event with respect
to property is includable in Gross Income (if a gain) or deductible under § 165 (if a loss), you must
then consider whether the gain or loss is characterized as “ordinary” or “capital” in nature and why
that characterization matters. We shall devote an entire chapter (Chapter 14) to examining the
special rules that apply to capital gains and capital losses, but it is important for you to acquire an
initial grasp of the two most fundamental consequences of these characterizations now because
they will affect the discussion of topics throughout this course. The concept of capital gain and
loss does not arise from the SHS conception of income. They are sui generis to the income tax, for
assorted rationales that we shall explore in Chapter 14.

The first thing to note is that whether a § 1001 realized gain or loss is capital has nothing to do
with whether the original purchase of the property qualified as a capital expenditure, even though
both (unfortunately for beginning tax students trying to keep all of this straight) use the term
“capital.” Virtually all purchases of long-lived property are capital expenditures, but that fact does
not mean that the § 1001 gain or loss realized on a later sale or exchange of that property is capital
gain or loss. You simply have to learn about these concepts in their own right. A capital
expenditure, you have learned, is simply an outlay that does not reduce wealth but rather merely
changes the form in which wealth is held and is the opposite of an expense. In contrast, § 1001
gain or loss is capital (rather than ordinary) if the requirements found in § 1222 are satisfied.
Let’s use a series of examples to illustrate the requirements in § 1222.

Suppose that Steve owns a retail shop that purchases jewelry on the wholesale market and then
resells it to customers. Steve purchases a gold necklace at wholesale for $7,000 in Year 1 and sells
it for $12,000 to a customer, Ellen, in Year 3, who wears it for personal adornment. After wearing
the gold necklace for a few years, Ellen tires of it and sells it to Marty for $15,000 in Year 6
(because the price of gold has increased in the interim).
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Steve cannot deduct the $7,000 cost of the necklace as a business expense under § 162 when he
purchases it from the wholesaler because the $7,000 outlay fails to qualify as an “expense.” Rather,
the purchase is a 8 263 nondeductible capital expenditure (the opposite of an expense), and he
takes a $7,000 § 1012 cost basis in the necklace. When he sells the necklace for $12,000 to Ellen,
Steve realizes a $5,000 8§ 1001 gain ($12,000 A/R less $7,000 A/B). Similarly, when Ellen
purchases the necklace for $12,000, she cannot deduct the $12,000 cost of the necklace because it
is a nondeductible capital expenditure, creating a $12,000 basis. When she sells it for $15,000 to
Marty, Ellen realizes a $3,000 § 1001 gain ($15,000 A/R less $12,000 A/B). Even though both
Steve’s and Ellen’s purchases of the necklace are categorized as capital expenditures, Steve’s
$5,000 & 1001 gain is not characterized as capital gain, while Ellen’s $3,000 § 1001 gain is
characterized as capital gain. Why? And what difference does it make?

A § 1001 realized gain or loss is characterized as capital (instead of ordinary) if the three
requirements repeated in 8§ 1222(1) through (4) are satisfied. If you peruse those subsections of §
1222, you will note three common features. To be capital:

(1) the 8 1001 realized gain or loss must be includable (if a gain) or deductible (if a loss);
(2) the asset disposed of must satisfy the definition of “capital asset” found in § 1221; and

(3) the realized gain or loss must arise from a “sale or exchange” (as opposed to, for
example, a theft or destruction).

The first requirement alerts us to the possibility that some realized gains that would otherwise
be immediately includable in Gross Income under § 61(a)(3) or realized losses that would
otherwise be deductible under 88 165(a) and (c) may, under some specific Code section, be
excluded (if a gain) or disallowed as a deduction (if a loss). The tax term of art for such realized
gains and losses that are not taken into account is that they are “unrecognized.” (A realized gain
or loss that is recognized is one that is taken into account now.) We shall examine some
nonrecognition provisions in later chapters. For current purposes, it makes sense to stop the
analysis regarding whether a realized gain or loss is capital or ordinary if the gain or loss is not
going to show up on the tax return in any event. You will have to take my word for it (for now)
that no nonrecognition provision would permit Steve’s or Ellen’s realized gains on their sales for
cash to go unrecognized, which means that the first requirement for both Steve’s and Ellen’s §
1001 gain to be characterized as capital gain is satisfied.

Similarly, the third requirement—that the gain be realized by way of “sale or exchange”—is
also obviously satisfied for both Steve and Ellen on these facts because both sold the necklace for
cash. If Steve had exchanged the necklace for, say, a new cash register for use in his business, the
“sale or exchange” requirement would likewise have been satisfied.

The necklace is not, however, a “capital asset” as defined in § 1221 in Steve’s hands, though it
IS a “capital asset” in the hands of Ellen, which means that the second requirement, above, is failed
(and the gain is characterized as ordinary instead of capital) with respect to Steve’s sale only. We
shall examine § 1221 in greater detail in Chapter 14, but do read § 1221(a)(1) for now. Notice that
the introductory phrase (before arriving at (1)) refers to all property in all the world—regardless
of whether that property is held for business, investment, or personal purposes—unless the
property is listed in one of the subsections of § 1221(a). In other words, if the necklace is described
in one of the paragraphs in § 1221(a), it is not a capital asset. For Steve, the necklace is, in fact,
described in the § 1221(a)(1) inventory or dealer exception. Because Ellen, unlike Steve, does not
hold the necklace as inventory, it is a capital asset in her hands. In short, you cannot simply
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conclude that gold necklaces are—or are not—capital assets. They are capital assets in the hands
of some taxpayers (if they are not held as inventory for sale to customers, for example) and not
capital assets in the hands of others. Jewelry held for personal purposes (as opposed to inventory)
IS just one example of a capital asset. Another is shares of corporate stock held as an investment
(as opposed to be being held as inventory by a stock dealer).

When the smoke clears, Steve’s § 1001 gain is ordinary, but Ellen’s § 1001 gain is capital. Why
does that matter? Certain kinds of capital gain, called “net capital gain” (defined in § 1222(11)),
IS subject to a reduced tax rate under § 1(h), whereas ordinary gain is not. We shall tease apart the
definition of “net capital gain” in Chapter 14, but it requires (as a first ingredient) that the capital
asset have been held for more than one year before the sale or exchange, creating “long-term
capital gain.” So “net capital gain” (which requires at least some long-term capital gain) is
preferably taxed compared not only to ordinary gain or short-term capital gain but all other kinds
of ordinary income, including compensation, rent, interest, royalties, etc.* Net capital gain is taxed
at 20%, 15%, or 0%, depending on the taxpayer’s income level, as explored in Chapter 14. In
contrast, the top tax rate on ordinary gain and ordinary income is 37%, reduced from 39.6% in the
legislation enacted in the waning days of 2017 informally called the Tax Cuts and Jobs Act
[hereinafter referred to in this textbook as the TCJA].> In short, certain capital gains are
preferably taxed at a lower rate than ordinary gain (and ordinary income other than gain).
This rate differential is at the root of a good deal of tax planning, as we shall see.

What if Ellen had sold the jewelry, which she had purchased for $12,000, for only $5,000
(instead of $15,000) because the price of gold had fallen during her ownership period (or the style
of the jewelry had gone out of fashion)? Instead of realizing a § 1001 gain, she would have realized
a 8 1001 loss of $7,000 ($5,000 A/R less $12,000 A/B). Could Ellen deduct this loss under §8
165(a) and (c)(3)? No. In Ellen’s hands, the jewelry is personal consumption property, and
personal consumption wealth reductions are intended to stay within the tax base under SHS
principles. Because the loss will not appear on Ellen’s tax return, the loss is not capital under the
first requirement listed above (that the loss be deductible). Indeed, because the loss is not
deductible, its character is irrelevant.

What if the property that Ellen purchased for $12,000 and then sells for $5,000 are shares of
corporate stock in Gaggle, Inc., instead of jewelry worn for personal adornment? In that case,
Ellen’s loss is deductible under § 165(c)(2), and all three requirements found in § 1222 are
satisfied. Her deductible loss is a capital loss. Why does that matter?

Even though Ellen has authority to deduct the loss under § 165(c)(2)—the first step in the
analysis—she must also take note of § 165(f), which refers her to 8 1211 because her deductible
loss is capital. Read § 1211(b) now. Notice that § 1211 does not contain the magic words “there
shall be allowed a deduction.” Section 165 is the Code section that authorizes Ellen’s loss
deduction. But even if you find a Code section that contains the magic words “there shall be
allowed a deduction” and satisfy its terms, you must always then consider whether another,
separate Code section steps in to take away the otherwise allowable deduction. Section 1211 is the
first Code section among others that we shall examine that can step in to take away (or defer) an

4 Certain dividends received on corporate stock are also subject to the special reduced tax rate under § 1(h)(11).

5> While the bills had been called the Tax Cuts and Jobs Act throughout the legislative process, the parliamentarian
ruled that title to be out of order for legislation enacted under budget reconciliation authority. Thus, the official title
of the act is, “H.R. 1—An Act to provide for reconciliation pursuant to titles Il and V of the concurrent resolution on
the budget for fiscal year 2018.” Nevertheless, everyone calls it the Tax Cut and Jobs Act, and I shall as well.
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otherwise allowable deduction.

Capital losses that are deductible under the authority of § 165 are then subject to 8
1211(b), which limits deduction of capital losses (whether short-term or long-term) in any
year to an amount equal to included capital gains (whether short-term or long-term) for that
year plus up to $3,000 in additional capital loss. Under § 1212(b), any capital loss that is
disallowed under 8§ 1211(b) can be carried forward indefinitely to future years until it is
either deducted under 88 165 and 1211(b) or the taxpayer dies.

For example, assume that Ellen also owns shares of stock in Realty, Inc., with an unrealized
capital gain (which we can refer to as built-in gain) of $9,000. If she sells the Realty stock this
year, realizing and including that $9,000 capital gain, she could then deduct her entire $7,000
realized and deductible capital loss on the sale of the Gaggle stock under 8§ 165 and 1211(b). If
she chooses not to sell the Realty stock with the $9,000 built-in gain, she can deduct only $3,000
of her otherwise deductible capital loss on the Gaggle stock sale this year. The remaining $4,000
would be carried forward. If, in the next year, Ellen realizes no capital gain, she could deduct
another $3,000, carrying forward the last $1,000 to the next year, when it could finally be deducted.

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

Note that only capital losses are subject to the § 1211(b) limitation; deductible ordinary losses
are not so limited. For example, if Steve, our jewelry shop owner, sells the gold necklace to Ellen
for less than he purchased it, his § 1001 loss is both deductible under § 165(c)(1) and ordinary (not
capital) because the necklace is not a capital asset in his hands under the § 1221(a)(1) inventory
exception. His loss deduction is allowable without limit, unconstrained by § 1211(b).

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

Problems

1. Rachel, a medical doctor, purchases a painting to hang on the wall of her living room (i.e.,
for personal enjoyment) for $15,000 in February of Year 1 from an up-and-coming artist, Randy
Borehall. At the end of Year 1, the painting is appraised at $17,000. At the end of Year 2, after a
particularly nasty piece of publicity regarding Borehall’s antics, the painting is appraised at
$10,000. When Borehall dies in Year 3, Rachel is able to sell the painting in November for $20,000
in cash (you know what death can do to the value of an artist’s work) to Jacob.
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a. What does Rachel include in Gross Income (or deduct in reaching Taxable Income) in each
of Years 1, 2, and 3 under current law?

b. What would Rachel include or deduct in each of Years 1, 2, and 3 under a pure SHS income
tax, under which changes in wealth are taken into account annually, regardless of whether or
not there has been a realization event (i.e., under a mark-to-market system)? Recall the crucial
role of “basis”—generally, a running record of previously or concurrently taxed dollars or,
stated differently, dollars that have not yet been deducted. What would Rachel’s basis in the
painting be at the end Year 1, at the end of Year 2, and at the time of sale in Year 3? Remember
also that she is using this painting for personal purposes, which will affect, in particular, your
analysis of the loss in value in Year 2.

c. Isthe result in a. or b. more favorable to Rachel and why?

d. In a., what is the character of Rachel’s § 1001 realized gain: capital or ordinary? Why does
Rachel care?

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

2. Rachel’s mother gives her $5,000 in cash for her birthday in February of Year 1. What tax
consequences to Rachel under SHS notions of income and under current law if she uses the cash
to:

a. take a trip to Paris?

b. purchase shares of corporate stock worth $5,000, which she then sells for $7,000 in August
of Year 2? Is this result consistent with the role that basis usually plays? Why or why not?

3. Tired of all of the clutter in her home, Rachel holds a garage sale where she sells a bunch of
old furniture, clothes, dishes, toys, small appliances, etc. As in typical garage sales, she sold each
item for less than she originally paid for it. When she counted the money in her till at the end of
the day, she had $300 in cash. Does Rachel include this $300 in her Gross Income under current
law? Why or why not?

4. Rachel pays her office nurse a salary of $50,000, pays rent for her medical office premises
of $20,000, pays rent for her personal apartment of $15,000, pays $10,000 for food, and purchases
a new patient examining table for $10,000. Describe Rachel’s tax consequences under both SHS
notions of income and current law for each of these outlays. (Do not worry about figuring out
actual depreciation deductions, if any, to which she is entitled. Just note whether or not she would
be entitled to take any.)

5. What is Rachel’s § 1001 gain or loss if, after several years of use in her business, Rachel
decides to sell for $6,000 the examining table purchased in 4., above, after properly deducting
$5,000 in depreciation deductions under 8§ 167 and 168? (Skip, for now, the characterization of
her § 1001 gain or loss as “ordinary” or “capital,” as there are special characterization rules that
govern the sale of property that has been the subject of depreciation deductions. As usual, stay
tuned.)

6. Ryan, a lawyer, purchases shares of corporate stock for $20,000 in December of Year 1. At
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the end of Year 2, they are worth $17,000. He sells the shares in October of Year 3 for $13,000.
Describe Ryan’s tax consequences with respect to the purchase and ownership of the shares under
both SHS notions of income and under current law.

7. Lindsey buys an office building for $100,000. After properly deducting $20,000 in
depreciation, she has the building appraised, and it is demonstrably worth $110,000 because the
surrounding neighborhood is quickly gentrifying. That is to say, Lindsey’s office building has
appreciated to a value above her original purchase price so that she now owns economic wealth of
$110,000 with respect to the building. (As an aside, you will learn that the fact that Lindsey’s
property has increased in value does not mean her depreciation deductions were improper. Stay
tuned.) Unfortunately, shortly after the appraisal, the building burns to the ground, and she learns
that (because she failed to make payments) her insurance coverage has lapsed. What is the amount
of Lindsey’s § 165 “loss” deduction? She clearly lost $110,000 of real economic value, but can
she deduct that amount? Why or why not? See 8 165(b).

8. Luke purchases a boat in Year 1 for $200,000 for use in his business as a fisherman. In Year
2, Luke spends $30,000 to fix the boat up. Explain why Luke would like to categorize the $30,000
outlay as a mere “repair” (an “expense” under Treas. Reg. § 1.162-4) rather than an “improvement”
(a ”capital expenditure” under Treas. Reg. § 1.263(a)-1(a)(1) and (d)(2) and -3).

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

B. Subsistence consumption, tax rates, and more

You learned in Part A. that the tax base of Taxable Income is, generally speaking, § 61 Gross
Income less any allowable deductions. This Part B. dives deeper into the treatment of deductions,
distinguishing between so-called Above-the-Line Deductions and Itemized Deductions, as well as
exploring mechanisms to protect a basic amount of subsistence consumption from tax. It also
considers the difference between a taxpayer’s marginal tax rate and effective (or average) tax rate.
Let’s start with a roadmap from Gross Income to tax due.

Computation of Tax

Gross Income ..................... [§ 61, case law; statutory exclusion available?]

Minus Deductions from
Gross Income .................... [deductions listed in 8 62 but allowed by a
Code section that says “there shall be allowed
a deduction ....”]

Equals Adjusted Gross
Income (Individuals) ............ [defined in § 62]
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Minus Personal Exemptions ........... [§§ 151 and 152, suspended through 2025]

Minus either Standard Deduction .... [§ 63]
or Itemized Deductions ... [deductions other than those listed in § 62, the Standard
Deduction, the Personal Exemption Deduction, § 199A
Deduction, as limited by § 67, where applicable]

Minus § 199A Qualified Business ..... [for eligible sole proprietors and owners of pass-through
Income Deduction entities]

Equals Taxable Income ................. [defined in§ 63]
Apply Tax Rates or Tax Tables ...... [88 1 and 3]
Yields Tax Before Credits

Minus Tax Credits ...................... [§§ 21-42, 53, and 6315]
Equals Tax Due
(Alternative Minimum Tax?) ........... [§§ 55-59]

Let’s consider Joan and Jim, a married couple with two minor children, Larry
(age 10) and Laura (age 7). Joan is a teacher who earns $70,000 in 2023, and
Jim is a construction worker who earns $60,000. In addition, they receive a
$10,000 gift from Jim’s wealthy grandmother. They do not yet own a home but
rather rent an apartment. They contribute $2,000 to their church, a recognized
charity, and they pay $3,000 in state and local income taxes.

The first step in the chart listed above is to determine the § 61 Gross Income that Joan and Jim
must include on their joint tax return.® They must include their $130,000 in aggregate salary under
8 61(a)(1), but the $10,000 that they receive as a gift is excludable from their Gross Income under
the authority of § 102, even though it represents economic income to them.

8§ 62 Above-the-Line Deductions

After determining their § 61 Gross Income, they are next permitted to take any deductions
listed in § 62, typically referred to as Above-the-Line Deductions, but allowed by some other
Code section in reaching Adjusted Gross Income (AGI). In other words, AGI is Gross Income
less the Above-the-Line Deductions.

Note that § 62 does not provide the authority to take any deduction. You must find the authority
to take the deduction in a Code section that contains the words “there shall be allowed a deduction”
and satisfy its terms. Once satisfied that you have initial authority to take the deduction, you must
then consider whether another Code section steps in to deny or reduce this otherwise allowable
deduction. For example, you learned in Part A. that a loss on the sale of investment property
(deductible under the authority of § 165(c)(2)) may nevertheless be limited by § 1211(b) if the
deductible loss is a capital loss. Once you have survived this obstacle course and are convinced
that you are, indeed, entitled to take the deduction, you must (as the last step in the analysis)
determine where on the roadmap from Gross Income to Taxable Income the deduction is taken.

The Above-the-Line Deductions are the most preferred deductions because, unlike Itemized

& We shall discuss the joint tax return as an income-splitting mechanism in Chapter 8.
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Deductions (considered below), they are not limited in any way. The first item on this preferred
list is business deductions (such as § 162 ordinary and necessary business expenses and
depreciation deductions under 8§ 167 and 168 of assets used in the business) so long as these
business deductions are incurred by the self-employed rather than in one’s capacity as an employee
of another. See § 62(a)(1). A good example of these deductions would be the ones incurred by our
dentist John in Part A. He paid his dental assistant and receptionist a salary, paid rent and utility
costs for his office, and incurred depreciation deductions for his new dental chair and X-ray
machine, all of which would be taken above the line, directly from Gross Income in reaching AGI.

Losses incurred on the sale of property, such as capital losses, are listed in § 62(a)(3), and all
deductions attributable to property that produces rents or royalties are listed in § 62(a)(4).

Notice that employee business deductions are taken above the line only in certain limited
circumstances. The most important of these is the first: employee business deductions that are
reimbursed by their employers under “accountable plans,” as defined in § 62(c). See 88 62(a)(2)(A)
and (c). If the reimbursement arrangement requires the employee both to substantiate the business
expense and to return any excess reimbursement to the employer, the employee is permitted to
deduct the business expense directly from Gross Income in arriving at AGI. But the reimbursement
itself, because coming from an employer, would be includable in the employee’s Gross Income
under § 61(a)(1) as compensation. Because the inclusion under 8 61(a)(1) would exactly offset
the Above-the-Line business expense deduction under 88 162 and 62(a)(1), Treas. Reg. 8 1.62-
2(c)(4) permits the employee to ignore both the inclusion and the offsetting deduction. This
simplification measure has real economic benefits, as the reimbursement is also excludable for
purposes of the payroll taxes mentioned in Chapter 3 (under which no deductions are allowed).

Because Joan and Jim have no Above-the-Line deductions listed in § 62, their AGI is also
$110,000, not uncommon in the case of employees.

The (suspended) Personal and Dependent Exemption Deduction and (continuing) Standard
Deduction

Every taxpayer effectively has a zero bracket amount on the first dollars earned on the rationale
that subsistence income should not be taxed on “ability to pay” grounds. (The ability to pay fairness
norm is discussed in Chapter 3.) Prior to the enactment of the TCJA in late 2017, Congress
effectuated this zero bracket amount primarily through (1) the Personal and Dependent Exemption
Deduction, (2) the Standard Deduction, (3) the Child Tax Credit, and (4) the Earned Income Tax
Credit. In the TCJA Congress suspended the first (the Personal Exemption and Dependent
Deduction) but nearly doubled the second through the end of 2025. Before suspension, the
Personal Exemption and Dependent Deduction for each taxpayer and their dependent would have
been $4,150 in 2018 (a total of $16,600 for Joan and Jim and their two dependents).

The Standard Deduction is a flat amount that is available to all taxpayers merely for existing.
Prior to the TCJA, the 2018 Standard Deduction for a married couple filing jointly would have
been $13,000. The TCJA increased it to $24,000 for a married couple filing jointly (to $12,000
from 6,500 for single individuals), indexed for inflation.” For 2023, the Standard Deduction is
$27,700 for a married couple filing jointly and $13,850 for unmarried individuals.

" Most of the individual tax changes (except the use of the slower inflation adjustment measure described after the tax
tables and the changes to the tax treatment of alimony) sunset at the end of 2025, which means that the Personal
Exemption and Dependent Deduction will be revived and the Standard Deduction will be reduced absent
Congressional action. Changes made to the corporate tax under Subchapter C of the Code, in contrast, do not sunset.
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Itemized Deductions, which taxpayers can elect to take in lieu of the Standard Deduction,
consist of the universe of all deductions except (1) Above-the-Line Deductions, (2) the
suspended Personal Exemption and Dependent Deductions, (3) the Standard Deduction, and
(4) for eligible sole proprietors and owners of pass-through entities, the 8§ 199A deduction
(discussed shortly). Before 2018, about 70% of taxpayers took the Standard Deduction and 30%
itemized. Because the TCJA not only increased the Standard Deduction but also eliminated some
itemized deductions entirely and reduced others, discussed below, the number of itemizers has
been reduced by two-thirds to about 10% of taxpayers.

The original impetus behind the 1944 enactment of the Standard Deduction was the desire for
simplification during the period when the class tax was becoming a mass tax during WWII, as
described in Chapter 3.2 The Standard Deduction allowed taxpayers who did not wish to keep track
of the individual Itemized Deductions to which they would otherwise be entitled to simply take
the Standard Deduction, instead. Of course, most taxpayers will keep track of their Itemized
Deductions and take whichever amount is larger. Therefore, in a nontrivial way, the Standard
Deduction represents an amount of tax-free subsistence spending available to all taxpayers because
every taxpayer is entitled to it simply for existing.

Particularly after enactment of the TCJA, Itemized Deductions consist chiefly of the personal
deductions that would not be allowed under a pure SHS income tax (i.e., they are “tax
expenditures”): charitable contributions under § 170, qualified residence interest on a personal
residence under § 163(h)(3), state and local income and property taxes under § 164(a) (newly
capped under the TCJA to no more than $10,000 in total), and certain casualty losses arising in
Presidentially declared disaster areas under § 165(c)(3). Certain other Itemized Deductions, called
“Miscellaneous Itemized Deductions,” are no longer deductible after the TCJA, discussed next.

8 67: suspended Miscellaneous Itemized Deductions (MIDs)

Under § 67, all Itemized Deductions except those that are listed in § 67(b) are
“Miscellaneous Itemized Deductions,” or MIDs, a subset of all Itemized Deductions. Prior to
the enactment of the TCJA, MIDs were deductible for purposes of the regular tax only to the extent
that their aggregate exceeded 2% of AGI. If, for example, aggregate MIDs were $2,500 and the
taxpayer’s AGI was $100,000, the taxpayer could deduct only $500 of the total MIDs—not the
entire $2,500. If the taxpayer’s MIDs totaled only $1,500, none of the $1,500 was deductible. You
often heard this rule referred to as the 2% floor under MIDs or the § 67 haircut. Even before the
TCJA, however, MIDs were entirely nondeductible for purposes of the AMT, described below.
The TCJA extended that deductibility ban to the regular tax, as well, through 2025. See § 67(g).

Notice that the four Itemized Deductions listed above (§ 170 charitable contributions, § 164
state and local income and property taxes up to $10,000, § 163(h)(3) qualified residence interest,
and 8 165(c)(3) personal casualty losses in a disaster zone) are found in the § 67(b) list and so
continued to be deductible by itemizers. Obviously missing from that list are 8§ 162 (pertaining to
business expenses) and 212 (pertaining to investment expenses). As you learned earlier, the § 162
business expenses of the self-employed are not Itemized Deductions in the first place but rather are
Above-the-Line Deductions. See § 62(a)(1). Similarly, § 212 deductions are also taken above the
line if they pertain to property that produces rents or royalties. See § 62(a)(4). But consider the §

8 See Joseph J. Thorndike, The Love-Hate Relationship With the Standard Deduction, 142 TAX NOTES 1394 (2014)
(describing how charities lobbied against the enactment out of fear that the new Standard Deduction would reduce
charitable giving, though a look back from 1960 showed that it did not).
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162 unreimbursed employee business expenses. Because they are not reimbursed, they are not
Above-the-Line Deductions listed in § 62(a)(2)(A) but rather are Itemized Deductions. Moreover,
because § 162 is not listed in § 67(b), unreimbursed employee business expenses are also MIDs,
currently nondeductible under 8 67(g). In addition, any 8 212 deduction that does not pertain to
the production of rents or royalties—and so are not Above-the-Line Deductions under § 62(a)(4)—
are Itemized Deductions and, because not listed in 8 67(b), nondeductible MIDs.

Most employees (unlike sole proprietors) will not incur significant deductible business
expenses, but a few will. For example, suppose that Ellen’s AGI is $70,000 as a lawyer working
as in-house corporate tax counsel for Expo, Inc., and that she travels twice to ABA Tax Section
meetings, where she earns CLE credit to renew her law license. Further assume that $2,000 of the
total costs would be deductible as business expenses but that Expo, Inc., refuses to reimburse
Ellen’s business expenses. When Ellen attempts to deduct this $2,000 on her own tax return, she
will be hampered first by her ability to itemize (will she have enough Itemized Deductions to allow
her to itemize, or will she take the Standard Deduction, instead?) and second by 8 67. Prior to the
TCJA, she would have been able to deduct $600 (the excess of $2,000 over 2% of her AGI) if she
itemized, but after 2017 she can deduct nothing, even if she itemizes. In other words, though
technically deductible under 8 162, her business expense would be nondeductible in fact under §
67(g). In this manner, MIDs are the least favored deductions. (The most favored are the Above-
the-Line Deductions, and the second most favored are Itemized Deductions that are not MIDs.)

Indeed, § 162 unreimbursed employee business expenses and § 212 deductions (other than those
deductible above the line under § 62(a)(4)) were the prime targets in the crosshairs of Congress
when it first enacted 8 67 in 1986 as a base-broadening measure to help pay for the dramatic
reduction in the top marginal rate from 50% to 28% (described in Chapter 3).°

The Alternative Minimum Tax (AMT)

MIDs provide a handy segue to a short discussion of the Alternative Minimum Tax (AMT),
which you see mentioned at the bottom of the earlier flow chart. The AMT is a parallel tax system
alongside what is referred to as the regular tax (to distinguish it from the AMT). The AMT was
originally enacted in 1969 when the national press reported that 155 wealthy taxpayers paid no
income tax—even though they realized large amounts of economic income—because deductions,
exclusions, timing rules, credits, etc., combined to result in zero tax. Every taxpayer must calculate
the tax due under both the regular tax and the AMT and pay whichever is larger. The maximum
AMT tax rate is currently 28% for individuals, which is lower than the 37% maximum tax rate

® Here is a it of legislative history:

The Congress concluded that the prior-law treatment of employee business expenses, investment
expenses, and other miscellaneous itemized deductions fostered significant complexity, and that some
of these expenses have characteristics of voluntary personal expenditures.... The use of the deduction
floor also takes into account that some miscellaneous expenses are sufficiently personal in nature that
they would be incurred apart from any business or investment activities of the taxpayer. For example,
membership dues paid to professional associations may serve both business purposes and also have
voluntary and personal aspects; similarly, subscriptions to publications may help taxpayers in
conducting a profession and also may convey personal and recreational benefits. Taxpayers presumably
would rent safe deposit boxes to hold personal belongings such as jewelry even if the cost, to the extent
related to investment assets such as stock certificates, were not deductible.

STAFF OF THE JOINT COMM. ON TAX’N, GENERAL EXPLANATION OF THE TAX REFORM ACT OF 1986, JCS-10-87, May
4, 1987, at 78-79, at www.jct.gov/jcs-10-87.pdf.
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under the regular tax, but the AMT tax base is broader than the regular tax by denying some
deductions, exclusions, etc., that are permitted under the regular tax. For this reason, the AMT
tax may be larger, even though the top AMT marginal tax rate is lower.

Among the most important deductions that are (or were, prior to 2018) allowed for regular tax
purposes but denied for AMT purposes under § 56(b)(1) are the Personal Exemption and
Dependent Deductions (currently suspended through 2025 under the regular tax), the 8§ 164
deduction for certain state and local income and property taxes, and all MIDs (instead of only
MIDs below the 2% floor under the regular tax prior to 2018). The preferential tax rate applicable
to capital gains and dividends is maintained under the AMT, so realizing a lot of low-tax capital
gains and dividends (which are heavily concentrated in high-income households) will not trigger
the AMT. The TCJA substantially increased the AMT exemption amount (the equivalent of the
Standard Deduction under the regular tax) so that it will affect fewer taxpayers than in the past.

Whew!
We finally can summarize the status of business deductions, in particular, considering both
Above-the-Line Deductions and Itemized Deductions (except for new 8 199A, discussed shortly):

BUSINESS DEDUCTIONS:

74 N
Nonemployee: N
N

Above the Line. N
See § 62(a)(1). Employee

74 N
and reimbursed under an “accountable and not reimbursed (and not
plan” or unreimbursed and performing performing artist, state government
artist, state government official, official, or primary/secondary teacher
or primary/secondary teacher

Itemized Deduction (itemizing?)
Above the line. See § 62(a)(2). Also MID, currently nondeductible to any extent
See also Treas. Reg. § 1.62-2(c)(4): under either regular tax or AMT.
ignore both inclusion and deduction See 88 67(g), 56(b)

Joan’s and Jim’s only Itemized Deductions would be the $2,000 in charitable contributions and
the $3,000 in state and local income taxes. They are Itemized Deductions because 88 170 and 164
are not listed in § 62. Because this total ($5,000) is less than Joan and Jim’s $27,700 Standard
Deduction, they will take the Standard Deduction instead of itemizing. Notice, therefore, that
Itemized Deductions are entirely worthless to the extent that their aggregate does not exceed
the Standard Deduction. Stated another way, Itemized Deductions have value only to the
extent that their aggregate exceeds the Standard Deduction. For that reason, Itemized
Deductions are less valuable than Above-the-Line Deductions—the preferred deductions—
where each dollar offsets Gross Income in reaching Taxable Income.

Joan and Jim’s Taxable Income within the meaning of § 63 is:

$130,000 Gross Income (also their AGI)
Less _27,700 Standard Deduction

$102,300 Taxable Income
_30_
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The two most common tax rate schedules are reproduced below for 2023.1°

2023 Tax Table for Married Couples Filing a Joint Return

If Taxable Income is: The tax is:

Not over $22,000 ...........cceoveviinnnn.n. 10% of Taxable Income

Over $22,000 but not over $89,450 ......... $2,200 plus 12% of excess over $22,000
Over $89,450 but not over $190,750 ........ $10,294 plus 22% of excess over $89,450

Over $190,750 but not over $364,200 ...... $32,580 plus 24% of excess over $190,750
Over $364,200 but not over $462,500 ....... $74,208 plus 32% of excess over $364,200
Over $462,500 but not over $693,750 ...... $105,664 plus 35% of excess over $462,500
Over $693,570 ......ccovvviiiiiiiiii, $186,601.50 plus 37% of excess over $693,750

2023 Tax Table for Unmarried Individuals

If Taxable Income is: The tax is:

Not over $11,000 .........ccoeviininininnnn. 10% of Taxable Income

Over $11,000 but not over $44,725 .......... $1,100 plus 12% of excess over $11,000
Over $44,725 but not over $95,375 .......... $5,147 plus 22% of excess over $44,725
Over $95,375 but not over $182,100 ......... $16,290 plus 24% of excess over $95,375

Over $182,100 but not over $231,250 ........ $37,104 plus 32% of excess over $182,100
Over $231,250 but not over $578,125 ....... $52,832 plus 35% of excess over $231,250
Over $578,125 ..., $174,238.25 plus 37% of excess over $578,125

The tables show that the highest marginal tax rate on ordinary income is currently 37% (39.6%
before the TCJA), but a graduated rate structure begins at 10% and rises to 37% on each chunk of
Taxable Income. The first chunk is taxed at 10%, the next chunk at 12%, and so on at rates of 22%,
24%, 32%, 35%, and 37%.

The beginning and end of each tax bracket are indexed for inflation to prevent the effects of
inflation (rather than a real gain in purchasing power) to cause income to creep into the next higher
tax bracket (formerly known as bracket creep before the inflation adjustments were adopted in
1986). The TCJA changed the inflation measure from the Consumer Price Index (CPI) to “chained
CPL” which rises more slowly. For this reason, the bracket floors and ceilings (as well as the
Standard Deduction and other inflation-adjusted items) will rise more slowly than in the past, a
subtle way to increase taxes over time (compared to pre-2017 law) without having to enact a
statutory rate increase. While most of the TCJA individual tax changes sunset at the end of 2025,
the substitution of chained CPI as the new inflation measure is permanent.

Notice that Joan’s and Jim’s $102,300 Taxable Income falls within the bracket described in line
3 of the Table for Married Couples Filing a Joint Return. That line provides that their tax due is
$10,294 plus $2,827, which is 22% of the excess of their $102,300 Taxable Income over $89,450
(or 22% of $12,850). Their tax due (before considering any offsetting tax credits) is $13,121.

Child Tax Credit and Earned Income Tax Credit
Joan and Jim would next consider whether they are entitled to any tax credits. While a

10 Three additional rate schedules in § 1 that are not reproduced here apply to Heads of Household, Married Couples
Filing Separate Returns, and Estates & Trusts. The last one is reproduced in Chapter 8.
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deduction reduces Gross Income in reaching Taxable Income (the tax base—what is taxed), a tax
credit offsets the tax due. While a $1 tax credit saves $1 in tax for taxpayers in every tax
bracket, a $1 deduction saves an amount of tax that varies by the taxpayer’s marginal tax
rate that would have otherwise applied to the income absent the deduction. A $1 deduction
saves a taxpayer whose marginal dollars fall within the 37% bracket 37 cents (because, absent the
deduction, the extra $1 of Taxable Income would generate an additional 37 cents in tax), while the
same $1 deduction saves a taxpayer in the 22% bracket only 22 cents (because, absent the
deduction, the extra $1 of Taxable Income would generate an additional 22 cents in tax). In
contrast, a $1 tax credit saves the taxpayer exactly $1 in tax, regardless of tax bracket.

In other words, a tax credit has the same value to high and low bracket taxpayers alike, while a
deduction is worth more to high-bracket taxpayers than to low-bracket taxpayers. For this reason,
Congress often chooses the tax credit mechanism when it intends particularly to target low-income
taxpayers with a special tax benefit and a deduction when it intends particularly to target high-
income taxpayers.

Taxpayers with minor children (or dependent adults) have a second mechanism (in addition to
the Standard Deduction) to augment the amount of subsistence income that will be free from
income tax. The TCJA increased the § 24 Child Tax Credit from $1,000 to $2,000 for every child
under age 17 (through 2025), an amount that is not indexed for inflation. Prior to the TCJA, the
Child Tax Credit was phased out by $50 for every $1,000 (or fraction thereof) of modified AGI
exceeding $110,000 for a married couple filing jointly ($75,000 for singles), but the TCJA
increased those phase-out thresholds quite substantially—to $400,000 for married couples filing
jointly ($200,000 for singles). In addition, the TCJA created a new $500 tax credit for non-child
dependents, such as elderly parents living with their children, or child dependents who aged out of
the Child Tax Credit. If a taxpayer owes less in tax than their Child Tax Credit, up to $1,600 of
the $2,000 credit is refundable for 2023, though refundability is dependent on having a certain
amount of earned income. For low-income families, the doubling of the credit had little effect, and
yet they lost their Personal Exemption and Dependent Deductions. In contrast, “income-rich
households received an increase in their [Child Tax Credit to] $2,000 per qualifying child with no
cap.”t!

The American Rescue Plan, enacted in March 2021, made several significant changes to the
Child Tax Credit but for one year only (2021). It (1) raised the eligibility limit to include 17-year-
old children, (2) increased the credit to $3,000 ($3,600 for children under 6 years), (3) altered the
phase-out thresholds for the additional credit (only), (4) made the credit entirely refundable (and
with no earnings minimum), and (5) permitted 50% of the credit to be paid to parents in the form
of direct deposits during the last 6 months of 2021. These amendments were estimated to reduce
child poverty by 45% for 2021.2 The Build Back Better Act, passed by the House of
Representatives in November 2021, would have extended this provision for one year (2022) but
did not pass the Senate. As no legislation revived the expanded credit for 2023, we are back to pre-
2021 law.

Because Joan and Jim’s AGI does not exceed $400,000, their $4,000 Child Tax Credit ($2,000
for each of their two children) is not reduced, and their $13,121 tax due (before credits) is reduced
to $9,121. They are thankful that their AMT liability is less (take my word for it), so $9,121 is

11 See Francine J. Lipman & James E Williamson, Child Tax Credit Redux, 165 TAx NoTEs 1303 (2019).
12 Jason DeParle, Monthly Payments to Families With Children to Begin,
https://www.nytimes.com/2021/07/12/us/politics/child-tax-credit-payments.html.
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their final Federal income tax liability.

Because Joan and Jim are employees, estimated Federal income taxes should have been
withheld from their paychecks during the year by their employers, who must send the withheld
amounts to the Treasury or suffer severe penalties. (Self-employed individuals must submit
estimated tax payments quarterly.) Under § 31, Joan and Jim will take a tax credit against their
$9,121 tax owed for the amounts withheld by their employers. If, for example, their employers
withheld a total of $9,000 in Federal income tax in 2023, they would credit $9,000 against their
income tax liability and remit the remaining $121 owed. If, in contrast, their employers withheld
a total of, say, $12,000 from their paychecks in estimated Federal income taxes, their $12,000 tax
credit would offset their entire tax liability, and they would receive a refund of $2,879 from the
Treasury. In other words, the 8§ 31 credit is a so-called refundable credit, which entitles the
taxpayer to a payment from the Treasury to the extent that the tax credit exceeds the tax owed.

As an aside, many taxpayers love getting a tax refund from the Treasury and sometimes
intentionally have their employer withhold from their paychecks more than their anticipated tax in
order to ensure a large refund. For tax year 2020 (returns filed in 2021), for example, about 77%
of individual tax returns resulted in refunds totaling $365 billion, averaging $2,815 apiece.'®
Because the Federal government does not pay interest on what is essentially a loan from the
taxpayer to the government (equal to the amount of tax overpayment), this behavior is not entirely
rational, but cognitive psychologists are not surprised. The refund “feels” like free money, even
though it simply represents the return of an interest-free loan. Chapter 3 will introduce you to
several cognitive biases that affect tax policy analysis, but we can introduce the first here: loss
aversion, under which people strongly prefer avoiding losses to acquiring gains. The pain of
having to make up a shortfall (if withholding falls short) hurts more than the pleasure enjoyed on
receiving what feels like a windfall (upon receiving a refund of overpaid tax). In short, many
taxpayers are willing to make an interest-free loan to the government in order to avoid having to
pay what feels like “extra” tax owed at the time the return is filed—even though the amount of tax
owed, of course, does not depend on the amount withheld. In Joan and Jim’s case, they owe $9,121
in tax, regardless of whether they had $9,000 or $12,000 withheld from their paychecks. (If far too
little tax is withheld, however, Joan and Jim can owe additional penalties.)

Another very important tax credit for the working poor that effectively augments the amount of
subsistence living expenses protected from the income tax is the Earned Income Tax Credit (EITC)
under § 32, which is another refundable tax credit. The EITC originated in 1975 as a means to
effectively rebate the payroll taxes (Social Security Tax and Medicare Tax) on subsistence wages
of low-income taxpayers—particularly those with children—because the payroll taxes have no
zero bracket amount; the first dollar earned is taxed. Over time the amount of the credit increased
so that it can exceed the amount of payroll taxes paid on subsistence wages as a work incentive.
In other words the EITC is an anti-poverty tax expenditure aimed at the working poor.* A cursory
glance at § 32, however, reveals its complexity. It phases in, plateaus, and then phases out,
depending on the number of children, income levels, and marital status. Joan and Jim would not
be eligible for any EITC in light of their income level.

Effective tax rate versus marginal tax rate
We must distinguish between the marginal rate and the effective (or average) rate. First, let’s

13 See https:/fwww.irs.gov/newsroom/filing-season-statistics-for-week-ending-december-3-2021.
14 See, e.g., Kerry A. Ryan, EITC as Income (In)stability, 15 FLA. TAX REV. 583 (2014).

-33-


https://www.law.cornell.edu/uscode/text/26/31
https://www.law.cornell.edu/uscode/text/26/32

Chapter 1 Essential Structure of the Income Tax Chapter 1

consider the marginal rate, which is the rate at which the taxpayer’s last (or marginal) dollar
of Taxable Income is taxed. Joan’s and Jim’s marginal tax rate was 22% because, under the third
line in the tax table, their last or marginal dollars were taxed at 22%.

The marginal rate is important for at least two reasons. As described more fully in Chapter 3,
economists care about marginal rates because it is at the margins where behavior might change in
response to this rate, which can affect economic efficiency and thus economic growth (if behavior
really does change significantly in response to the tax—a contested notion). The marginal rate is
also important in connection with effective tax planning, as illustrated in Chapters 7 and 8
(examining income-shifting possibilities among family members).

In measuring the fairness of the distribution of the tax burden over the members of the
population, the important parameter is the effective (or average) tax rate, which broadly speaking
should reflect the percentage of economic income paid in tax. While Joan’s and Jim’s marginal
rate is 22%, what is their effective rate? We know that we should put $9,121 in the numerator, but
what should we put in the denominator? If we put Taxable Income in the denominator, their
effective tax rate would be about 8.9% ($9,121/$102,300), but Taxable Income is never used
because of the significant base-narrowing measures (such as the Standard Deduction, gift
exclusion, personal deductions, etc.) that severely skew the measurement of wealth accessions for
the year. Adjusted Gross Income (or AGI), while still leaving out considerable economic income,
is often used for rough comparisons of effective tax rates. If we use AGI, their effective tax rate
is 7% ($9,121/$130,000).

The most accurate measure would be true economic income, which would at the least also throw
into the denominator the $10,000 gift that can be spent on personal consumption or saved (and so
would constitute SHS income), producing an effective tax rate of 6.5% ($9,121/$140,000). Each
(7% or 6.5%) is far less than their 22% marginal rate. Another item that we might want to add to
the denominator to better approximate Joan and Jim’s economic income is the value of employer-
provided healthcare, which is excludable from their Gross Income (thanks to 88§ 105 and 106,
considered in Chapter 17) but which is the equivalent of additional cash wages paid to them
(otherwise includable), which they spend on nondeductible personal consumption.

Congressional Budget Office (CBO) data show that, as a result of the TCJA, effective tax rates
on income before taxes and transfers have been significantly reduced for upper-income taxpayers
between 2016 and 2021 but only modestly reduced for lower income taxpayers, as shown in the
chart below.®®

15 CBO, PROJECTED CHANGES IN THE DISTRIBUTION OF HOUSEHOLD INCOME, 2016 T0 2021 (Dec. 19, 2019) at 21,
https://www.cbo.gov/system/files/2019-12/55941-CBO-Household-Income.pdf or
https://www.cbo.gov/publication/55941.
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Figure 6.
Average Federal Tax Rates, by Income Group, 2016 and 2021
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Effective tax rates are used in tax policy analysis regarding the fairness of the distribution of
the tax burden. For example, some readers may have read in the popular press during the 2012
Presidential election season that President Obama’s effective Federal income tax rate in 2010
(using AGI for the denominator) was 26.3% while Governor Mitt Romney’s effective Federal
income tax rate was nearly half that at 13.9%, even though the Romneys’s income was much
higher. The Obama AGI was $1,728,096, consisting mostly of his salary as President and
substantial book royalties, both of which are taxed at ordinary income tax rates, and their tax
payment was $453,770 ($453,770/$1,728,096 is 26.3%).1°® The Romney AGI was $21,646,507,
consisting mostly of capital gains and dividends taxed at 15% (which would have been 20% if
current law had applied), with some ordinary income each year from speaking fees and other forms
of investment income. The Romneys paid $3,009,766 in tax ($3,009,766/$21,646,507 is 13.9%).%
While the Romney tax payment was roughly four times larger than the Obama tax payment, the
Romney AGI was roughly ten times higher than the Obama AGI. A tax with an effective tax rate
that decreases as income rises is “regressive relative to income.” Governor Romney’s effective
tax rate would have been even lower (very significantly lower) if unrealized gain had been included
in his denominator, as explored below. In contrast, a tax with an effective tax rate that increases
as income rises is “progressive relative to income.”

While the CBO chart above shows the income tax to be progressive, it does not break down the
results within the top 1% itself, where we have seen (in connection with the 2010 effective Federal
income tax rates for President Obama and Governor Romney) that effective rates can be lower for
the very wealthy than for the merely wealthy. The graph below!® shows the effective Federal
income tax rate across the entire income spectrum for 2015 using AGI, and it confirms that the
effective tax rate for the very wealthy continues to remain more than three percentage points lower
than for the merely wealthy (using AGI).

16 www.scribd.com/doc/53364352/President-Mrs-Obama-s-2010-tax-returns.

7 http://thorndike.com/wp-content/uploads/2012/01/Romney1040-2010.pdf.

18 Martin A. Sullivan, Will Reform Undo Income Tax Regressivity at the Top End?, 157 TAx NoTEs 301, 302 (2017).
Reprinted with permission of Tax Analysts.
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Figure 1. Effective Income Tax Rates by Income Category, 2015
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Source: IRS Statistics of Income division, “Individual Income Tax Returns Publication 1304 (Complete Report),” at Table 1.1.

The reason for this remains that net capital gain and qualified dividends (low-tax income)
remains heavily concentrated at the upper end of the income spectrum,*® with fully 82% of the
capital gains and dividends preference enjoyed by taxpayers with the highest 5 percent of income.?

Figure 2. Capital Gains and Qualified Dividends as a Percentage of AGI by Income Category in 2015
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Source: IRS Statistics of Income division, “Individual Income Tax Retumns Publication 1304 (Complete Report),” at Table 1.1.

Data from 2018—the most recent data available—show a similar downward slope at the top
end, with an even lower top effective tax rate of 25.5% instead of 28.8% (for those with AGI
between $2 million and $5 million) and a lower effective tax rate for those with AGI exceeding

91d. at 303.

20 Martin A. Sullivan, Repeal of SALT Deduction More About Politics Than Policy, 156 TAX NOTES 137 (2017).
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$10 million (24.8% instead of 25.9%).%

Using AGI in the denominator to measure effective tax rates, however, fails to include
unrealized gain, which seriously overstates effective tax rates at the top end of the income scale.
As one of my favorite public finance economists has written:

It is widely accepted in public finance economics that a good income tax strives to
tax economic income. Economic income is in turn widely accepted to follow the
Haig-Simons definition, equal to consumption plus changes in wealth. Unrealized
gain is a change in wealth. Unrealized gain is economic income. Unrealized does
not mean unreal. The wealthy can see it very clearly on their brokerage
statements, even if the IRS will not see it on tax returns.?

To best portray any taxpayer’s income tax burden, the denominator of an effective
tax rate should as much as possible approximate economic income. Without
adjusting ... income upward to included unrealized capital gains, the denominator
of an effective tax rate would be too small, and so the estimated effective tax rates
would be biased upward. Because the vast bulk of Americans own small amounts
of stock, this bias is trivial for most. But for the wealthy, it could be large.?®

Sometimes economists hear from non-economists that unrealized gain isn’t really
income. It is, they say, phantom income or paper profit. If these non-economists
are correct, then the U.S. tax system ... [is] a bit regressive at the upper end. If the
economists are correct and unrealized gains are as large [as] estimate[d], we have
a system in which the superrich pay rates of tax lower than many middle-income
families. If we are going to properly assess how the wealthy are now being taxed
and how they should be taxed in the future, we in the tax policy community must
fully flesh out the role of unrealized capital gains. As an economist, your author
sides strongly with the point of view that unrealized gains are income. If this view
is wrong, somebody tell Jeff Bezos and Elon Musk that they aren’t really wealthy.?*

CBO uses a broader concept of income for the denominator than AGI, but it still fails to
include the built-in gain in property (or undistributed corporate income in excess of corporate tax
paid on that income), which are wealth accessions, even though not yet realized. The reduced
denominator overstates their effective tax rate if these items meaningfully reflect ability to pay
tax. At the same time, CBO includes in the denominator of low- and middle-income taxpayers
not only their cash compensation (including compensation contributed to tax-preferred
retirement accounts) but also employer-paid health insurance premiums, the employer’s share of
Social Security, Medicare, and federal unemployment insurance payroll taxes, the 25% share of
corporate income taxes that CBO allocates to workers (including that figure in both the
numerator and denominator), Social Security benefits, Medicare benefits (measured by the
average cost to the government to provide those benefits), unemployment benefits, and workers
compensation. Including these amounts in the denominator can understate their effective tax rate
to the extent that any of these items do not meaningfully reflect ability to pay tax, such as health

2L Martin A. Sullivan, Do the Superrich Pay Tax at the Highest Rates?, 171 TAX NoTES 1010 (2021).
221d. at 1012.

23 Martin A. Sullivan, Risking the Wrath of 900 Billionaires, 165 TAX NOTES 398, 401 (2019).

24 Sullivan, supra note 21, at 1012.
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care received in kind under Medicare or the employer portion of the payroll taxes.?®

In an effort to rectify the first bias noted above, two economists (one from the President’s
Council of Economic Advisors and one from the Office of Management and Budget) recently
modeled the effective tax rate for the 400 wealthiest households by including in the denominator
the built-in gain of property owned by this cohort.?® They estimate an average tax rate of 8.2%
on $1.8 trillion of income for the period 2010 to 2018. Using other start years (going back to
1992) and 2014 as an end year (instead of 2018) records average tax rates between a low of 5.3%
(with a 2013 start year and 2014 end year) and a high of 12.1% (with a 2001 start year and 2014
end year). Another estimate using 2018 data alone posits that using only realized income in the
denominator produces an effective tax rate for the superrich taxpayer (e.g., Forbes 400) of
24.06%; adding unrealized gain to the denominator reduces it to 6.11%.2’

Indeed, a good deal of economic income is never taxed at the top end of the income scale
because of the combination of the realization requirement, nonrecognition provisions (which allow
certain realized gain, particularly with respect to financial assets and real estate, to go unrecognized
under various Code provisions explored in Chapter 12 and upper-level tax courses), and especially
the tax-free step up in basis at death under § 1014 (explored in Chapter 7), which results in much
economic income of the very wealthy never being taxed to anyone under the income tax.

The new § 199A deduction for sole proprietors and owners of pass-through entities

So-called C corporations (named for Subchapter C of the Internal Revenue Code) are taxed
under § 11 at the entity level on their Taxable Income at a marginal rate of 21% (reduced from
35% under the TCJA). About 70% of corporate stock is held today by tax-exempt shareholders
(up from less than 20% in 1965), primarily pension plans (and other retirement accounts) and
foreign shareholders, which means that the 8 11 corporate tax is the only tax paid on a large portion
of income earned by C corps.?® When C corps distribute dividends from their after-tax income to
the 30% of shareholders that are not tax-exempt, however, a second tax is imposed because
dividends are included in Gross Income under 8 61(a)(7) (and not deducted by the distributing
corporation), but most dividends are taxed at the same reduced rate applying to the taxpayer’s net
capital gain (15% or 20%, depending on the taxpayer’s income). If corporations don’t distribute
their after-tax earnings but rather retain them, increasing the value of their stock, the second tax is
imposed if the shareholder sells the stock at a gain reflecting the retained earnings, though this
second tax enjoys the time value of deferral until sale and is typically taxed at the preferential
capital gains rate (and completely forgiven if held until death). Ignoring the time value of deferral,
corporate income distributed to the 30% of non-tax-exempt shareholders is taxed at a combined
rate of 36.8% between both the § 11 corporate tax and the 20% dividend or capital gains tax at
the shareholder level (using the higher 20% dividend rate for purposes of illustration), which

25 CONGRESSIONAL BUDGET OFFICE, The Distribution of Household Income, 2018, Aug. 2021, Appendix C, p. 51,
https://www.cbo.gov/publication/57061.

% See Greg Leiserson & Danny Yagan, What is the Average Federal Income Tax Rate on the Wealthiest
Americans?, Sept. 23, 2021, https://www.whitehouse.gov/cea/blog/2021/09/23/what-is-the-average-federal-
individual-income-tax-rate-on-the-wealthiest-americans/.

27 Sullivan, supra note 21, at 1013.

28 See Leonard E. Burman, Kimberley A. Clausing, and Lydia Austin, Is U.S. Corporate Income Double-Taxed?, at
www.taxpolicycenter.org/publications/us-corporate-income-double-taxed.
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approximates the same top 37% rate applicable to individuals.?®

Sole proprietors and independent contractors (e.g., John the dentist in Part A.) include their
business’s Gross Income on their individual tax return and deduct the business’s expenses, interest,
loss, and depreciation above the line under 8 62(a)(1) in reaching AGI. Similarly, LLCs,
partnerships, and so-called S corporations (named for Subchapter S of the Code) are not taxed at
the entity level, unlike C corporations. Rather, the entity nets together the business’s Gross Income
and deductions and allocates the resulting Taxable Income to the owners for inclusion on their
individual tax returns, similar to a sole proprietor. In other words, the business’s Taxable Income
is “passed through” to the business owners (in tax jargon) for inclusion on the individual owners’
tax returns, and distributions from the LLC, partnership, or S corp to the owners are then generally
excluded from Gross Income. (They are not taxed a second time on distribution.)

If no other change had been made in the TCJA, the reduction in the corporate tax rate to 21%
would mean that business income earned by corporations, on the one hand, and non-tax-exempt
individuals outside of corporations, on the other, would be subject to essentially the same top tax
rate. You will learn in Chapter 3 about the neutrality economic norm, under which the tax Code
should change behavior as little as possible from what would occur in a no-tax world, as those
behavior changes can result in a misallocation of human and investment capital across the
economy, resulting in less aggregate income for the economy as a whole. Economists could,
therefore, support this move because there would be no incentive (or disincentive) to operate a
business through a corporation or directly (as a sole proprietor) or through a pass-through entity
that is not taxed at the entity level.

Yet, that’s not what happened. One of the most significant changes made by the TCJA is the
new 20% deduction for “qualified business income” taken by owners of certain sole
proprietorships and pass-through entities (partnerships and so-called S corporations) through 2025.
This deduction does not reflect a reduction in the taxpayer’s wealth (the first requirement for a
deduction under SHS principles, as you learned in Part A.). Rather, the intention and effect of this
new deduction is simply to lower the marginal rates on each line of the tax tables below that which
would apply to an equivalent amount of wage income earned by an employee. The top tax rate is
effectively reduced from 37% to 29.6% (.20 of .37 is .074, and .37 less .074 is .296). The 35% rate
is effectively reduced to 28% (.20 of .35 is .07, and .35 less .07 is .28). And so on.

For example, compare married couple 1 (MC1) with married couple 2 (MC2). Both spouses in
MC1 are employees (like Joan and Jim in our last example), and they earn $200,000 of aggregate
wages in 2023. One spouse in MC2 earns $30,000 of wages at a retail shop while the other spouse
owns a sole proprietorship earning $270,000 of Gross income and deducting (above the line)
$100,000 in business expenses and depreciation, resulting in $170,000 of “qualified business
income” within the meaning of § 199A. Both couples have $200,000 of Adjusted Gross Income,
both couples take the $27,700 Standard Deduction, and both couples have $172,300 of Taxable
Income—before considering the new § 199A deduction. Prior to enactment of the TCJA, they
would have owed the same tax. Not so now.

MC1 gets no § 199A deduction because they are employees. See § 199A(d)(1)(B). Using the
tax tables above, they owe $28,521 of tax ($10,294 plus $18,227), and their effective tax rate using

2 To illustrate, a C corporation earning $100,000 of Taxable Income pays $21,000 in tax, distributing the remaining
$79,000 as a dividend to its sole non-tax-exempt owner. The shareholder pays tax of 20% ($15,800). Between both
the corporation and its shareholder, $36,800 of the $100,000 of Taxable Income is paid in tax, or 36.8%.
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AGI is 14.3% ($28,521/$200,000).

MC2 can deduct 20% of their $170,000 of “qualified business income” under § 199A, reducing
their Taxable Income by $34,000 from $172,300 to $138,300. This deduction is neither an Above-
the-Line Deduction nor an Itemized Deduction but is an extra deduction taken below the line.
Therefore, the deduction can be taken even by those who do not itemize. Using the tax tables
above, they owe $21,041 of tax ($10,294 plus $10,747), which is $7,480 less than MC1, and their
effective tax rate using AGI is 10.5% ($21,041/$200,000), nearly four percentage points less than
MC1 on the same amount of economic income.

The § 199A deduction cannot generally offset more than 20% of Taxable Income (reduced by
net capital gain) before considering the 8 199A deduction. See § 199A(a). Assume, for example,
that both spouses in MC2 work in the family business (i.e., one spouse does not, as before, earn
$30,000 of outside wages), that the business earns $200,000 of “qualified business income”
(instead of $170,000), and that, as before, they take the $27,700 Standard Deduction. As before,
their AGI is $200,000, and their Taxable Income is $172,300 before the § 199A deduction.
Although 20% of $200,000 is $40,000, MC2 can deduct no more than $34,460 (20% of $172,300).

Although MC1 was denied any 8 199A deduction because all of their income was wages, a
portion of the $30,000 of outside wages earned by one spouse in the first version of MC2 was
effectively offset by the § 199A deduction when you consider the outcome in the second iteration
of MC2, which had the same AGI and Taxable Income but where 100% of the income was pass-
through income and where the 20% deduction was reduced. In the first iteration, the § 199A
deduction offsets a portion of the second spouse’s wages, in effect, which is inconsistent with the
notion that wages should not be offset by the 8§ 199A deduction.

Those of you who go on to study the Federal income taxation of business entities may explore
8 199A in more detail. In addition to the 20%-of-Taxable-Income cap, for example, § 199A
contains other complex limitations, a few of which are listed below.

e First, taxpayers with aggregate Taxable Income exceeding inflation-indexed thresholds of
$464,200 (married) or $232,100 (singles) in 2023 are not eligible for any deduction if their
business provides “specified services,” which include services in the fields of health, law,
accounting, actuarial science, performing arts (though not those who manage or promote
them), consulting, athletics, financial services and the like, as well as any business where the
principal asset is the reputation or skill of one or more of its owners or employees.*°

e Second, the 20% deduction cannot apply to W-2 wages paid by an S corp to its owners or §
707(c) guaranteed payments made by a multi-owner LLC or partnership to its owners for
services. In effect, only the owners’ share of the S corp, LLC, or partnership “bottom-line
income” (which does not count wages or § 707(c) payments for services) is eligible for the
20% deduction. This limitation applies regardless of the owner’s Taxable Income.

e Third, for businesses not earning specified services income but with owner Taxable Income
exceeding $464,200 (married) or $232,100 (single) in 2023, the § 199A deduction against

30 Under proposed regulations, a business is considered a “specified service” business under the “reputation or skill”
provision only if it generates income from: (1) endorsements of products or services, (2) use of an individual’s
image, likeness, name, signature, voice, trademark, or any other symbols associated with the individual’s identity, or
(3) appearances on radio, television, or other media. Only a small number of businesses built around a celebrity or
famous person will be affected by this limitation.
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any eligible income is the lesser of
(1) 20% or
(2) the greater of

(a) 50% of W-2 wages paid by the business to employees or
(b) 25% of W-2 wages paid plus 2.5% of the unadjusted basis of all depreciable
property used in the business immediately after acquisition.

e Fourth, for taxpayers with Taxable Income between $364,200 and $464,200 (married) or
between $182,100 and $232,100 (single), the specified services limit (first bullet) and the
W-2 wage limits (third bullet) are phased in.

These threshold and phase-out limits are applied individually to each owner, not to the pass-
through business as a whole. For example, a law firm with $10 million in bottom-line income
allocates that income among its partners for inclusion on their individual tax returns. Those
partners with Taxable Income below the $364,200 (married) or $182,100 (single) thresholds can
potentially deduct 20% of their bottom-line law income, even though law is a specified service.

In Chapter 3, you will learn about a fairness norm called horizontal equity, under which
taxpayers with similar economic income (and family size) should be taxed similarly. New § 199A
violates this fundamental fairness norm in a huge way. Moreover, “[m]ore than 98 percent of
business income earned by partnerships and S corporations accrues to households in the top
income quintile, with the top 1 percent earning 71 percent and the top 0.1 percent earning 33
percent.”3! This distribution of the § 199A tax benefit means that the earlier graph showing
effective tax rates of the very wealthy to be lower than for the merely wealthy will likely show an
even greater divergence under 8 199A. If you are interested in reading more, you can read the
following article:

www.nytimes.com/interactive/2017/12/20/us/politics/small-business-tax-cut-pass-
throughs.html? r=0

As the article above illustrates, one feature that you will see in this chapter (as well as in future
chapters) is an optional citation to short articles that succinctly illustrate or summarize (in an
interesting way, | hope) a policy issue that | discuss or empirical data that are important in
considering the policy issue.®? These inclusions are unusual in that they are not traditional,
academic articles. I hope that these materials provide compelling context that adds richness to your
understanding of how we got to where we are today, where the tension points are situated that may
lead to change, and how one might think about these issues in an ordered way. Some of these short
pieces will have a definite viewpoint, but none will (I hope) be perceived as ones that seek only to
conform to my own confirmation bias (discussed in Chapter 3).

For the first time in our tax history, the Code effectively imposes different marginal Federal

31 William G. Gale & Claire Haldeman, Taxing Business: The TCJA and What Comes Next, 171 TAX NOTES 2065,
2067-68 (2021).

32 These links are to articles from the New York Times (only) because the New York Times Company graciously
allows such links without payment of copyright reprint permission. See
www.nytimes.com/content/help/rights/linking/linking.html. As I did in the Preface, | want again to publicly thank the
New York Times Company for this policy. | wanted to include links to articles from other publications but could not
do so without paying reprint permission fees, which were (unfortunately) cost prohibitive. | also want to publicly
thank those authors and sources who provided reprint permission without charge with respect to excerpts and charts
that you will read from time to time in the body of the textbook.
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income tax rates on business income earned by individuals, depending solely on whether that
income is earned as wages by an employee or whether it is earned as a business owner. No other
country in the world provides similar differential treatment.

You have now learned of two TCJA changes that reflect an animus toward those who earn their
income as employees: unreimbursed employee business expenses are no longer deductible to any
extent (under 8 67(g)), and the new 8 199A 20% deduction for business income earned by
individuals is denied to employees. In Chapter 15, you will learn of another change enacted in the
CARES Act (the 2020 pandemic legislation) that carries forward this theme of the 116" Congress.

No hearings were held on this new Code section (or any other provision in the TCJA). While
the TCJA drafters said that hearings were unnecessary because many of the items in the bills were
the subject of previous tax reforms efforts that weren’t enacted, no prior Federal tax reform effort
had a similar provision for pass-through entities. At the state level, Kansas adopted a provision
that imposed a 0% tax rate on pass-through income in 2012, with promises of turbo-charged
economic growth. When the state’s economy continued to grow more slowly than both
surrounding states and the national average and deficits became unmanageable, requiring massive
reductions in school funding, the Republican state legislature repealed the provision over Governor
Sam Brownback’s veto in 2017.

Additional data and context is provided in Chapter 3, where we shall delve into tax policy
questions more deeply, but we are getting ahead of ourselves. The main reason for the discussion
here was to explore the difference between marginal and effective tax rates. Try your hand at
applying the material that you learned in this section to the following problems.

Problems

1. David and Daphne are married and have no children. David is a police sergeant who earns
$70,000 this year, and Daphne is a registered nurse who earns $80,000. They earn no investment
income this year, but they did receive a $20,000 gift from Daphne’s parents. See § 102(a). David
and Daphne file a joint return and take the Standard Deduction.

a. What is Daphne’s and David’s Adjusted Gross Income (AGI) for this year? Taxable Income?
b. What is Daphne’s and David’s marginal tax rate? Their effective tax rate (using AGI)?

c. How would your answers change, if at all, if David were not a police sergeant but rather
owned his own lawn-care business, earning $70,000 of “qualified business income” within the
meaning of 8 199A (Gross Income less deductions) as a sole proprietor? As before, Daphne earns
$80,000 as a registered nurse.

2. Sheila and Shane are married, file a joint tax return, and have two children: Erik, age 17, who
is a junior in high school, and Becky, age 10. Sheila does not work outside the home, and Shane
is an executive earning $400,000 as an employee of Tectronics, Inc., this year. Together, they also
receive $10,000 in interest on corporate bonds and $5,000 in interest on Ohio state bonds. In
Chapter 2, you will learn that the interest on the Ohio state bonds is excludable from Gross Income
under the authority of § 103, notwithstanding § 61(a)(4). They contribute $5,000 to the Cleveland
Orchestra, $4,000 to the United Way, $3,000 to their local Food Bank, and $2,000 to Shane’s alma
mater University, all of which are deductible charitable contributions under § 170. They pay
$7,000 in real property taxes on their personal residence to their local Ohio county and pay $8,000
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in Ohio state income taxes, both payments of which are deductible under § 164(a), though the
TCJA now caps the state and local income and property tax deduction to $10,000 (in the
aggregate). They pay $6,000 of interest on their home mortgage, which is deductible “qualified
residence interest” under § 163(h)(3) (as explored more fully in Chapter 17). Finally, Shane travels
to (and pays for) several professional association meetings in order to keep up to date on the latest
information in his field, even though Tectronics does not reimburse these costs. The total amount
that is potentially deductible by Shane under § 162 for these trips is $3,000.

a. What is Sheila and Shane’s AGI for this year? Taxable Income?

b. Tectronics has announced that there will be no employee raises for next year because of
sluggish growth. Nevertheless, do you have any advice to Shane in negotiating next year’s
salary arrangement with Tectronics?

c. Now for your first attempt at meaty statutory reading. Read 88 24(a), (b)(1), (2), (c)(1), and
(h) very carefully. How much is Sheila’s and Shane’s Child Tax Credit under § 24 for this
year?
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Chapter 2: Consumption Taxation
and Our Hybrid Income/Consumption Tax

In Chapter 1, you explored the core concepts informing the SHS concept of income, under
which an individual’s annual income generally equals her wealth increases less her wealth
decreases but only if the wealth decreases do not represent personal consumption. Stated another
way, an income tax base reaches both personal consumption spending and amounts added to
savings (capital expenditures) by preventing both from being deducted—though you also learned
that Congress frees subsistence consumption from taxation through various mechanisms. What if
Congress decided to tax only the first part of the SHS equation, i.e., only personal consumption
spending (in excess of subsistence consumption), protecting additions to savings from taxation?
This chapter describes several methods that would accomplish such a goal.

We shall investigate consumption taxes for three reasons.

First, as you will read in more detail in the next chapter, the Federal government collected most
of its revenue in the form of consumption taxes for more than 100 years before the 16" amendment
was ratified and the modern income tax was enacted in 1913. Recent years have seen calls by some
to return to our roots by repealing the income tax (and sometimes the payroll and other taxes, as
well, which you will also read about in the next chapter) and replacing it with some form of pure
consumption tax or adding a Federal consumption tax.! One goal of this chapter is to equip you
with a basic understanding of how consumption taxes differ from income taxes and how the
various forms of consumption taxation differ among themselves so that you can better digest these
modern-day debates.

A second—and far more important—reason to study the various forms of consumption taxation,
however, is that the current Internal Revenue Code is best understood as a hybrid
income/consumption tax. Some Code provisions that are inconsistent with an SHS income tax are
perfectly consistent with a consumption tax of one sort or another. A few of these provisions will
be introduced in this chapter, and we shall identify additional examples as we progress.

Finally, a third reason to study this material is so that you can begin to appreciate the serious
problem of tax arbitrage opportunities that arise when the income tax rules pertaining to
borrowed money (briefly described in this chapter and explored in more detail in Unit 1V) are
applied to a debt-financed investment otherwise accorded more favorable consumption tax
treatment. If this attempt is successful, the investor can achieve a tax result that is better than
would occur under either a pure income or a pure consumption tax, which raises both fairness and
economic efficiency concerns (both of which are explored in the next chapter, as well).

A. Consumption taxation forms and comparison to income taxation

How could a tax be structured to reach only consumption spending and not additions to savings?

! For example, several of the Republican candidates for President in 2016 advocated adopting a VAT and reducing
the tax collected under the income tax. See John Harwood, Momentum Builds to Tax Consumption More, Income Less,
at www.nytimes.com/2015/11/24/upshot/momentum-builds-to-tax-consumption-more-income-less.html?_r=0.
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There are several approaches. At first, we shall ignore debt by assuming that the taxpayer uses no
borrowed money. Then we shall add the additional wrinkle of debt in Part C.

A retail sales tax

The easiest consumption tax to understand is a retail sales tax (RST), which is commonly
imposed by state and local governments. Under this method of taxation, amounts spent to purchase
consumer goods (and sometimes consumer services) are typically subject to a flat-rate tax with no
exemption amount on the first dollars spent. For example, suppose that Mary goes to Specialty
Toy Store and sees a child’s carved wooden toy on the shelf priced at $100. Mary takes that toy to
the store counter and purchases it to give to her child for his birthday. The state in which Mary
resides imposes a 5% RST on retail sales of consumer goods. The clerk informs Mary that she
must pay a total of $105. The receipt that she obtains shows that she paid $100 for the toy and $5
in tax. The store transfers $5 of Mary’s total $105 payment to the state as RST.

A value added tax

A variation of an RST used by many other countries (in addition to their annual income taxes)
is a value added tax (VAT). You can think of it, essentially, as an RST collected on the “value
added” in each stage throughout the manufacturing and selling process, rather than all at once at
the point of the final retail sale to the customer. One of the weaknesses of an RST is that the tax is
collected only on the final retail sale to the consumer, so a seller must determine whether the buyer
is a consumer that is going to use the item for personal consumption (taxable) or another business
that is going to use the item in the course of its own business (not taxable). Businesses can typically
obtain a tax-exemption certificate or number to present at a retail establishment to show to the
clerk to establish that a particular purchase is not to be taxed because it is not going to be used for
personal consumption but, rather, is going to be used in business. States with high RSTs often have
to deal with fraud in the form of phony tax-exemption certificates and numbers. A VAT avoids
the necessity of making this determination and so tends to be less prone to fraud. Moreover, in
order for a business to get a benefit from any VAT paid by it to another, it must collect and remit
the VAT on its own sales. In this way, it tends to be self-reinforcing in a way that RSTs are not.
Because of enforcement difficulties with RSTs, public finance economists Joel Slemrod and Jon
Bakija once noted that “only six countries have operated retail sales taxes at rates over 10 percent.
Four of them, Iceland, Norway, South Africa, and Sweden, have since switched to a VAT, and a
fifth, Slovenia, is about to.”? The total collected in tax under a VAT should nevertheless be the
same as under an RST. Here is an example.

Example: Assume that the VAT rate is 5%. Toymaker purchases wood for $10 from
Lumberman, who cut the wood from his own land. Lumberman must charge a $.50
VAT ($10 x .05) on the sale of wood to Toymaker, collecting $10.50 and remitting
$.50 to the state. Toymaker carves a wooden toy from that wood, which he sells to
Specialty Toy Shop for $50. Toymaker must charge a $2.50 VAT ($50 x .05) on the
sale of the toy to Specialty Toy Shop, collecting $52.50. Before Toymaker remits the
VAT that he collected from Specialty Toy Shop to the state, however, Toymaker
properly deducts the $.50 VAT that he, in turn, had paid to Lumberman. Toymaker
remits only $2.00 to the state. Specialty Toy Shop sells the toy to Mary for $100 and
must charge a $5.00 VAT ($100 x .05) on the sale to Mary, collecting $105. Before

2 JOEL SLEMROD & JON BAKIA, TAXING OURSELVES: A CITIZEN’S GUIDE TO THE GREAT DEBATE OVER TAX REFORM
214 (2 ed. 2003).
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Specialty Toy Shop remits the VAT that it collected from Mary to the state, Specialty
Toy Shop properly deducts the $2.50 VAT that it, in turn, had paid to Toymaker.
Specialty Toy Shop remits only $2.50 to the state. In total, the state collects $5.00
($.50 from Lumberman, $2.00 from Toymaker, and $2.50 from Specialty Toy Shop).
As with RSTs, economists conclude that the “economic incidence” (described in
Chapter 3) of VATS falls entirely on the end consumer, Mary.

One of the disadvantages of an RST or VAT is that they are transactional taxes (taxes imposed
on a transaction-by-transaction basis) rather than annual personal taxes (annual taxes calculated
by reference to some personal characteristic, such as income, wealth, or consumption).
Transactional taxes necessarily must use a single tax rate, which makes it difficult to build into the
system any sort of 0% tax bracket on subsistence consumption. Indeed, the first dollar of
consumption purchased by Poor is taxed at the same rate as the last dollar of luxury consumption
purchased by Rich. Some states attempt to ameliorate this effect by exempting certain goods from
taxation, such as food, but the effect is imperfect. Moreover, consumer services (as opposed to
consumer goods) are often not taxed by many states, and consumer services are more often
purchased by wealthier households than low-income households.

Some have proposed an RST on all consumer goods and services with an annual rebate (or
“prebate” if it is sent monthly) to everyone in an amount equal to the RST that would be owed on
poverty-level expenditures to ameliorate this effect. For example, some of you might have heard
about the FairTax (one word), first championed by former Representative John Linder from
Georgia (and others).® As introduced in Congress in 1999 and every congressional session since
then, it would repeal the income tax, the payroll taxes (which fund Social Security and Medicare),
and the estate and gift taxes and replace them with an RST on every consumer purchase of goods
and services, with no exemptions.* All U.S. residents would receive monthly checks (the
“prebate”) equal to the FairTax that would be owed on poverty-level expenditures. All consumer
purchases of new goods (used goods would be exempted), including the purchase of a newly
constructed home, would be subject to the FairTax, as would all personal services, including the
payment of tuition, the purchase of healthcare, legal, and financial services (such as interest on
credit cards, home mortgages, and car loans), utilities, gasoline, auto repair services, the renting of
an apartment and other real property, etc. Whether the payment of state income and property taxes
would be subject to the FairTax (as representing the purchase of police and fire protection, public
school education, and the like) is unclear.

The tax rate used in the FairTax bill is described as 23%, but that 23% rate is the “tax-inclusive
rate,” not the “tax-exclusive rate” that U.S. residents are most familiar with from their experience
with state-level RSTs. The tax-exclusive rate is 30%. The difference between a tax-inclusive rate
and tax-exclusive rate is easiest to illustrate with our earlier example. Recall Mary’s purchase of
the $100 toy, above. We stipulated that the RST was 5% and that the she paid a total of $105 to
the store clerk, who remitted $5 of that $105 to the state. That 5% rate is the tax-exclusive rate.
The tax-inclusive rate is 4.8%, equal to the $5 that she owed in tax divided by the total $105 that
she paid to the clerk, including the tax itself (hence, the “tax inclusive” terminology). I described
the $5 RST that Mary paid in our example above at the 5% tax-exclusive rate rather than the 4.8%
tax-inclusive rate because that is the way that most U.S. residents experience RSTs at the state and

3 See NEAL BOORTZ & JOHN LINDER, THE FAIRTAX BOOK: SAYING GOODBYE TO THE INCOME TAX AND THE IRS
(2005). See also www.FairTax.org.
4 As with most RSTs, purchases of business and investment property and services would generally be exempt.
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local levels.® In short, Mary would pay a $30 FairTax on the $100 toy that she purchased,
notwithstanding the advertised 23% FairTax rate.

The FairTax drafters assert that they describe the tax rate by using the tax-inclusive approach
because the U.S. income tax is, itself, described in tax-inclusive terms. Under § 275(a)(1), the
Federal income tax paid is not deductible from the tax base for practical reasons, as Senator Henry
Hollis noted when a deduction for Federal taxes was repealed in 1917. “It is a pure matter of
expediency. If you so arrange the income tax this year that you allow those who pay it to take back
a third of it next year [through a deduction next year], you have simply got to put on a bigger tax.”
Because Federal income tax is not deductible from the Federal income tax base, one’s aggregate
income for a year is spent in three ways: personal consumption, additions to savings, and tax.

Most economists believe that the 23% (tax-inclusive) or 30% (tax-exclusive) rate would not be
sufficient to be revenue neutral for several reasons, including that it assumes perfect compliance
and the enactment of no exemptions. In addition, the revenue calculations assume that the Federal
government would pay FairTax to itself on its own purchases, such as defense purchases, but did
not increase Federal outlays by the equivalent amount in determining revenue neutrality. The
consensus view is that those who earn $200,000 or more would pay a lower percentage of
aggregate Federal tax revenue under the FairTax than they do now, while those earning between
$15,000 or $24,000 per year (depending on the source) and $200,000 would see their aggregate
share of the Federal tax burden increase.®

For these and other reasons, some have devised annual personal consumption taxes that, like
annual income taxes, could incorporate a basic tax-free amount and graduated tax rates.

A cash-flow consumption tax

The purchase of investment property (such as shares of corporate stock) by an investor or the
purchase of business assets (such as a dental chair purchased by a dentist for use in his business)
would not trigger an RST because those purchases do not represent personal consumption
spending. How can we create the same end result as an RST using an annual tax return instead of
imposing tax at the time of each consumer purchase?

We have seen that an SHS income tax reaches not only consumption spending (as do an RST
or VAT) but also the amounts that are saved. The mechanism by which we ensure that amounts
saved are effectively taxed under an SHS income tax is through the denial of a deduction for
capital expenditures. If Hallie purchases XYZ stock for $5,000, she is denied a deduction for this
addition to her savings under an income tax because the outlay is a nondeductible capital
expenditure. She has merely changed the way in which she is holding her wealth, which is an act
of savings. Similarly, John’s purchase of a dental chair for $10,000 to use in his dental practice is
a nondeductible capital expenditure under an SHS income tax. Like Hallie, John has merely
changed the way in which he is holding his wealth. How can we avoid taxing these additions to
savings on an annual tax form so that only personal consumption spending is taxed? By allowing
deductions for these outlays—even though they would be nondeductible under an income tax!

The annual tax base under a cash-flow consumption tax, which will reach the same end result
as would an RST or VAT, starts with all cash receipts for the year, even receipts that would not

®> Those of you who visit Europe, in contrast, know that most VATS are not added at the counter as an extra amount
owed at the time of purchase. Rather, the VAT is already included in the posted shelf price, which makes the tax less
transparent.

& See www.factcheck.org/taxes/unspinning_the_fairtax.html.
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constitute “income” under an income tax, such as basis recovery. If Paul sells stock for $10,000,
the entire $10,000 initially enters his cash-flow consumption tax base, regardless of whether he
originally purchased that stock for $5,000 or $12,000. The reason why that $10,000 initially enters
his tax base is that he could potentially spend that $10,000 on personal consumption, and a cash-
flow consumption tax seeks to reach consumption spending.

Next, all outlays not in pursuit of personal consumption would be deducted. Hallie’s purchase
of stock for $5,000 and John’s purchase of his dental chair for $10,000 both would be immediately
deducted in the purchase year under a cash-flow consumption tax because those outlays do not
purchase personal consumption but rather represent an addition to savings. There is no concept of
“basis” (generally representing undeducted, previously taxed dollars) in a cash-flow consumption
tax on the purchase of business or investment assets because those outlays would be immediately
deducted in the purchase year. We would generally need no mechanism to keep track of previously
taxed dollars, as we do under an SHS income tax, for business and investment assets.’

Even the aggregate net deposits made to your checking account for the year (balance at the end
of the year less balance at the beginning of the year) would create a deduction under a cash-flow
consumption tax because the increased balance represents an addition to savings. Remember, we
are replicating the end result of an RST, and depositing savings in a bank account would not
generate an RST. The net increase in your bank accounts would presumably be reported at the end
of each year to the government to ensure that your deduction of these amounts was proper.

When the smoke clears, all that should be left in the tax base is the amount that is spent on
personal consumption for the year, which is what would be taxed under an RST. Here is an
example.

Example: This year, John, a dentist, collects $500,000 from his patients, pays his
dental assistant $30,000, pays his receptionist $20,000, purchases a new X-ray
machine for $10,000, purchases a new dental chair for $5,000, purchases stock in XYZ
Corp for $10,000, and sells stock in ABC Corp for $15,000, which John had purchased
five years ago for $7,000.

John must include on his cash-flow consumption tax return the $500,000 received
from patients, as well as the entire $15,000 received on the sale of his ABC stock (not
merely what would be the $8,000 gain that he would include under an income tax).
John would deduct the following non-consumption outlays: $50,000 paid to his dental
assistant and receptionist (which would also be deductible in an income tax world as
business expenses), the $15,000 that he spent in purchasing the new X-ray machine
and dental chair (even though these would be nondeductible capital expenditures in an
income tax world, subject only to depreciation deductions over time), and the $10,000
used to purchase the XYZ stock (even though this would be a nondeductible capital
expenditure in an income tax world and would not generate depreciation deductions).

In sum, a cash-flow consumption tax is not concerned with keeping savings—capital
expenditures—within the tax base. Rather, like an RST or VAT, it reaches only personal

" Some complications and gray areas would arise, particularly with respect to personal-use assets that have the
potential to appreciate in value, unlike most personal-use assets. For example, the cost of a diamond engagement ring
should not be deductible, as that outlay represents personal consumption. If it is sold for more than its original cost,
however, only the amount exceeding the undeducted original purchase price should be included in the cash-flow
consumption tax base because the purchase price was already taxed in the purchase year (via deduction denial).
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consumption spending. | hope that you can now better appreciate why the capitalization principle
is the defining difference between an income tax and this form of consumption taxation.

Exempting capital returns from tax: the wage tax and the E. Cary Brown yield-exemption
phenomenon

In Chapter 1, you learned that, under an SHS income tax, investment deductions are necessary
only because capital returns are included in the tax base. If we were to require inclusion of capital
returns but—at the same time—deny deduction of the costs incurred to produce that includable
capital return, we would violate fundamental precept (1) that the same dollars should not be taxed
to the same taxpayer more than once. On the flip side of the coin, if capital returns are exempt
from tax, no deductions should be allowed in order to honor fundamental precept (2) that a
taxpayer not enjoy a double tax benefit for the same dollars. No deductions are necessary to
reduce the gross return to a net profit if the gross return is not included in the first place.

With respect to employees, who have few (if any) business deductions, what if Congress taxed
only wages, exempting all capital returns from their investments from tax, such as capital gains,
interest, dividends, rents, and royalties? No deductions would be allowed except for a Standard
Deduction that would vary by family size because no deductions would be needed if investment
income is tax-free. All wages exceeding the threshold would be taxed at a single rate. Business
entities (and sole proprietors) could be subject to a cash-flow tax, similar to a cash-flow
consumption tax, by requiring them to include all cash receipts but allowing immediate deduction
of all business and investment outlays, including what would otherwise be nondeductible capital
expenditures under an income tax.

With some variation, this is essentially the tax base under the so-called flat tax advocated
initially by Robert E. Hall and Alvin Rabushka and by others since then.® It was also part of
Congressman Paul Ryan’s tax-reform plan that he introduced as part of the 2012 Budget, which
was approved by the House of Representatives but not by the Senate.® Such a wage tax can be
viewed as one form of consumption taxation because, as shown by E. Cary Brown,*° an influential
economist in the 1950s, the end result of taxing only labor income and exempting the yield or
investment return on capital (e.g., capital gains, interest, rent, and royalties) from tax can
produce the same end result as under a cash-flow consumption tax, i.e., the same end result
as deducting the original investment but including 100% of the returns, both the original
investment and the capital return. This equivalence will hold, however, only if (1) tax rates do
not change over time and (2) the investments that are taxed under a cash-flow consumption tax,
on the one hand, or a wage tax, on the other, produce only the expected market return (the normal

8 See ROBERT E. HALL & ALVIN RABUSHKA, THE FLAT TAX (2d ed. 1995). Steve Forbes, a 1996 candidate for
President, championed the flat tax as the centerpiece of his campaign, which first brought the tax to popular attention.
Hall and Rabushka actually recommended a VAT at the business level, rather than a business cash-flow tax. Under a
traditional VAT, wages paid by businesses are not deducted from the tax base. Hall and Rabushka argued that some
progressivity could be introduced into a VAT by nevertheless allowing businesses to deduct wages paid from their
VAT base and requiring individuals to include such wages on an individual return, normally not required in a VAT
system. The wages would then be taxed at the same single VAT rate to the extent that they exceeded a Standard
Deduction that would vary by family size. In this way, some progressivity could be introduced into the VAT (to the
extent of the wages not taxed because of the Standard Deduction). The “flat” in “flat tax” comes from the single tax
rate that would apply to labor income (only) in excess of the Standard Deduction, but by far the more extraordinary
feature of the so-called flat tax is not the single tax rate but the radical change in tax base, exempting capital returns.

® THE ROADMAP PLAN, http://roadmap.republicans.budget.house.gov/plan/#Federaltaxreform.

10 See E. Cary Brown, Business Income Taxation and Investment Incentives, in INCOME EMPLOYMENT & PUBLIC
PoLiCcY: ESSAYS IN HONOR OF ALVIN H. HANSEN 300 (1948).
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return) and not an extraordinary (or supranormal) return, unforeseen by the market (and thus not
affecting the original purchase price of the investment).

Not only can the result be identical under a cash-flow consumption tax and a wage tax; the tax
owed under an income tax on the same facts will be higher, and the additional amount of tax owed
will precisely equal the tax expressly not owed on the capital return under the wage tax and
implicitly not owed on the same return under the cash-flow consumption tax. Let’s compare the
results of all three kinds of taxes under a common fact pattern to see why these statements are true.

Assume that the tax rate under the cash-flow consumption tax, the wage tax, or
the income tax is a flat 20%. George earns $100,000 in wages. He invests in shares
of corporate stock using whatever is left after paying any tax on his wages that he
cannot avoid under the tax system, but notice that whether the wages will be
taxed will depend (under the cash-flow consumption tax) on what George does
with the $100,000, and our facts state that George will invest whatever he can in
the shares. After one year, the stock has appreciated by 5%, and George sells the
shares and spends the entire amount (both the original purchase price of the stock
and the gain on sale) on personal consumption.

Income Tax

Here is a nice review of the rules that you learned in Chapter 1, Part A. The $100,000 in wages
is includable in Gross Income under § 61(a)(1), and George has no deductions, so his Taxable
Income is also $100,000, generating a $20,000 tax. The remaining $80,000 used to purchase the
stock is a nondeductible capital expenditure, creating a basis of $80,000. The sale of the stock after
it appreciates by 5% results in a sale price of $84,000 ($80,000 x .05= $4,000), and George has,
for the moment, $84,000 of cash in hand. However, George’s § 1001 gain is $4,000 ($84,000 A/R
less $80,000 A/B), which is also subject to the 20% tax, generating an additional $800 tax ($4,000
x .20). After paying this additional tax, George has $83,200 after-tax cash left ($84,000 sales
proceeds less $800 tax owed on the gain), which he spends on personal consumption.

For an investment to be taxed under income tax principles, both (1) the investment must be
made with undeducted (after-tax) dollars (George was prohibited from deducting the $80,000
capital expenditure in purchasing the stock) and (2) the capital return (whether gain, interest,
rents, royalties, etc.) must be included in the tax base (the $4,000 investment return in the form
of § 1001 gain was included).

Cash-Flow Consumption Tax

The $100,000 in wages is initially included in his cash-flow consumption tax base as potential
consumption. Because George wishes to invest as much as he can in the stock, he can ensure that
his wages effectively will not be taxed at this time by investing the entire $100,000 and thereby
generating a $100,000 offsetting deduction against his wages equal to the $100,000 non-
consumption outlay. George owes no tax yet ($100,000 wages less $100,000 stock purchase = zero
cash-flow consumption tax base). After the stock has appreciated by 5%, George sells it for
$105,000 ($100,000 x .05 = $5,000), and George has, for the moment, $105,000 of cash in hand.
George must include the entire $105,000 in his cash-flow consumption tax base as potential
consumption. Because he purchases no other investments (but rather will spend whatever is left
on personal consumption), George has no offsetting deductions, generating a $21,000 tax
($105,000 x .20). George has $84,000 after-tax cash left ($800 more than he had under an income
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tax), which he spends on personal consumption

George’s investment return was nominally included in the tax base under a cash-flow
consumption tax (i.e., George had to include the entire $105,000, including the 5% return of
$5,000, in his tax base). Note, however, that this return was earned on deducted (pre-tax) dollars
(George was permitted to deduct his $100,000 stock purchase when he made the initial
investment), and the outcome was more favorable than under an income tax.

Wage Tax

The $100,000 in wages is taxed, generating a $20,000 tax. The remaining $80,000 is invested
in the stock, and George cannot take any deductions. After the stock appreciates in value by 5%,
George sells it for $84,000 and owes no tax on the $4,000 profit, as it is a capital return, not wages.
George has $84,000 after-tax cash left (the same amount as under the cash-flow consumption
tax), which he spends on personal consumption.

Although George’s investment return is earned on after-tax dollars (as under an income tax),
the investment return is expressly excludable from the tax base, and the outcome is more favorable
than under an income tax.

When the smoke clears, George has $84,000 in after-tax cash left to spend on personal
consumption under either a cash-flow consumption tax or a wage tax, whereas he had only
$83,200 of after-tax cash under an income tax. Notice also that the $800 difference is precisely
equal to the tax owed under the income tax on the capital return that was expressly exempted under
the wage tax and implicitly free of tax under the cash-flow consumption tax. “Wait,” you say. “The
5% capital return was not exempt from tax under the cash-flow consumption tax because George
had to include the entire $105,000 sales proceeds of the stock sale on his cash-flow consumption
tax return and pay a 20% tax on it, and that $105,000 includes the 5% appreciation in value of the
stock.” Ahhhhhh, I reply, although that capital return was nominally included on George’s cash-
flow consumption tax return, was it effectively taxed when you look more deeply? Although you
are correct that George had to include that capital return, that return was earned on untaxed (or
pre-tax) dollars. He enjoys the same end result as under a wage tax that denies deduction of the
initial investment (as under an income tax) but explicitly excludes the capital return from tax.

Under the E. Cary Brown yield-exemption phenomenon, deducting the cost of an investment
and including 100% of the sale proceed or other return in the tax base (as under a cash-flow
consumption tax) results in the same outcome as not deducting the cost of the investment but
expressly exempting the capital return from the tax base (as under a wage tax) under certain
conditions. Both results are better than under an income tax. To be taxed under income tax
principles (1) the investment must be made with undeducted (after-tax) dollars and (2) the
capital return must be included in the tax base. If either (1) or (2) is lacking, the investment is
being treated to more favorable consumption tax treatment—not income tax treatment.

The equivalence between a cash-flow consumption tax and a wage tax does not hold if the
investment unexpectedly produces an outsize return that was unanticipated by the market. The
reason for this is that the tax comes at the back end under a cash-flow consumption tax (when
the investment is sold and spent on consumption) but at the front end under a wage tax (when
the investment is made with undeducted, after-tax dollars). If an investment earns
unanticipated market returns (which were not reflected in a higher purchase price when the
investment was acquired because they were not anticipated), the unanticipated return (often called
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supranormal returns) would effectively be captured and taxed when spent on consumption under
a cash-flow consumption tax but would escape taxation entirely under a wage tax.

To understand this point, we need to take a detour and discuss one way in which the market
comes up with the fair market value (FMV) of an asset. One common way to describe how the
market arrives at the FMV is to say that it is the market’s best guess at the present, discounted
value of the future stream of payments expected to be generated by that asset. For example, the
FMV of a plot of land that is rented to tenant farmers may be calculated by discounting to present
value the future stream of rental payments expected to be paid by the tenant farmers to the land’s
owner, added to the present value of the sale price eventually expected to be obtained on the land’s
sale. Let’s say that this discounted present value is $10,000, so Brenda is able to purchase the land
for $10,000 from its current owner. What happens if oil is discovered and the land suddenly (and
unexpectedly) is worth $100,000—much more than the market originally anticipated that it would
be worth when Brenda purchased it? If the market had known about that oil when Brenda
purchased it, she would have had to pay much more than $10,000 for the land, but that was not the
case. When Brenda sells it for $100,000 and spends the entire amount on personal consumption,
the increased consumption that she can purchase with her unanticipated return would effectively
be taxed under a cash-flow consumption tax but would escape taxation under a wage tax.

Example: Assume that George is subject to a cash-flow consumption tax but that
Brenda is subject to a wage tax, both using a 20% flat tax rate. They each earn
$100,000 in wages and invest whatever is left after paying any tax on the wages
that cannot be avoided under the tax system. Both George and Brenda expect to
earn a 5% return on their investments, as that rate reflects the average market
return. George does, in fact, earn a 5% return, but Brenda’s investment
unexpectedly hits it big and her return is 20%. George and Brenda sell their
investments and spend the entire amount (both the original purchase price of the
investment and the gain on sale) on personal consumption.

George’s outcome is precisely the same as described above under the cash-flow consumption
tax, as the facts are the same. George pays $21,000 in tax and enjoys $84,000 of personal
consumption from his original $100,000 in wages. Because Brenda is taxed under a wage tax
instead of a tax-flow consumption tax, the $100,000 in wages is taxed at the front end, generating
a $20,000 tax, and the remaining $80,000 of after-tax dollars are invested. She anticipates only a
5% return (for an anticipated sale price of $84,000), but the she enjoys an unexpectedly large 20%
return, and she is able to sell it for $96,000, instead ($80,000 x .20 = $16,000). If that 20% return
had been anticipated by the market, she would undoubtedly have had to pay much more than
$80,000 to purchase the investment, but the market failed to anticipate such a large return. When
Brenda sells the investment for $96,000, she owes no tax on the unexpectedly large $16,000 profit,
as the profit is a capital return, not wages. Brenda pays $20,000 in tax (less than George) and
enjoys $96,000 of personal consumption (more than George) from her original $100,000 in
wages. In short, she owes no additional tax on her extra consumption.

For this reason (and as more fully explored in the next chapter), between the two, a cash-flow
consumption tax is considered to allocate the tax burden (on consumption) more fairly than does
a wage tax that exempts capital returns because only the former ensures that two taxpayers
enjoying the same amount of consumption will pay the same tax.
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B. Consumption tax provisions in the Internal Revenue Code

We generally refer to the Internal Revenue Code as imposing an “income tax,” but numerous
consumption tax provisions are embedded within it. Any Code section that allows the exclusion
of a capital return from the tax base is a consumption tax provision consistent with the wage
tax model, and any Code section that allows the premature deduction of a capital expenditure
(or otherwise allows an investment to be made with pre-tax dollars) is a consumption tax
provision consistent with the cash-flow consumption tax model. In either case, the returns from
capital are either explicitly (wage tax model) or implicitly (cash-flow consumption tax model to
the extent of the normal return) free from tax. Here are just a few examples.

Certain retirement savings. Traditional Individual Retirement Accounts (IRAs) under § 219
of the Code, qualified pension plans (under 88 401-417), and 8 401(k) plans (named after § 401(k)
of the Code) provide cash-flow consumption tax treatment for retirement savings. Contrary to an
SHS income tax but consistent with a cash-flow consumption tax, contributions to these accounts
are immediately deductible (even though they are capital expenditures) if made directly by a
taxpayer. If a portion of compensation earned is contributed to these accounts by an employer, the
contributed compensation is not included in the employee’s Gross Income under § 61(a)(1) but
rather is excluded. In short, these IRA, qualified pension plan, and § 401(k) accounts are funded
with pre-tax dollars (instead of after-tax dollars). Moreover, the investment return earned in these
accounts is not currently taxed as it accrues, so the taxpayer has no basis in the account because
no dollars in the account have yet been taxed. Withdrawals from these accounts are therefore fully
includable at the back end, as under a cash-flow consumption tax.

Instead of cash-flow consumption tax treatment, so-called Roth IRAs under 8§ 408A provide
wage tax treatment. Contributions to the account are not deductible (or excludable, if paid by an
employer on an employee’s behalf), unlike with the retirement plans described above, so these
investments are made with after-tax dollars, as under an SHS income tax. The investment return,
however, is excludable from Gross Income when withdrawn, as under the wage tax variety of
consumption taxation (and unlike under an SHS income tax).

Accelerated depreciation. Depreciation deductions under 88 167 and 168 are allowed at a rate
that is faster than would occur under so-called economic depreciation. The early deduction of basis
provides subtle but important cash-flow consumption tax treatment. Even though the profit earned
by the business is nominally includable in the tax base, it is effectively free from tax between the
time that the investment is prematurely deducted and the time that it would have been deducted
under economic depreciation principles because the profit is earned on pre-tax dollars to the extent
of the premature deductions. We shall study §8 167 and 168 in Chapter 13.

Section 179 expensing. Certain purchases of business equipment are immediately deductible
by small businesses under 8 179, also explored in Chapter 13, as though they were expenses rather
than capital expenditures. The early deduction of basis provides subtle but important cash-flow
consumption tax treatment. Even though the profit earned by the business is nominally includable
in the tax base, it is effectively free from tax between the time that the investment is deducted and
the time that it would have been deducted under economic depreciation principles because the
profit is earned on pre-tax dollars.

Exclusion of personal residence gain. Section 121 of the Code is a consumption tax provision
of the wage tax variety. Taxpayers can generally exclude up to $250,000 of realized § 1001 gain
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($500,000 in the case of a married couple filing jointly) on the sale of a principal residence. We
shall study 8§ 121 in Chapter 17.

Exclusion of state and local government bond interest. Section 103 is a consumption tax
provision of the wage tax variety, as it expressly authorizes exclusion of one kind of capital return:
the interest received on bonds issued by state and local governments. More on § 103 in Part D.

The realization requirement. The realization requirement, permitting deferral of tax on
economic wealth increases until the property is disposed of, is a subtle cash-flow consumption tax
feature, as it allows further investment gains (and dividends in the case of stock, rent in the case
of tangible property, royalties in the case of intellectual property) to be earned on pre-tax dollars
instead of after-tax dollars, as would occur under a mark-to-market system (explored in Chapter
1). Only a market-to-market system avoids this consumption tax component of current law.

Deferred gain under nonrecognition rules. Several provisions allow § 1001 realized gain on
the sale or exchange of property to be deferred to the future (to go “unrecognized” in tax jargon)
so long as the proceeds are reinvested in certain kinds of replacement property. These provisions
are consistent with a cash-flow consumption tax, which effectively defers taxation even when
investments are sold or exchanged so long as the proceeds are reinvested (rather than consumed).
Two such provisions that we shall study in Chapter 12 are 88 1033 and 1031. Those who go on to
study corporate and partnership taxation will study many more.

Forgiveness of unrealized gain at death. The complete forgiveness of built-in gain at the time
of the taxpayer’s death under § 1014, considered in Chapter 7, is a consumption tax provision of
the wage tax variety, excluding what would otherwise be an includable capital return.

Reduced tax rate on net capital gain. The reduced tax rate applied to § 1222(11) “net capital
gain” is a subtle wage-tax-like feature of current law. Though the rate is usually not 0%, as it would
be under a pure wage tax, the 8 1(h) rate (usually 15% or 20%) is lower on this particular form of
capital return than it is on an equivalent amount of wages (or other forms of capital return, such as
interest or royalties). Coupled with the cash-flow consumption tax advantage of the realization
requirement itself, net capital gain is really super special under current law!

C. The additional wrinkle of debt

The income tax treatment of the borrowing and lending of money is very different from the
treatment of debt under the various forms of consumption taxation. While Chapters 10 through 12
are devoted to examining the income tax treatment of debt more closely, we need to take a sneak
preview of the broad outline of how borrowed money is treated under an income tax here. For this
purpose, we need focus only on the borrower’s tax consequences.

Suppose that Lori borrows $10,000 from National Bank in Year 1 for use in her business at 5%
annual interest, with the principal to be repaid in Year 10. National Bank transfers $10,000 to Lori
in Year 1. Each year of the 10-year loan period, Lori pays $500 to National Bank as interest, which
you can think of as rent paid to use the money owned by National Bank (just as tenants pay rent
to use an apartment owned by a landlord). In Year 10, Lori transfers $10,000 to National Bank.
What are Lori’s tax consequences (the borrower) under an SHS income tax?

Lori’s $10,000 cash receipt in Year 1 raises a Gross Income issue. Must she include the $10,000
in cash as a wealth accession? Under current law, her future obligation to repay the $10,000 results
in the conclusion that Lori has not, in fact, enjoyed a current wealth accession in Year 1, which
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means that she does not include the $10,000 in Gross Income under § 61. One way to think about
this issue (though not the only way) is to construct a balance sheet for Lori and list her assets on
the left side and her liabilities on the right. When she receives the $10,000 loan, she would increase
her assets by the $10,000 in cash that she receives (which superficially looks like a wealth
accession), but she would simultaneously increase her liability side by that same $10,000. Her “net
worth” or “wealth” (the value of her assets less her outstanding indebtedness) does not increase by
reason of the cash receipt.

When she repays the $10,000 of borrowed principal in Year 10, can she deduct that cash
payment? While Lori transfers cash (which can superficially look like a wealth reduction), she also
eliminates this same $10,000 liability from her balance sheet. Her net worth or wealth (assets less
liabilities) again remains unchanged. In this sense, Lori is not less wealthy for having repaid this
$10,000 obligation, so she is entitled to no deduction.

Lori’s interest payments, however, stand on an entirely different footing. The $500 interest that
she pays each year is properly categorized as an “expense,” as the payment represents an
immediate wealth decrease (the opposite of a capital expenditure). Moreover, because we have
stipulated that she uses this borrowed principal in her business, it is a business expense. While §
162 generally authorizes the deduction of business expenses, this particular expense (interest) has
its own special Code section—§ 163—but § 163(a) would generally authorize Lori’s business
interest deduction. Similarly, § 163(d) (studied in Chapter 15) can permit deduction of interest
paid in connection with investment assets.

The receipt and repayment of borrowed principal has no tax consequences under an SHS
income tax for the borrower, but the borrower’s payment of interest is generally deductible if
incurred in business or investment activities but nondeductible (with exceptions) if incurred in
personal consumption activities.

How is borrowed money treated under an RST? Assume that you reside in a state that imposes
a 5% RST on consumer purchases, that you go to a car dealer and purchase an automobile for
$10,000 (which you will use for personal purposes), and that you finance this $10,000 purchase
entirely with borrowed money (whether from the dealer or a bank). Whether you purchase the car
entirely from past savings or borrowed money makes no difference to your RST liability; you will
owe $500 in RST upon the purchase of the personal-use car. In short, borrowed money that is used
to purchase personal consumption is implicitly taxed under an RST.

Let’s next consider the tax treatment of borrowing under a wage tax. Recall that a wage tax
base consists only of wages (capital returns are expressly excluded) and that no deductions are
permitted. Borrowed principal is not included in the wage tax base (because not wages), but
interest is not deductible—even if the borrowed money is used in an investment activity. In
short, we need to allow investment deductions (such as interest on a loan used to purchase
investment property) only if investment returns are includable in the tax base, and investment
returns are not included in the tax base under a wage tax.

Finally, what about borrowed money under a cash-flow consumption tax? Recall that all cash
receipts are includable in the tax base of a cash-flow consumption tax because those cash receipts
represent potential consumption, and this rule applies to the borrowed principal of a loan, as well.
Also recall that all non-consumption outlays can be deducted under a cash-flow consumption tax.
Principal and interest repayments do not purchase personal consumption and so are deductible
under a cash-flow consumption tax, regardless of how the borrowed money is used. On your
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$10,000 car purchase using borrowed money, you would have to include the $10,000 of borrowed
money in your cash-flow consumption tax base in the purchase year. Moreover, because you use
the car for personal purposes (rather than business or investment purposes), you do not obtain an
offsetting deduction for the car purchase. In addition, however, you would be able to deduct the
principal and interest payments as you made them under a cash-flow consumption tax, as those
outlays do not purchase additional personal consumption.

Recall that, under certain circumstances, the tax outcomes (unrelated to debt) under a cash-flow
consumption tax and wage tax are equivalent. The same is true with respect to the treatment of
debt: including borrowed principal and deducting both principal repayments and interest (under a
cash-flow consumption tax) will reach the same end result as not including the borrowed principal
and not deducting either the principal repayments or interest (as under a wage tax). Because the
inclusion of all borrowed principal in the cash-flow consumption tax base and the subsequent
deduction of both principal and interest from that tax base is cumbersome, the wage tax approach
to debt could be used, instead: no inclusion of borrowed principal and no deduction of either
principal repayments (as under an income tax) and no interest deduction—even if the interest is
incurred in investment activity (unlike under an income tax).

Adopting that last simplification, we can summarize these rules in the following way:

e Borrowed principal is excluded by the borrower, whether under an SHS income tax, a wage
tax, or a cash-flow consumption tax;

e Principal repayments are nondeductible by the borrower, whether under an income tax, a
wage tax, or a cash-flow consumption tax; and

e Interest is never deductible under a wage tax or cash-flow consumption tax but is deductible
under an income tax if incurred in income-producing activities (business or investment).

D. Tax arbitrage: the income tax treatment of debt coupled
with consumption tax treatment of the debt-financed investment

With respect to George’s investment described in Part A., above, we saw that his tax outcome
was more favorable under either a cash-flow consumption tax or wage tax than under an SHS
income tax. In other words, consumption tax treatment of an investment is more lucrative for
George than the income tax treatment of that same investment. George can obtain even better
than consumption tax treatment, however, if he can succeed in applying the income tax rules
pertaining to debt (deductible interest) to an investment otherwise accorded more favorable
consumption tax treatment (either the investment is made with pre-tax dollars or the
investment return is excludable). The common jargon used to describe this phenomenon is “tax
arbitrage” because he is arbitraging the rules of one tax system (the income tax rules for debt)
against the rules of another tax system (the consumption tax treatment of the investment, itself).
The bottom-line consequence is that George, if successful, can achieve tax nirvana: a double tax
benefit for the same dollars to the same taxpayer. Such a result is inconsistent with both an SHS
income tax and a consumption tax and thus raises both fairness and economic efficiency concerns.

To consider an example of the cash-flow consumption tax variety, suppose, that George
borrows $10,000 to purchase a widget-making machine in his small business. Under income tax
principles, this purchase is a nondeductible capital expenditure. As mentioned in Part B. (and as
you will explore more fully in Chapter 12), however, small businesses are permitted to treat this
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machine purchase as an immediately deductible business “expense,” as under a cash-flow
consumption tax. Take a sneak preview of § 179(a). George gets to (1) exclude the $10,000
borrowed cash, (2) deduct that $10,000 capital expenditure immediately (cash-flow consumption
tax treatment), and (3) deduct the interest on the debt as business interest under § 163(a) (which
would not be permitted under a cash-flow consumption tax)!

The TCJA increased the ability of both big and small businesses to currently deduct as expenses
the cost of long-lived assets under both 88 179 and 168(k), which you will study in Chapter 13.
The TCJA also, for the first time, disallows deduction of some business interest (broadly speaking,
about 30% of business interest) by some taxpayers, which we’ll also explore in Chapter 13. The
reason for this new limitation on business interest is tax arbitrage.

To consider an example of tax arbitrage with a consumption tax provision of the wage tax
variety, consider 8 103, which permits an exclusion from Gross Income of one kind of capital
return: the interest received on bonds issued by state and local governments. What if a § 103 bond
is purchased with borrowed cash? Suppose, for example, that Profiteer is in the 37% tax bracket
and borrows from National Bank at 5% interest to purchase $100,000 of tax-exempt § 103 bonds
yielding 4% interest. At first, it does not seem to make economic sense for Profiteer to borrow at
5% interest to purchase an investment yielding only a 4% return. Who in their right mind would
do this? Well, what if the interest expense is deductible (under the income tax rule that business
and investment interest expense is generally deductible) but the capital return is excludable?

Tax-exempt interest received $4,000
Less after-tax interest cost: $5,000 paid reduced
by tax saved via the interest deduction ($1,850) - 3,150

“Profit” $850

Notice that this “profit” does not come from some daring act of entrepreneurship that adds
wealth to the economy (increases GDP). Rather, it is a “profit” merely in the form of a payment
from the U.S. Treasury funded by other taxpayers (i.e., you and me), which raises both fairness
and economic efficiency concerns. That is to say, this $850 “profit” represents a mere shift in
wealth rather than the creation of new wealth. The fancy word for this activity is “rent-seeking,” a
term that you will read in the next chapter. Keep this example in mind when you come to it.

But even if the arbitrage is not so substantial as to create an actual “profit,” this better-than-
consumption-tax treatment reduces positive tax owed in a way that is inconsistent with either a
pure income tax or pure consumption tax (and which represents rent-seeking). Congress has
attempted to disallow this tax arbitrage. Read § 265(a)(2). But § 265(a)(2) is notoriously difficult
to enforce. Moreover, debt-financed investments that otherwise are provided more favorable wage
tax treatment other than excludable § 103 interest can provide similar tax arbitrage opportunities,
and 8 265(a)(2) would not step in to deny them. For example, many investments that produce low-
taxed capital gain (which have a wage-tax flavor because of the reduced tax rate, even though it’s
not a 0% tax rate) are purchased with debt producing fully deductible interest.!! So stay tuned, as
we shall be conscious of these tax arbitrage problems that arise as we move through the course.

Introduction to the concept of capture
Introducing you to 8103 here has an additional purpose unrelated to exploring the tax arbitrage

1 Similar to § 265(a)(2), Congress has attempted to prevent this type of arbitrage under § 163(d), which you will study
in Chapter 15 (Tax Shelters), but as with § 265(a)(2), enforcement has proven difficult.
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possibilities posed by it. Section 103 is an ideal provision to introduce you to the concept of
“capture,” which will affect the tax policy analysis of many provisions that we shall study. When
Congress enacts a special deduction or exclusion aimed at Taxpayer A on the face of the
statute, Person B might be able to step in and effectively “capture” that tax benefit through
the price mechanism, sometimes unbeknownst to A. In future chapters, we shall consider the
capture phenomenon in connection with the exclusions and deductions pertaining to home
ownership, the exclusion for employer-provided health care, and other provisions. In these
scenarios, the average taxpayer may not appreciate that the economic benefit of the exclusion or
deduction that appears to be aimed at him on the face of the statute may, in fact, be captured by
other actors in the marketplace.

The language in § 103 appears to provide the tax benefit (exclusion of the interest) to the
bondholder. But who may effectively captures that tax benefit? The answer is (or at least should
be—more below) the bond issuer, which is the state or local government, through being able to
borrow at lower interest rates than would otherwise be the case if the interest payments were
included in Gross Income by the bondholders under § 61(a)(4). The 8 103 exclusion (unlike the
provisions mentioned above) is one in which the capture phenomenon is above board; everybody
knows about it and expects it, which is why it makes an ideal provision to illustrate the capture
phenomenon. Indeed, the idea is that the market should react to this preference in order to allow
state and local governments to borrow at a lower interest cost

For example, assume that market conditions require corporations to offer 5% annual interest on
a$100,000 corporate bond. Because the $5,000 annual interest is includable in Gross Income under
§ 61(a)(4), a bondholder in the 37% tax bracket pays $1,850 in tax ($5,000 x .37) and has $3,150
in after-tax cash left each year. A state or local government could offer an interest rate of only
3.15% of excludable interest on a $100,000 § 103 bond to attract a bond buyer in the 37% bracket
because the bond buyer would be in the same after-tax position with either the corporate bond or
the § 103 bond ($3,150 in annual after-tax cash in either case). In short, a 37% bracket taxpayer
would be tax-indifferent between buying a corporate bond paying 5% includable interest or a §
103 bond paying 3.15% excludable interest.

As it turns out, however, 8103 is an inefficient, wasteful way to deliver this subsidy to state and
local governments because tax-exempt bonds must offer a rate higher than implied by the highest
tax bracket in order to attract enough buyers from lower brackets to buy all of the bonds that state
and local governments want to sell. The reason for this is not only that state and local governments
want to sell a lot of bonds but also that the market for them is significantly narrowed by the high
number of tax-exempt purchasers who do not benefit from the exclusion and so have no desire to
buy the lower-interest-paying bond. For example, among the biggest investors in stocks and bonds
in the U.S. are tax-exempt qualified pension plans, § 401(k) plans, etc., as well as foreign
individuals and corporations, who generally do not pay tax on any interest or capital gain earned
in the U.S., even on corporate stocks and bonds that produce includable gain and interest for you
and me. For that reason, such buyers are more interested in purchasing the higher return investment
(the corporate bond paying 5% interest rather than the tax-exempt bond paying 3.15% interest)
because they will not owe U.S. income tax on the higher return in any event.

If corporate bonds are paying 5% (includable) interest, and there are an insufficient number of
bonder buyers in the highest 37% bracket to offer only 3.15% interest on the tax-exempt bond, our
tax-exempt bond issuer must offer 3.25% interest to attract buyers in the 35% bracket, or 3.4% to
attract 32% bracket taxpayers, or 3.8% to attract buyers 24% bracket taxpayers, and so on. When
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the smoke clears, the Federal government loses more revenue from the § 103 exclusion than
ends up in the hands of state and local governments. Moreover, this revenue shortfall inures
entirely to taxpayers in the higher brackets, who obtain interest at a rate that is higher than
necessary for them to be tax-indifferent between the taxable corporate bond and the tax-
exempt 8 103 bond. Here is an example.

Example: Assume a simplified tax world in which there are only two tax brackets:
40% and 20%. The prevailing market interest rate paid on taxable corporate bonds is
10%. The Grovers Corners Public School District wishes to issue $10 million of school
construction bonds. Without 8§ 103, the School District would have to offer 10%
interest to compete with corporate bonds (an interest cost of $1 million each year), but
with 8 103 in place, the School District can offer only 6% interest (entailing an interest
cost of $600,000 each year) to attract buyers in the 40% tax bracket. Unfortunately,
there are an insufficient number of U.S. non-tax-exempt buyers in the 40% tax bracket
willing to purchase the Grovers Corners bonds, so the School District must offer an
interest rate of 8% on all of the bonds to attract buyers in the 20% tax bracket, as well,
because there is no feasible way to segment the bond offering between 40% bracket
purchasers and 20% bracket purchasers.

The subsidy indirectly received by the School District under 8 103 is $200,000 each
year ($1 million interest that the School District would have had to pay on bonds
paying 10% includable interest less $800,000 interest paid on the tax-exempt bonds
paying 8% interest). Assume that half of the bonds ($5 million) are purchased by 40%
bracket taxpayers and half ($5 million) are purchased by 20% bracket taxpayers. The
tax revenue lost by the Federal Treasury under § 103 with respect to the 20% bracket
taxpayers equals $100,000 ($500,000 of interest that would have been paid on bonds
paying includable 10% interest multiplied by the buyers’ 20% tax bracket) and with
respect to the 40% bracket taxpayers equals $200,000 ($500,000 multiplied by 40%).
The Federal government loses a total of $300,000 in tax revenue under § 103 in order
to provide a subsidy to the state or local government of only $200,000—and that
$100,000 ends up entirely in the hands of the 40% bracket buyers (through receiving
8% tax-free interest instead of the tax-indifferent rate of 6%). The 40% bracket buyers
end up with $100,000 more cash in hand after taxes are taken into account than they
would have had in hand with corporate bonds paying 10% includable interest.

A more efficient and less wasteful system would be to repeal § 103, effectively
requiring the state or local government to issue bonds paying 10% includable interest
on our facts, and then to have the Federal Treasury send a check for $200,000 to the
state or local bond issuer. Such a system would avoid the $100,000 waste and would
also avoid the windfall to high-bracket taxpayers.'?

The American Reinvestment and Recovery Act of 2009 allowed, for the first time, just such an
arrangement, albeit on a temporary basis. Under temporary § 54AA, state and local governments
were provided, in effect, the option to issue bonds for certain specified purposes (called “Build
America Bonds”) before the end of 2010 paying includable interest (rather than tax-exempt
interest), coupled with a subsidy check from the Federal Treasury to the state or local issuer keyed
to the top 35% tax rate then in effect. They were a hit. Through early spring of 2010, $90 billion

12 The § 103 exclusion for interest on state and local bonds used to be thought of as constitutionally mandated, but the
1988 decision in South Carolina v. Baker, 486 U.S. 1062 (1988), rejected that notion.
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of Build America Bonds were sold in 1,066 bond issues in 48 states.!?

Finally, while the cash borrowed with § 103 bonds can be used by state and local governments
for such classic public goods as roads, bridges, universities, firehouses, and police stations, a
sizable amount (with caps keyed to the population in each state) can effectively be borrowed by
private businesses with the assistance of state and local governments—called “private activity
bonds”—raising serious questions regarding the justification for the tax subsidy.*

13 See Build America Bonds Will Save $12.3 Billion, Analysis Say, N.Y. TIMES, Apr. 2, 2010, at B9.
14 See, e.g., Mary Williams Walsh & Louise Story, A Stealth Tax Subsidy for Business Faces New Scrutiny, at
www.nytimes.com/2013/03/05/business/qualified-private-activity-bonds-come-under-new-scrutiny.html?_r=0.
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Chapter 3: Ethical Debates,
Economic Theories, and Real-World Impacts

Chapters 1 and 2 explored the contours of two common types of “tax base” (what is taxed):
income and consumption. Part A. of this chapter will relate information regarding the adoption
and development of the income tax over time and its impact on the Federal budget and living
standards. Part B. will explore the norms, theories, and politics of taxation, which will draw on
some of the information conveyed in Part A. regarding economic trends over time. While the
material in Chapters 1 and 2 was chiefly descriptive, some of the material in this chapter comes
with a lot of baggage in the political arena. Thus, | want to say a word first about how we
sometimes approach material of this type.

We all have unique ways of looking at the world and making sense of it. We all begin our
decision-making processes and evaluations with certain models in our minds of how the world
works and should work, which have been ingrained by culture, education, family, religion, events,
and perhaps even our genes. These models shape how we perceive the world. Two different people
looking at precisely the same situation can have very different perceptions about what the most
consequential facts are. Indeed, cognitive psychologists have identified the so-called confirmation
bias as one of the most potent cognitive biases that we all share.

Although he is a cognitive psychologist and not an economist, Daniel Kahnman won the 2002
Sveriges Riksbank Prize in Economic Sciences in Memory of Alfred Nobel (commonly referred
to as the Nobel Prize in Economics) in recognition of the contributions that he and the late Amos
Tversky made in helping us to better understand how thought patterns and behavior differ in
predictable ways from the “rational man” assumptions that economists often typically build into
their economic models. Their work (and the work of others) led to the burgeoning field of
behavioral economics, which seeks to study these behaviors in a systematic way.

Behavioral economists and cognitive psychologists have identified numerous cognitive biases.
The confirmation bias is the tendency to search for or interpret information in a way that
confirms one’s preconceptions. Disconfirmation bias, as one would expect, is the opposite: the
tendency for people to dismiss or avoid information which contradicts their prior beliefs.

The technology revolution, with the introduction first of cable television and then the internet,
has created niches that make it ever easier to indulge in (or exploit) the confirmation bias. In the
dark ages of my childhood, with only three nationally broadcast news stations with a high number
of homes watching each evening, the three national news programs had to steer a path that appealed
broadly and thus could not cater in an obvious way to the extreme left or right of the political
spectrum. In addition, prior to 1987 the Federal Communications Commission (FCC) required,
under the so-called fairness doctrine, that radio and television broadcasters using the public air
waves must present multiple viewpoints on contentious public debates. The FCC members
appointed by President Ronald Reagan abolished the fairness doctrine in 1987. These events have
combined to allow us to subdivide ourselves into information niches in which we hear only echoes
of our prior beliefs, reinforcing them even further, turbo-charging the confirmation bias.

Another cognitive bias is the bias blind spot, or the tendency to see oneself as less biased
than other people, or to be able to identify more cognitive biases in others than in oneself.
Particularly in my role as a teacher, I always try to remain sensitive to this bias in myself.
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Other cognitive biases that can have an impact on taxation include the endowment effect (or
divestiture aversion), which is the tendency to ascribe more value to items or a position merely
because we own them. Studies show that people who are given, say, a coffee mug demand more
in cash to give up the mug than they would be willing to pay to purchase the item. This effect
contributes to the cognitive bias known as loss aversion, under which people strongly prefer
avoiding losses to acquiring gains. These biases can result in behavior that is inconsistent with
the rational man assumptions made by some economists in modeling predictions of anticipated
behavior changes in connection with a proposed change in law, including tax law.

Several other cognitive biases combine to make us sometimes make judgments based on a
personally known anecdote or widely reported example in the press of one case or incident, while
downplaying larger pools of evidence or data that contradict the individual anecdote. These include
the base rate neglect or base rate fallacy, or the tendency to base judgments on specifics,
ignoring general statistical information; the availability heuristic, or estimating what is more
likely by what is more available in memory, which is biased toward vivid, unusual, or
emotionally charged examples; and the anchoring effect, or the tendency to rely too heavily,
or anchor, on a past reference or on one trait or piece of information when making decisions
(also called insufficient adjustment). As an example of this cognitive bias in the tax policy
setting, the popular press widely reported that the French actor Gerard Depardieu obtained a
Russian passport after the former French President recommended temporarily raising (for two
years) the top marginal income tax rate from 41% to 75% on income exceeding €1 million. This
vivid example of fleeing a country (or a state in the U.S.) in response to an increase in the top tax
rate can cause a reader to believe that this response is a common one, a belief that can affect the
analysis of the policy issue, but broader empirical data is not consistent with this assumption.!

As an aside, those looking for good empirical data can often find it by looking at material
published by the Congressional Budget Office, the Tax Policy Center (a joint undertaking between
the Urban Institute and the Brookings Institution), the Census Bureau, the IRS Statistics of Income
Division, and the Joint Committee on Taxation, a committee nominally made up of the members
of the House Ways & Means Committee and the Senate Finance Committee, but whose work is
done by its professional staff consisting of economists and lawyers charged with, among other
duties, doing studies mandated by Congress. Information pertaining to the experience of other
nations can often be found in data compiled by the Organization for Economic Cooperation and
Development (OECD).

A. The development of the income tax and
how taxes affect the Federal budget and living standards

Under the Articles of Confederation that preceded the Constitution, the Federal government
had no power to tax individuals, states, or business entities directly. Rather, the Federal
government could only send a requisition to each state to collect a stated amount to turn over to
the Federal government, and the states were left to decide for themselves how to fulfill the
requisition. As you might expect, states often failed to comply, and the very survival of the new
country was threatened, as the Federal government needed revenue to retire the Revolutionary War
debt, maintain the military and courts, etc. A primary reason for calling a Constitutional

! See, e.g., James B. Stewart, The Myth of the Rich Who Flee from Taxes, at
www.nytimes.com/2013/02/16/business/high-taxes-are-not-a-prime-reason-for-relocation-studies-say.html.
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Convention to replace the Articles of Confederation was the need to provide the Federal
government with the power to tax citizens and residents directly, without going through the states.
“For a generation that had fought a war with England about taxation, however, it was equally
important that any taxing power be constrained.”® Thus, both a uniformity and apportionment
requirement were included with respect to the Federal taxing power.

Under Article 1, § 8, clause 1, of the Constitution, Congress is granted power to “lay and
collect Taxes, Duties, Imposts, and Excises” on individuals, entities, transactions, etc., without
going through the states, but these levies and taxes must “be uniform throughout the United
States.” This uniformity requirement prevents express discrimination among the states. If, for
example, Congress enacted an excise tax on the extraction of each barrel of oil from the ground, it
could not impose that tax at a rate of, say, 10% for oil found in Texas but 20% for oil found in
Alaska without violating the uniformity clause. The fact that oil is distributed unevenly among the
states, however, which means that entities and individuals in Texas and Alaska would pay much
more of this hypothetical oil excise tax than would residents in Tennessee or Vermont, would not
violate the uniformity clause.

Under Article 1, 8 9, clause 4, “direct” taxes, including any “capitation” tax (or per-person
head tax), must be apportioned among the states according to population. Taxes that are not
direct taxes are not subject to the apportionment requirement. Though the Constitution does not
use the term, taxes that do not qualify as direct have come to be known as “indirect” taxes. The
distinction between a direct and indirect tax is somewhat cloudy (more below), but taxes imposed
on individuals for merely existing (a capitation tax) or merely owning property (such as real estate)
have been held to be direct taxes, while taxes imposed only on a transaction, such as the
hypothetical oil excise tax described above or a retail sales tax imposed on the purchase of
consumer items, have been held to be indirect.

Direct taxes were thought to have greater potential for abuse because they were imposed merely
for existing or owning real estate and thus could not easily be escaped by taxpayers. Excise and
sales taxes, in contrast, were relatively noncontroversial forms of taxation because they could be
avoided simply by choosing not to extract the oil (in the hypothetical example provided above) or
choosing not to purchase the consumer item. As Alexander Hamilton wrote in Federalist 21:

It is a signal advantage of taxes on articles of consumption that they contain in their
own nature a security against excess. They prescribe their own limit; which cannot be
exceeded without defeating the end proposed, that is, an extension of the revenue.
When applied to this object, the saying is as just as it is witty, that, “in political
arithmetic, two and two do not always make four.” If duties are too high, they lessen
the consumption; the collection is eluded; and the product to the treasury is not so great
as when they are confined within proper and moderate bounds. This forms a complete
barrier against any material oppression of the citizens by taxes of this class, and is
itself a natural limitation of the power of imposing them.

To illustrate how the apportionment requirement imposed on direct taxes might work, assume
that Congress decided that it would levy an annual tax on the value of real property that would, in
the aggregate, collect $X each year, just as many states and local governments impose real estate
property taxes. Under the apportionment clause, the portion of $X that would be collected from

2 ERIK M. JENSEN, THE TAXING POWER: A REFERENCE GUIDE TO THE UNITED STATES CONSTITUTION 17 (2005).
Reprinted with permission.
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individuals in each state must mirror the state’s percentage of the total U.S. population. Because
12.15% of the U.S. population lives in California, 12.15% of $X must be collected from California
residents. Similarly, because .19% of the U.S. population lives in Vermont, .19% of $X must be
collected from residents of Vermont. In order to ensure that the proper amount of $X was collected
from each state, the apportionment rule would require that different tax rates would necessarily
have to be imposed in each state (which would then be multiplied by the value of the real estate in
that state. As this simple example illustrates, the apportionment requirement “makes direct taxes
more difficult to implement than they otherwise would be.””®

As is obvious with some thought, no tax other than a capitation or head tax (e.g., each resident
must pay a $10 tax to the Federal government) could simultaneously satisfy both the uniformity
and apportionment requirements. Therefore, these clauses have been interpreted together to mean
that indirect taxes must satisfy the uniformity requirement, and direct taxes must satisfy the more
onerous apportionment requirement.

The ugly issue of slavery also had an impact on the shape of the taxing power. The number of
Representatives awarded to each state in the House of Representatives is based on population, as
determined by the census required to be taken every ten years under Article 1, § 2. The slave-
holding states wanted slaves to count in full for purposes of representation in the House, which
would give the southern states more congressional power. But counting them in full would harm
the southern states when it came to apportioning direct taxes because the higher the population,
the higher the aggregate Federal direct tax that could be apportioned to southern states. The
infamous three-fifths compromise counted slaves as three-fifths of a person for purposes of both
representation in the House and direct taxation (overturned by the 14™ amendment).

In 1794, at the urging of Alexander Hamilton, Congress enacted a tax on carriages “kept by or
for any person, for his or her own use, or to be let out to hire, or for the conveying of passengers.”
The tax was geographically uniform but was not apportioned among the states according to
population. If the carriage tax was an indirect tax, it was constitutional, but if it was a direct tax it
was unconstitutional because unapportioned. In Hylton v. United States, 4 the Supreme Court held
that the carriage tax was not a direct tax and suggested that only capitation and real estate taxes
were direct taxes.

Until the Civil War, Congress raised nearly all revenue through various forms of consumption
tax, such as excise taxes and tariffs on the use or purchase of goods. With the significantly
increased revenue needed to fund the Civil War effort, Congress (controlled by Republicans) first
considered raising revenue primarily through an apportioned land tax. Instead, Congress enacted
a combination of several new taxes in 1861, including both the first income and inheritance taxes,
controversial though they were.® The Supreme Court upheld the constitutionality of the income
tax against a charge that it was an unapportioned direct tax in Springer v. United States,® stating
that “direct taxes, within the meaning of the Constitution, are only capitation taxes, as expressed
in that instrument, and taxes on real estate....”’ Congress allowed the tax to expire in 1872.

The period between the 1872 expiration of the Civil War tax and the enactment of the

3 JENSEN, supra note 2, at 24.

43 U.S. (3 Dall.) 171 (1796). For more on the Hylton saga, see JENSEN, supra note 2, at 38-44.

5 For an interesting description of the debates surrounding the Civil War enactment of the first income and inheritance
taxes, see Sheldon D. Pollack, The First National Income Tax 1861-1872, 67 TAX LAw. 331 (2014).

6102 U.S. 586 (1881).

1d. at 602.
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1894 income tax saw several panics and depressions, including one in 1893 (which
gave a sense of immediacy to the 1894 debates). That period nevertheless also saw an
astonishing accumulation of wealth by some very visible Americans. The contrast
between wealth and suffering was one of the reasons several radical political parties,
including the People’s (Populist) party, were created in the late nineteenth century.®

The income tax enacted in 1894 was held to be unconstitutional as an unapportioned direct tax
in Pollack v. Farmers’ Loan & Trust Co.° Thereafter, Democrats and Republicans adopted a Joint
Resolution containing the 16" amendment to the Constitution in 1909, and the amendment was
ratified by the necessary three-fourths of the states (under Article V) in 1913. The 16" amendment
provides: “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.” This amendment did not repeal the direct tax clause but merely excuses the
income tax from the apportionment requirement that otherwise applies to direct taxes. For
example, Congress could not enact an annual real estate property tax (or likely any other form of
annual wealth tax) without satisfying the apportionment requirement, as it is a direct tax that is not
protected from the apportionment requirement under the 16" amendment. The modern income tax
was enacted the same year, in 1913.

The debates that occurred both before the enactment of the 1894 income tax and the introduction
of the 16" amendment in 1909 were very similar in flavor. Both focused on shifting more the of
the tax burden from the lower classes to the wealthy. Both also showed a surprisingly sophisticated
understanding of the difference between an income tax and a consumption tax.

Excerpt from The Taxing Power: A Reference
Guide to the United States Constitution®®

Erik M. Jensen

Commentators generally see the late nineteenth-, early twentieth-century proponents of an
income tax as trying to reorient the tax system. As historian Gerald Eggert put it in describing the
background of the 1894 income tax:

Congressional debates made it clear ... that the tax was, in part, a response to the
widespread demand to equalize the tax burdens borne by the various classes. The tariff,
which was the Federal government’s chief source of revenue, lay most heavily on the
poorer classes—ran the argument—while the proposed income tax would be paid by
the wealthier classes.

Edward Whitney (Assistant Attorney General at the time of Pollack) explained the 1894 tax the
same way: “The [Democratic] party controlling the House of Representatives, accepting the theory
that the prevailing taxes on consumption bore especially hard on the smaller incomes, undertook
to make up the deficit with a compensatory duty upon the larger ones.”

8 JENSEN, supra note 2, at 38.

9157 U.S. 429 (1895). An income tax imposed on corporations was upheld, however, as an excise tax (an indirect tax)
on the privilege of doing business in the corporate form. Flint v. Stone Tracy Co., 220 U.S. 107 (1911).

10 JENSEN, supra note 2, at 52-55 and 62-64 (footnotes omitted). See also Sheldon D. Pollack, Origins of the Modern
Income Tax, 1894-1913, 66 TAX LAw. 295 (2013) (recounting the political battles and strategies surrounding the
adoption of an income tax in the late 19" and early 20" centuries).
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... Consumption taxes like tariffs were thought to be shifted to purchasers, and, if that was right,
a poor man bore the same tax burden in buying a bag of sugar as did a rich man. The tax burden,
that is, had nothing to do with respective abilities to pay the taxes, and that was not fair.

The difference between an income tax and a consumption tax—one is consistent with ability to
pay, one is not—was stressed throughout the congressional debates. The bill began in the House
of Representatives, where Democratic Representatives Benton McMillan of Tennessee, chairman
of the Ways and Means Subcommittee on Internal Revenue and a longtime proponent of income
taxation, and the already legendary William Jennings Bryan of Nebraska recommended a two-
percent tax on incomes of $4,000 or more.... McMillan explained the income tax legislation this
way:

| ask of any reasonable person whether it is unjust to expect that a small per cent of
this enormous revenue shall be placed upon the accumulated wealth of the country
instead of placing all upon the consumption of the people.... And yet when it is
proposed to shift this burden from those who cannot bear it to those who can; to divide
it between consumption and wealth; to shift it from the laborer who has nothing but
his power to toil and sweat, to the man who has a fortune made or inherited, we hear
a hue and cry raised by some individuals that it is unjust and inquisitorial in nature.

... High and low income people who, McMillan posited, spend about the same on necessities “pay
the same taxes to the Government, because taxes are to be paid upon what they consume!”

... And, said McMillan, the relative burdens on the poor had been growing: “The taxes having
continually increased upon consumption, and no corresponding increase having been placed upon
accumulation, we see such colossal fortunes amassed as were never concentrated in any other age
or in any other country in the world.”

... [T]here were other reasons why tax obligations should be connected with ability to pay. For
one thing, income tax supporters believed the rich had disproportionately benefited from national
policies. The rich were rich because of what government had done. Moreover, the wealthy received
more from government—the value of protecting property, for example, goes up with the value of
property protected, or so it was argued—and income tax proponents argued that the wealthy should
have to pay for the extra services.

... To conform to ability-to-pay standards, tax law had to relieve burdens on consumption. That
was the constant theme advanced by income tax supporters. The House Ways and Means
Committee report on the 1894 legislation made the point like this: “The wealth of this country
amounts to more than $65,000,000,000, and the question arises whether it is not just and fair that
a portion of this money should be raised by a tax on the earnings of wealth instead of imposing it
all, or nearly all, on consumption.”

Because of the push for fairness, the disputes inevitably had a class-versus-class flavor. With a
proposed rate of only two percent, the charges of socialism seem a bit much today: “vicious,
socialistic and un-American” and “the most socialistic measure which was ever enacted in this
country,” noted a couple of typical authors. But there was a class aspect to the legislation. The tax
affected only about one percent of the population, the legislative attack on the wealthiest of the
wealthy was no accident, and once the principle of an income tax had been accepted, there was no
guarantee that rates would stay low. Lawyer James C. Carter, representing a bank nominally
defending the tax before the Supreme Court, conceded it was “class legislation in th[e] sense [of
distinguishing between rich and poor]. That was its very object and purpose.”
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... Income tax opponents did not limit themselves to questioning the populist origins of the tax;
they also marshaled an arsenal of substantive arguments against the tax, and in favor of a
consumption tax system. The income tax historically belonged to the states, they argued, and it
ought to be used by the national government only in emergencies, if at all. It was socialistic,
nothing but class legislation, and it was sectional in purpose—aimed at the East, where the wealthy
were concentrated. Moreover, it was a pernicious tax that would encourage Americans to lie about
their economic situations and, if the tax was going to be enforced, require that government agents
pry into the private affairs of citizens. “Inquisitorial” was an often used adjective.

President Cleveland stayed on the sidelines during the debates.... He ... allowed the 1894
income tax legislation to become law without his signature....

[After the Pollack decision invalidating the 1894 income tax, a renewed movement for an
income tax] began to hit its stride near the end of the first decade of the twentieth century.
Democratic Representative Cordell Hull of Tennessee introduced income tax legislation in 1907,
and the Democratic Party called for an income tax amendment in its 1908 platform:

[W]e favor an income tax as part of our revenue stream, and we urge the submission
of a constitutional amendment specifically authorizing congress to levy and collect a
tax upon individual and corporate incomes, to the end that wealth may bear its
proportionate share of the burdens of the Federal government.

Support for an income tax had been building among Republicans as well. In 1906 President
Theodore Roosevelt stated that a “graduated income tax of the proper type would be a desirable
feature of Federal taxation ....” Roosevelt’s successor, William Howard Taft, also appeared to
accept ... the desirability, at least in emergencies, of an income tax. In accepting the Republican
nomination in 1908, Taft stated: “I believe that an income tax, when the protective system of
customs and the internal revenue tax shall not furnish enough for governmental needs, can and
should be devised ....” Furthermore, “insurgent Republicans” had come to Congress willing to
join with Democrats and any remaining Populists to push for an income tax....

In short, by taxing more than what was spent on consumption and, as a result, reaching the
wealthy in a way that tariffs did not, the income tax was considered fundamentally different from
taxes on consumption. In Professor Michael Graetz’s words, “When this nation adopted the
Sixteenth Amendment, achieving fairness in the distribution of the tax burden was the essential
reason for taxing income and for taxing it at progressive rates.”

On the merits ..., income tax debates in 1909 mirrored those of 1894.... As was true in 1894,
much of the discussion in 1909 was about how an income tax would further the ability-to-pay
principle in a way that consumption taxes did not. Senator Bailey explained his amendment to the
tariff bill: “I believe [the income tax] is the only tax ever yet devised by the statesmen of the world
that rises and falls with a man’s ability to pay it.”

When Cummins introduced his bill, Senator Augustus Octavius Bacon of Georgia pressed him
to justify it. Would Cummins favor the income tax if enough revenue could be raised by tariffs?
Bacon wanted to know “whether it was rested upon the importance of shifting the burdens of
taxation from the great masses of consumers, so far as we may be able to do it, to rest it in part, at
least, upon the shoulders of those who have the wealth of the country.” Cummins finally answered:
“[T]f I could change the situation | would so rearrange and readjust these schedules as to decrease
the revenue derived from the custom-houses and place it where it should belong—upon those
fortunate people who enjoy large incomes.” Said Bacon: “Now the Senator has stated exactly the
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thing I wanted him to state.”

Ability to pay dominated discussions of income tax proponents in 1909: Income taxes are
consistent with that principle, consumption taxes are not. What follows is a representative sample
of statements made on the floors of Congress; there are many more examples.

Senator Bailey (Texas): “Under any circumstances an income tax is more equitable than a tax
on consumption. It is more just as between the different classes, and it better conforms to that
sound canon of taxation which enjoins upon us to lay all taxes on those who can bear them....”

Senator William Borah (Idaho): An income tax was needed to supplement the tariffs “in order
that we may arrive as nearly as we can, as human ingenuity can make it, at a tax which is levied
upon a man’s ability to pay and in accordance with what he derives as a measure of benefit from
his Government.” He added, “We believe that every tax system based upon consumption should
be supplemented by a system which taxes property and the wealth of the country ....”

Senator Cummins (Iowa): “[ A]n income tax, levied upon those who ought to bear the burdens
of government, ... will meet even that principle more perfectly than to levy duties upon things that
the people must use, and impose the weight of government only by the rule of consumption.”

Representative Ollie M. James (Kentucky): “[N]o tax was ever more unjust ... than a tax upon
consumption .... A tax upon what some people eat and what they wear would deny them the
necessities of life, while others, rolling in opulence ..., would not feel such a tax.”

Representative Robert Lee Henry (Texas): “Equality in taxation should be the north star to light
our pathway and direct our feet in the enactment of such statutes. No tax more equitably distributes
the burdens of government than an income tax.”

Representative Adam M. Byrd (Mississippi): A tariff falls “upon consumption and not upon
wealth, upon what one eats and wears and not upon his property; it means that the citizen who can
scarcely provide food and raiment for his wife and children contributes as much or more to the
support of Government as does the multimillionaire.”

Representative William Sulzer (New York): “At the present time nearly all taxes ... are levied
on consumption—on what the people need to eat and to wear and to live; on the necessities of life;
and the consequence is that the poor man ... pays practically as much to support the Government
as the rich man ....”

Representative David A. DeArmond (Mississippi), a veteran of the 1894 battles: “There is no
good reason why taxation should not be according to ability to pay—according to wealth,
according to income. Your tariff tax is a tax upon necessity, a tax in proportion to the amount you
buy, a tax in proportion to what you must have, not a tax in proportion to what you possess.”

Representative Courtney W. Hamlin (Missouri): “The tariff tax is levied entirely upon
consumption. The laboring man must expend his income for food, fuel, clothing, and tools of
industry, and these taxes are heavier upon the necessities.” He added that Democrats had always
argued for shifting the burden of government “at least partially ... from the backs of the poor to
those who can bear it; to divide these burdens between wealth and consumption; to divide them
between the man who has nothing but his labor and the man who has incomes many times greater.”

Representative William R. Smith (Texas): “No one can contend that our system of indirect
taxation [has no] objectionable features, because ... its burdens are measured by what the citizen’s
needs require him to purchase for consumption and not by the amount of his wealth, nor by his
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ability to pay.”

Overall the tone of the debates was more civil than in 1894. There were fewer Populists around,
and, given the reduced opposition to an income tax, less reason to debate with “agrarian ferocity.”
But except for differences in tone, passages could be moved from 1894 to 1909 and back again
without changing the nature of the debate in either year.

Opponents also made the same points that had been made in 1894. An income tax, it was said,
was socialistic and inquisitorial. It ought to be available, if at all, only in emergencies....

But the opposition went nowhere. [In July of 1909, a] joint resolution containing the
Amendment passed unanimously in the Senate (77-0) and in the House a week later, after about
four hours’ debate, by a vote of 318 to 14. The level of opposition was greater than the vote suggest,
because of absences and abstentions, but the votes were nevertheless overwhelmingly favorable.

The 16" amendment became part of the Constitution when the final state (Delaware) ratified it
on February 3, 1913. The first income tax enacted under the new amendment was passed by the
House (281 to 139) in May and by the Senate (44 to 37) in September and was signed by President
Wilson on October 3, 1913.

Consistent with the goals indicated in the debates, the new income tax was expressly aimed at
reaching chiefly the capital income of the wealthy, as opposed to the labor income of the working
man. Only between 1 and 2% of households containing married couples, divorced and widowed
men and women, and single men and women aged 20 or older owed income tax.!! The act achieved
this by taxing “Taxable Income” (Gross Income less deductions) only above $3,000 for individuals
and $4,000 for married couples—a very high threshold in 1913 when the average annual income
was $800%2—at rates that graduated from 1% to 7%. Taxable Income from $0 to $20,000 ($607,000
in current dollars) was taxed at 1%; between $20,000 and $50,000 at 2%; $50,000 to $75,000 at
3%,; $75,000 to $100,000 at 4%; $100,000 to $250,000 at 5%; $250,000 to $500,000 at 6%; and
over $500,000 ($15.1 million in current dollars) at 7%.

With the increased revenue needs of WWI, the top marginal rate increased by 1918 to 77% on
Taxable Income exceeding $1,000,000 ($21.2 million in current dollars). After the war, rates
dropped in 1921, 1924, 1926, and 1928, with a top rate of 24% in 1928 on Taxable Income
exceeding $200,000 ($3.4 million in current dollars).

This pattern shows the clear intent of the enactors of the income tax to reach mainly the wealthy,
which made it a “class tax” for the first several decades of its life. The transition of the income tax
from a “class tax” to a “mass tax” occurred with the extraordinary revenue needs of WWII. Only
5% of households paid income tax in 1939; by 1945, 74.2% of households did.'® In addition,
Congress enacted the provisions requiring tax withholding at source for wage income in 1943. The
highpoint in marginal rates was 1944 and 1945, with the top rate at 94% for Taxable Income
exceeding $200,000 ($3.3 million in current dollars).

With the post-WWII cold war, the highest marginal rate stayed high—at 91% on Taxable

11 Thomas Piketty & Emmanuel Saez, Income Inequality in the United States 1913-2000, Table A0 at 65,
http://elsa.berkeley.edu/~saez/piketty-saezOUP04US.pdf.

12 www.irs.gov/app/understanding Taxes/student/whys_thm06_les01.jsp#taxTrivia.

13 Joseph J. Thorndike, Withholding Failed Before it Succeeded, 161 TAX NOTES 21, 24 (2018) (citing LAWRENCE A.
ZELENAK, FIGURING OUT THE TAX (2018)).
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Income exceeding $200,000—until the Kennedy administration, when the top rate was reduced to
70%. A special rule, however, provided that “earned income” would be taxed at no more than
50%—an explicit tax preference for labor income, as opposed to capital income.

During the Reagan administration, the top marginal rate was first reduced to 50% for all income
in 1981, with no more tax preference for labor income. The large deficits that ensued resulted in
major tax increases in 1982 and 1984 through base broadening; the top marginal rate did not
increase. By 1986, the top net capital gain rate was 20%, and the top marginal tax rate on ordinary
income remained at 50%. The Tax Reform Act of 1986 reduced the top marginal tax rate on
ordinary income to 28%, but it increased the maximum net capital gain rate to 28% (from 20%)
so that all income—whether ordinary income or capital gain—was taxed at the same rate. It also
lengthened depreciation schedules, enacted limitations on real estate tax shelters, and repealed the
investment tax credit, all of which increased the effective tax rate on capital income. Because
capital income (including capital gains) are so heavily concentrated in the highest income
households (as illustrated in Part B. of Chapter 1), the distribution of the overall tax burden among
the members of the population was not radically changed under the *86 Act, even with the top rate
on ordinary income being nearly cut in half, though it did shift the tax burden down the income
scale a bit.

With increased deficits, however, the top marginal tax rate on ordinary income increased from
28% to 31% in the George H.W. Bush administration, but the top 28% net capital gain rate was
not changed, thus reintroducing a small tax differential between the top tax rate applying to
ordinary income and gains and capital gains. Two additional rates were introduced in the Clinton
administration of 36% and 39.6%, with the latter applying to Taxable Income exceeding $250,000,
but the capital gains rate was reduced from 28% to 20%, resulting once again in a significant
differential between the top tax rate applying to ordinary income and capital gains.

During the George W. Bush administration, the top tax rate on ordinary income was reduced
from 39.6% to 35% in 2001, and the top tax rate imposed on net capital gain was reduced from
20% to 15% and extended to most dividends (which had previously been taxed at the ordinary
income tax rate) in 2003. The 2001 and 2003 rate reductions were expressly made temporary and
were scheduled to expire at the end of 2010. The rate reductions were extended temporarily in the
Obama administration through the end of 2012. On January 2, 2013, Congress passed the
American Taxpayer Relief Act of 2012, which generally extended the rates in effect under the
2001 and 2003 acts for most taxpayers permanently, except that the act restored the highest
marginal rate on ordinary income and gain to 39.6% and restored the 20% rate for net capital gain
for high-income taxpayers, with the 15% rate for middle-income taxpayers and a 0% rate for low-
income taxpayers, though most net capital gain is realized by high-income households.

The Tax Cuts and Jobs Act of 2017 reduced the tax on capital income substantially by reducing
the corporate tax rate from 35% to 21% and creating the new 20% deduction for certain “qualified
business income” of pass-through entities. It reduced the top tax rate from 39.6% to 37% and
doubled the exemption amount under the wealth transfer taxes, described in Chapter 7.

While only about 60% of households typically pay Federal income tax, nearly all pay so-called
payroll taxes on their labor income, and more than 60% of households pay more in payroll taxes
than income taxes.!* The Social Security Tax was enacted in 1935, and the Medicare Tax was

14 See David Leonhardt, A Tax Plan to Turbocharge Inequality, in 3 Charts, at
www.nytimes.com/2017/12/17/opinion/taxes-inequality-charts.html.
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enacted in 1966. Under the Social Security Tax, the employee must pay a 6.2% tax on wages up
to $160,200 in 2023, and the employer must pay a 6.2% tax on the same base (summing to 12.4%).
The tax funds payments to current retirees under our pay-as-you-go Social Security system, as well
as certain other payments to non-retirees. The Social Security Tax wage base increases each year
by an amount equal to the increase in average wages (not median wages). Because average wages
have increased faster than the median wages (because of disproportionate wage gains at the top—
described below), the payroll tax burden on workers earning just above the Social Security wage
base (e.g., $165,000) has increased faster than have their wages.’® Under the Medicare Tax, the
employee pays 1.45% on all wages, without limit, and the employer pays the same 1.45%
(summing to 2.9%), with the funds used for the Medicare program.

Taken together, the aggregate payroll tax is 15.3% on wages up to $160,200 in 2023, with one-
half of the tax paid by the employer and one-half by the employee. Wages above that amount are
generally subject (with an exception noted below) to a tax of 2.9% (the Medicare Tax portion),
again with one-half paid by the employer and one-half paid by the employee.

We need to take a detour for a moment here to discuss the “economic incidence” of a tax. The
person nominally charged with handing over a tax may not be the person who bears the burden of
the tax economically because the nominal payor may be able to effectively shift the economic
burden of the tax to others in the marketplace through the price mechanism. For example, a widget
seller who must pay a newly imposed 10% tax on each widget sale may be able to shift the
economic pain of that tax entirely to the widget buyer through increasing the price by 10%. Or
perhaps the widget seller keeps widget prices the same but shifts the burden of the tax to her
employees by lowering their salaries (over time, through smaller raises) by the equivalent amount.
Or perhaps the widget seller passes on the incidence of the tax to her suppliers by bargaining for a
reduced price for widget input components.

Economists generally agree that the economic burden of the individual income tax falls on the
actual payor but that the incidence of the employer portion of the payroll taxes falls entirely on the
employee (though nominally paid by the employer) through wages that are depressed by an
equivalent amount, i.e., that the entire tax is economically borne by the employee. The self-
employed pay the 15.3% aggregate payroll tax (and 2.9% tax on self-employment income above
the social security tax wage base) directly.

In short, someone earning $1 million (including the employer-paid payroll taxes) effectively
pays the same amount of Social Security tax as one who earns, say, $150,000 (12.4% of the first
$160,200 earned by each) in 2023. The $1 million earner, however, will pay more in Medicare
Tax than the $150,000 earner.

Someone earning $1 million in dividends, interest, rents, and capital gains (and no wage
income) paid neither Social Security Tax nor Medicare Tax in 2012. Beginning in 2013 under the
Patient Protection and Affordable Care Act (often referred to as Obamacare), an additional 0.9%
Medicare Tax is owed on wages exceeding $200,000 for individuals and $250,000 for married
couples so that their Medicare tax totals 3.8% instead of 2.9% on labor income exceeding those
thresholds. More significant was the extension of the 3.8% Medicare Tax to investment income
for the first time (instead of being levied only on labor income) for those with Taxable Income
exceeding those same thresholds.

15 See, e.g., Deborah A. Geier, The Payroll Tax Liabilities of Low- and Middle-Income Taxpayers, 106 TAX NOTES
711 (2005).
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The Social Security Tax base has always been limited to labor income on the theory that most
(though not all) Social Security payments constitute wage replacements so wages should fund
them. Medicare, on the other hand, has never had any formal relationship to past income (whether
labor or investment income), but the payroll tax system was easy to piggyback on in 1966 when
the Medicare Tax was first enacted.

The above analysis shows that labor income is often taxed twice to the same person at the
Federal level—once under the Federal income tax and once under the payroll taxes. Capital income
(interest, dividends, royalties, rents, and capital gains) are generally taxed only once (under the
income tax), though some investment income in households with Taxable Income exceeding
$200,000 is now taxed under both the Federal income tax and the Medicare Tax.

As you can see from the two charts below,® the aggregate amount collected under the individual
Federal income tax since the income tax was transformed from a class tax to a mass tax with WWIlI
has remained virtually constant, both as a percentage of gross domestic product (GDP—roughly
“national income”) and as a proportion of total Federal revenue, but the amount collected in the
payroll taxes (on labor income only) has substantially increased over that time period.

FIGITRE 3
Sources of Federal Revenue as a Share of GDP
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The bottom tranche in the chart immediately below is the amount collected in individual Federal
income tax. Two tranches above that is the amount collected in payroll taxes. While it started out
as a relatively small portion of Federal revenue, it has notably increased over time so that today it
collects nearly as much as the individual income tax.

16 https://www.taxpolicycenter.org/briefing-book/what-are-sources-revenue-federal-government. Reprinted with
permission.
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The second tranche from the bottom shows corporate tax collections. Though corporations
nominally pay the income taxes owed on their income, corporations are artificial entities, not real
people, and only real people can bear the economic incidence of a tax. Precisely who bears the
economic incidence of the corporate tax has, unlike the payroll taxes, been subject to some debate.
It could be shareholders, whose dividends are smaller than they otherwise would be absent the
corporate tax. It could be all owners of capital (even those who do not own corporate stock) as
economy-wide capital returns reach equilibrium regardless of whether the return is earned inside
or outside a corporation. Or it could be the corporation’s employees, whose salaries are smaller
than they otherwise would be. While there are some dissents, the broad consensus of economic
opinion is that the corporate tax is borne mostly by all owners of capital, whether corporate stock,
partnership interests, real estate, etc., with some borne by labor. The Congressional Budget Office
(CBO) assumes that the incidence of the corporate tax falls 75% on capital and 25% on labor.
Notice how the portion of GDP collected in corporate tax has steadily decreased since WWII, a
trend that will accelerate after the TCJA, which decreased the corporate tax rate from 35% to 21%.

Indeed, the combined payroll and corporate tax tranches—viewed together—has increased only
slightly, but there has been a dramatic shift of the tax burden from capital (the corporate tax) to
labor (the payroll taxes). And recall that the amount of labor income that is reached under the
payroll taxes is capped (for 2023) at $160,200 per wage earner, so no taxes represented in this
tranche come from wages above the relevant cap for the years at issue.

Of course, focusing only aggregate tax collections and who funds them provides an incomplete
fiscal picture. If tax collections are less than spending, the government must borrow (by selling
Treasury securities) to make up the shortfall. While such borrowing is expected (and even
beneficial) during times of recession—as during the pandemic—significant deficit spending
during the pre-pandemic period of economic expansion suggests that tax collections relative to
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spending were out of equilibrium when the TCJA was enacted, which reduced revenue further.
CBO data on spending, deficits, and surpluses (ancient history now) add additional context. The
first figure below shows annual deficits (or surpluses) for every year since 1967, with projections
through 2030.%7

Figure 1.
Deficits in CBQ’s September 2020 Baseline Versus Its March 2020 Baseline
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The chart below shows the relationship of revenues to outlays since 1967.1% The projections
assume, however, that the individual tax cuts under the TCJA expire at the end of 2025, as
scheduled. If they are extended, the revenues projected below will be lower.

Figure 4.

Total Revenues and Outlays
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Source: Congressional Budget Office.

The chart below shows the Federal debt, and it assumes that the individual tax cuts under the
TCJA expire at the end of 2025, as scheduled. If they are extended (and spending does not reduce),
the amount of projected debt will be higher.®

17 CONGRESSIONAL BUDGET OFFICE, An Update to the Budget Outlook: 2020 to 2030,
https://www.cbo.gov/publication/56517/, p. 4.

81d. at 18.

19 CONGRESSIONAL BUDGET OFFICE, The 2020 Long-Term Budget Outlook (Sept. 2020),
https://www.cbo.gov/publication/56598, p. 6 [hereinafter 2020 Outlook].
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Figure 1.

Federal Debt Held by the Public, 1900 to 2050

Percentage of Gross Domestic Product
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The chart below surprises some students, who may come into the course thinking that the U.S.

is a high-tax country.

Total Taxes as a Share of GDP in 2016
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Americans are among the most lightly taxed people among the members of the Organization
for Economic Cooperation and Development (OECD), which essentially consists of all of the
major countries of the industrialized world. The U.S. collects—in Federal, state, and local taxes
combined—a smaller percentage in GDP (26%) than every other OECD country except Turkey,
Iceland, Chile, and Mexico.2° The chart is for 2016, but the Tax Policy Center reports the figures
(based on OECD data) for 2019 (before the pandemic hit), which shows that the U.S. rate
decreased to 24.5%, with Turkey, Ireland, Chile, and Mexico once again the only countries with a
lower rate. The 2019 OECD average was 33.8%.2!

Tax policy discussions often raise the relationship between taxes and economic growth. Even
though this relationship is contested, data on historical, present, and projected future GDP growth
and its constituent components can provide context.

Economic growth—i.e., increases in national income in the aggregate—comes chiefly from
increases in both population and what economists call “productivity”—the measure of goods and
services produced for each hour of work. The post WWII period until about 1980 was the golden
age of economic growth rates. Some years saw growth rates as high as 5%.2? But the period since
1980 has shown lower average growth rates, with most years below 3%, with expectations of
slower growth in future years due to stagnant population growth, as shown in the charts below.?®

Figure 7.
Average Annual Growth of Real Potential GDP
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Source: Congressional Budget Office.

In short, immigration policy and the birth rate are relevant to GDP growth.

In prior decades, the bulge in the working-age population created by the postwar
baby boom and the stunning increase in female workforce participation pushed
the U.S. average annual economic growth rate above 3 percent. That’s over. So

20 |NSTITUTE ON TAXATION AND ECONOMIC POLICY, The U.S. is One of the Least Taxed Developed Countries, at
https://itep.org/the-u-s-is-one-of-the-least-taxed-developed-countries. Reprinted with permission.

2L Tax PoLicy CENTER, OECD Taxes as Share of GDP, https://www.taxpolicycenter.org/statistics/oecd-taxes-share-
gdp.

22 www.tradingeconomics.com/united-states/gdp-growth.

232020 Outlook, supra note 19, at 21 & 46.
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get used to average annual economic growth in the 2 percent range for decades to
come.

Population growth—and therefore economic growth—depends critically on
immigration. According to the U.S. Census Bureau, in the 10-year span from
2010 to 2019, about one-quarter of the 20 million increase in the U.S. population
was attributable to immigration.?*

Figure A-2.

Demographic Factors That Contribute to Population Growth
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Sources: Congressional Budget Office; Social Security Administration.

Net immigration is a measure of all people who either enter or leave the United States in any year.

An equally relevant discussion is how the gains from growth have been shared over time. A
2017 chart created by Professor Kimberley Clausing for testimony before the House Ways and
Means Committee is particularly pungent. Compare the left and right sides below.?®

Figure 6: Before 1980, Growth Lifted all Boats. Since then, not so much.
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24 Martin A. Sullivan, Budget Hot Spots in a Single Simple Picture, 173 TAx NoTES 1207, 1207 (2021).
% Kimberly A. Clausing, Testimony before the House Ways & Means Committee, May 23, 2017 [hereinafter
Clausing]. Reprinted with permission.

-77-



Chapter 3 Ethical Debates, Economic Theories, Real-World Impacts Chapter 3

These bar graphs show the periods between 1946 and 1980 (left) and between 1980 and 2014
(right), illustrating how the gains from growth were shared by the members of the population
during these two periods. Notice how the sharing of the gains from growth has become
increasingly lopsided. Before 1980, the gains from growth were shared by both labor and capital,
some went to workers in the form of higher wages, and some went to the owners of capital. Indeed,
notice that the top 10%, 1% and 1/10th of 1% on the left chart took a smaller share of the gains
from growth then did those in lower quintiles.

The reason for the trend over the last several decades is that the increased national income
from economic growth has gone substantially to the owners of capital, which is heavily
concentrated at the top—particularly the top 1% and even the top 1/10th of 1%—with
diminishing percentages of the gains from growth going to workers (wage income). In the
mammoth data-driven study described in Thomas Piketty’s 2014 book Capital in the Twenty-
First Century, Piketty had access to large data sets and computer software that were previously
unavailable. He concluded that the pre-tax return on capital has exceeded the rate of economic
growth for decades, which means that the pre-tax return on labor has been less than economic
growth, creating growing income inequality between those who earn their income from property
and those who earn their income from labor. Add to this data point the earlier charts showing
how taxation of labor income has provided a growing share of Federal revenue (between both the
individual income tax and payroll taxes) compared to the taxation of capital income—even as
capital income has claimed a larger share of the gains from economic growth compared to labor
income. The chart below, also from Professor Clausing, illustrates the result of these trends on
income shares.?

Figure 7: The Top 1% and Bottom 50% Trade Places in the Last 35 Years
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Two of the most remarkable CBO charts, in my opinion, were issued in December 2019, i.e.,
just before the pandemic hit. It showed that the effects of the TCJA and reductions in transfer

%d.
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payments supporting low-income taxpayers meant that income inequality between 2016 and
2021 was projected to be worse after taxes and transfers were taken into account than before
taxes and transfers, as shown in the charts below.?’

Average Average Inflation-adjusted household Income 15 projected to grow for all groups. Growth In aver-
Household Income  age Income—both before and after means-tested transfers and federal taxes are accounted for—
Is projected to be fastest for households In the highest quintike (or fifth) of the Income distribution.

Projected Average Annual Growth In Average Inflation-Adjusted Housahold Income, 2016 to 2021
Percent

ac Before Transfers and Taxes After Transfers and Taxes

Growth in income after transfers and taxes is more
skewed toward higher-income households than is
growth in income before transfers and taxes.

0 r

Projected Changes In Income Groups' Shares of Total Income, 2016 to 2021
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Source: Congressional Budget Office.

27 CONGRESSIONAL BUDGET OFFICE, PROJECTED CHANGES IN THE DISTRIBUTION OF HOUSEHOLD INCOME, 2016 TO
2021 (Dec. 19, 2019), at https://www.cbo.gov/publication/55941, p. 1, 14.
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Income inequality leads to wealth inequality. Wealth (assets less debts) is even more
concentrated than income, and wealth inequality has been growing faster than income
inequality.?®

Economist Edward N. Wolff, who has long studied and documented wealth trends in the U.S.,
published date in 2016 showing that the wealthiest 1% of households now owns more than 40%
of the country’s wealth, a higher percentage than at any time since 1962. The top 1% now owns
more wealth than the bottom 90% combined, which owns about 21%.2°

In a report issued in May 2021, Congress’s Joint Committee on Taxation showed both net
financial wealth levels (in dollars)®® and net financial wealth shares (by percentages)! between
1990 and 2020 by wealth group: the top 1%, the 90" to 99" percentile, the 50" to 90" percentile,
and the bottom 50%. While all groups saw a wealth decline during the 2008 financial crisis, the
top 50% recovered their pre-crisis wealth level (in dollars) quickly, while the bottom 50%
achieved their pre-2008 wealth level (in dollars) only recently. Moreover, the second chart shows
that the bottom 50%’s 2020 share of overall wealth remains well below its 1990 share. The
wealth share of those in the 50" to 90" percentile has also reduced substantially, with only those
in the top 10%—and particularly the top 1% —increasing their share of the nation’s wealth.

Figure 2a.—Trends in Real Net Financial Wealth Levels
by Wealth Group, 1990-2020
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Source: Distributional Financial Accounts data.

28 CONGRESSIONAL BUDGET OFFICE, Trends in Family Wealth 1989-2013 (Jan. 18, 2017), at
www.cbo.gov/publication/51846.

29 See Christopher Ingraham, The Riches 1 Percent Now Owns More of the Country’s Wealth Than at Any Time in the
Past 50 Years at www.washingtonpost.com/news/wonk/wp/2017/12/06/the-richest-1-percent-now-owns-more-of-
the-countrys-wealth-than-at-any-time-in-the-past-50-years/?utm_term=.0924e31aaa72 (describing Wolff’s study).

30 JoINT COMMITTEE ON TAXATION, Present Law and Background on the Taxation of High Income and High Wealth
Taxpayers, May 10, 2021, at 27, https://www.jct.gov/publications/2021/jcx-24-21/.

31 1d. at 28.
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Figure 2b.—Trends in Net Financial Wealth Shares by Wealth Group,
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Research in 2016 confirmed that the “main driver of wealth in recent years has been investment
income at the top. That is a switch from the 1980s and 1990s, when gains in income were primarily

generated by working.”%?

That divergence can slow innovation and further entrench inequities, said Heather
Boushey, an economist at the Washington Center for Equitable Growth. When labor
income provides the primary route to riches, it creates incentives for people to improve
their education and work harder.... But if getting ahead requires already having a
stockpile of cash or inheriting a windfall from your parents, then it is much harder to
work your way up.

“If you’re closing off entryways, then you are basically shutting off avenues to
competitiveness, innovation, and growth,” Ms. Boushey said, “even if you don’t care
about fairness.”®®

When these trends first began in the late 1970s, many middle-class families were nevertheless
able to maintain living standards by having spouses (usually the wife) enter the workforce for the
first time. The significant increase in dual-earner households in this era, in other words, masked
these trends at first. For example, only about 45% of women aged 25 to 54 were in the workforce
in 1964, whereas that figure rose to about 77% by 1998.3* When second-earner spouses saturated
the workforce as the 20" century came to a close, many middle-class families then turned to debt
to maintain living standards. In particular, the deductibility of interest on second mortgages or

32 patricia Cohen, A Bigger Economic Pie, But a Smaller Slice for Half of the U.S., at
http://www.nytimes.com/2016/12/06/business/economy/a-bigger-economic-pie-but-a-smaller-slice-for-half-of-the-
us.html.

4.

34 Len Burman, Rising Economic Inequality and Tax Policy, slide 5,

at www.taxpolicycenter.org/press/upload/inequality%20and%20taxes.Burman.5-07.swf.
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home equity lines of credit (studied in Chapter 17) turned many homes into ATMs, the proceeds
of which supported consumption spending. Perhaps most significantly, student loans increased
substantially. The amount of outstanding student loan debt exceeded the amount of outstanding
credit card debt for the first time in 2010, passed the $1 trillion benchmark in 2012, and now stands
at more than $1.5 trillion. This debt load on the younger generation, coupled with stagnant middle-
class incomes, can dampen demand for goods and services and thus dampen economic growth for
years to come. (More on “supply” and “demand” in Part B., below.)

Should these long-term trends in increasing income and wealth inequality inform the structure
of the Federal tax system?

As noted earlier, an annual wealth tax is likely unconstitutional under the apportionment clause.
But could the income tax rate structure be fashioned so that effective Federal income tax rates were
progressive relative to wealth (instead of income)? Or should the income tax base include
unrealized appreciation in easily valued assets owned by the wealthy under a mark-to-market
system? Such moves would return the income tax to a “class tax,” as it was in the first several
decades of its life. Would that be consistent with notions of fairness? How might it affect economic
growth? Indeed, should we instead return to the pre-income tax days and tax only consumption,
such as with a national retail sales tax? Whether we stick with income or move to a consumption
tax base, what about the rate structure? Should it be progressive or flat? Should subsistence
consumption be freed from tax, whether under an income tax or consumption tax? These questions
lead us to a consideration of ethical norms and economic theories in more detail.

B. Fairness norms, economic theories, and politics

One chief takeaway from this part is that no single tax base and tax rate structure can be seen
as indisputably the “best” in raising $X (whatever that amount). In the end, which is the one that
you might consider the best will inevitably be a function of your values and worldview. Moreover,
after reading this material, you might well each come to different conclusions based on which bit
of evidence or argument below speaks most loudly to you. (Remember the confirmation bias?)
Nevertheless, | hope that this material can, at the least, help you to think about these issues (and
arguments that you will hear by one side or another in the popular press) in a more refined, formal
way. While the material is necessarily cursory in its depth, there is nevertheless a lot here. | hope
that you agree that this material adds richness to your study. We shall bring these norms to bear as
we progress through the course, particularly as we examine various provisions that depart from
SHS income tax principles.

The three major ingredients of tax policy discussions are fairness norms, economic norms, and
administrability. These can be brought to bear regarding both the tax base—what is taxed—and
the tax rate structure, though they are interdependent to a degree in the sense that the narrower the
tax base, the higher rates must be to raise $X (the aggregate revenue sought to be raised under the
tax). Thus, decisions to accord preferential tax treatment to certain classes of activities or income
affect not only those who benefit from these decisions but every remaining taxpayer who does not
so benefit because their tax rates are higher than they would otherwise need to be to raise $X.

Let’s first think about the issue of tax base—what should be taxed. As you read in Part A., the
Federal government raised nearly all of its revenue through various forms of consumption taxation
for more than a century before the 16" amendment was adopted and the modern Federal income
tax was enacted in 1913 in an attempt to shift more of the tax burden to the wealthy. Over the last
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several decades, there has been vociferous calls by some to move back to our roots by repealing
the income tax in favor of some sort of pure consumption tax again, whether a retail sales tax, a
VAT, a cash-flow consumption tax, or the so-called flat tax that would tax only wage income (not
capital income) at the individual level, as described in Chapter 2.

Alternatively, some commentators have argued that we should add a broad-based consumption
tax to the income tax at the Federal level (common in most other countries) in order to raise
additional revenue that can then be used to reduce projected future deficits arising from current
spending commitments or to increase direct spending programs aimed particularly at the lower and
middle classes and at public goods that benefit even those not the direct recipient of the spending
(such as education and basic research). The goal would be to view the tax and spending systems
together to achieve fiscal progressivity as an integrated whole (even though the new consumption
tax would be regressive relative to income if viewed alone) by expanding the social safety net and
opportunity programs.® Of course, whether the new revenue obtained under any add-on Federal
consumption tax would be spent on such programs cannot be guaranteed. The current Congress
cannot bind future Congresses from changing how Federal revenue is spent.

Which fairness norms and economic norms may be relevant in thinking about these proposals?
Fairness norms in general

One of the most commonly discussed fairness norms in beginning tax textbooks is horizontal
equity. Horizontal equity is easy to state: like-situated taxpayers should be taxed alike. Who
could argue with that? Ah, but how do we measure “likeness”?

Jane has $10 million in wealth (the fair market value of her assets less outstanding
indebtedness). This year, she realizes $1 million in income (both labor and capital
income), and the FMV of her assets increases by $3 million. She spends only
$50,000 on personal consumption, adding $950,000 to her savings.

Patti has a negative net worth (more outstanding indebtedness than assets). This
year, she wins a $1 million prize. She spends $200,000 on personal consumption,
using the remainder to reduce debt and add to savings.

George has no savings but also no debt. This year, he realizes $50,000 in income
and spends all $50,000 on personal consumption, saving nothing.

Are Jane and George alike (and thus should be taxed alike) because each spends $50,000 on
personal consumption? If we impose a 20% retail sales tax on consumption and repeal the income
tax, both Jane and George will pay $10,000 in tax (.20 x $50,000 consumption expenditures), but
Jane’s effective tax rate relative to realized income would be .01% ($10,000/$1,000,000), while
George’s would be 20% ($10,000/$50,000). Flat-rate consumption taxes, such as retail sales
taxes, are regressive relative to income. But should that matter? If they are considered the “same”
because they spend the same amount on consumption, perhaps consumption (not income) should
be put in the denominator, with the result that they both have an effective tax rate—relative to
consumption—of 20%.

Or are Jane and Patti alike because each has realized $1 million in income? Are they not alike
because Jane’s assets have also increased in FMV by $3 million in unrealized gain, which means

% See, e.g., Edward Kleinbard, Progressive Tax or Progressive Fiscal System?, at
http://taxprof.typepad.com/taxprof blog/2014/04/kleinbard-delivers-.html (lecture based on WE ARE BETTER THAN
THIS: HOw GOVERNMENT SHOULD SPEND OUR MONEY (Oxford University Press 2014)).
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that Jane’s increase in wealth is higher than Patti’s? Are none of them alike because Jane has
wealth while Patti is underwater and George is in equipoise? Horizontal equity, while it sure
sounds nice, does not help very much in determining which kind of tax base is most “fair,” so we
must turn to other notions of tax fairness.

The ultimate question can be phrased as follows: what is the fairest way to allocate the costs of
maintaining a regulated capitalist economy, where the market’s laws of supply and demand create
wealth, among the members of the population?

Possibility 1: Allocate the costs equally among all members of the population.
Possibility 2: Allocate the costs according to wealth.

Possibility 3: Allocate the costs according to “ability to pay.”

Possibility 4: Allocate the costs according to “utility” or “standard of living.”
Possibility 5: Allocate the costs according to the benefits received from government.

Possibility 1 postulates an equal-amount head tax imposed on each member of the population.
In Fiscal Year 2020, the Federal government spent $6.6 trillion, or $19,962 per person. Because
an equal, per person head tax would have to be very low (much lower than $19,962) to be able to
be paid by children and the poor, such a distribution is not realistic to support a modern
industrialized state with a large military. We need to move on.

Possibility 2 postulates an annual tax on wealth (the fair market value of assets less outstanding
indebtedness). You learned in Part A. that wealth inequality has grown substantially over the last
50 years—and is even more pronounced than income inequality. Unlike an income tax, a wealth
tax taxes the same dollars to the same taxpayer more than once. Many European countries impose
annual wealth taxes, but in the U.S. an annual wealth tax would likely constitute a direct tax and
thus would need to be apportioned among the states according to population under Article 1, § 9,
clause 4, of the Constitution, described in Part A. Because apportionment would be
administratively infeasible, a wealth tax is not likely to be adopted in the U.S.—absent a
constitutional amendment removing the direct tax clause or removing the apportionment
requirement from a wealth tax (similar to the approach taken in the 16" amendment).36

Possibility 3—that the costs of government should be allocated according to ability to pay—is
traditionally thought to be the primary fairness norm underlying the income tax. Recall the debates
that preceded the 1894 income tax and the congressional adoption of the 16" amendment in 1909
described in Part A. The most common argument in favor of income taxation is that it better
measures one’s ability to contribute to the national fisc than consumption taxation because both
amounts spent on consumption and amounts saved (an income tax base) represent ability to pay.

Possibility 4—that the costs of government should be allocated according to “utility”—requires
that we explore this term a bit. “Utility” is a fancy term introduced by the economist Daniel
Bernoulli and can be thought of, in this context, roughly as well-being or enjoyment in life. The
utility norm is generally thought to support consumption taxation over income taxation because
one’s utility or well-being can be measured by how much one consumes—i.e., by one’s standard
of living—not by how much one both consumes and saves. Of course, not everyone agrees that
having savings (wealth) provides no utility, but for purposes of discussion, we can assume that the

3 But see John T. Plecnik, The New Flat Tax: A Modest Proposal for a Constitutionally Apportioned Wealth Tax, 41
HASTINGS CONST. L.Q. 483 (2014).
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utility or standard-of-living norm would support consumption taxation over income taxation.

Possibility 5 postulates allocating the costs of government by reference to the benefits received
from government. The most easily understood benefit taxes are highway tolls, driver license fees,
gasoline taxes (the proceeds of which support highway maintenance), the entrance fee to enter
national parks, and the like. The Social Security Tax and Medicare Tax might be thought of as
benefit taxes, as their payment allows one to enjoy Social Security payments and medical care
later in life. On the other hand, perhaps that is not the only way to think about the benefit norm.

Although the ability-to-pay norm is thought to be the primary fairness norm underlying an
income tax, perhaps there is room for the benefit norm to be thought of as extra support for income
taxation over consumption taxation. Recall that some proponents of income taxation in the early
20" century cited not only the ability-to-pay norm but also the benefit norm in the sense that those
with more private property (more wealth) benefited proportionately more from government
protection of that property ownership (through law and through regulation) than did those without
much property. Anarchy is inimical to private property, while rule-of-law values and regulation of
such matters as contract, copyright, banking, etc.—government actions all—protect private
wealth. As Bill Gates’s dad once said in support of the estate tax: “It is a very legitimate claim of
society on an accumulation of wealth which would not have occurred without an orderly market,
free education and incredible dollars spent on research.”’

Fairness and the wage tax

Is a tax only on labor income fair? One fairness argument sometimes heard in support of taxing
labor income only and excluding capital returns from tax (capital gains, dividends, interest, rents,
and royalties) is that taxing capital returns under an income tax taxes the same dollars to the same
taxpayer more than once, which is unfair. “Wait,” you say. “We learned in Chapter 1 that a
fundamental precept of an income tax is that the same dollars should not be taxed to the same
taxpayer more than once. That value is why basis keeps track of those dollars, to ensure that they
are not taxed again to the same party. Only the returns in excess of basis are taxed to ensure
compliance with that fundamental precept.”

But the wage tax proponents who make this argument look at the issue of “same dollars”
differently than the way in which we have viewed “same dollars” (as basis). Recall our discussion
in Chapter 2 (in connection with the wage tax) regarding a common way to describe how the
market arrives at the fair market value of any asset; it’s the market’s best guess at the present,
discounted value of the future stream of payments expected to be generated by that asset. The fair
market value of a share of stock may be calculated by discounting to present value (1) the future
stream of dividend payments expected to be paid by the corporation and (2) the future sales
proceeds expected to be received on later sale (including the appreciation in the share’s FMV).
Let’s say that this discounted present value is $10,000. When Ryan purchases that stock for
$10,000 and is denied a deduction for the $10,000 purchase price (as he would under both an
income tax and a wage tax), neither the dividends received nor the eventual sale gain realized
should be taxed to Ryan—or so the argument goes—because he was already implicitly taxed on
those dollars when he was denied a deduction on the initial $10,000 purchase price.

This argument is reflected in Congressman Paul Ryan’s 2013 Budget, which was passed by the
House of Representatives in 2012 but not by the Senate. In the description of this provision in his

37 See Deborah A. Geier, Incremental Versus Fundamental Tax Reform and the Top One Percent, 56 SMU LAwW
REv. 99, 1109.
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tax-reform plan, Congressman Ryan wrote:

Elimination of Double Taxation of Savings. The current system essentially taxes
savings twice: individuals pay tax on their earnings and, if they choose to invest those
after-tax funds, they pay another tax on the return from their savings (i.e., interest,
capital gains, or dividends). This proposal eliminates the second layer of taxation. Not
only is this fair to individual taxpayers, it also is good for the economy. Greater savings
leads to more investment and higher rates of productivity. Higher productivity
ultimately drives increased living standards. The plan also eliminates the estate tax,
another form of double taxation that is particularly harmful to small businesses.*

Those who disagree with this argument note that this pricing mechanism merely describes a
way of arriving at market value and that the present value of those future payments is not the same
thing as the future payments themselves. Rather, taxpaying capacity over time is the relevant
inquiry. For example, Nicholas Kaldor, a mid-20" century British economist, rejected the “double
tax” argument when he wrote:®

Some people would take strong objection to this statement on the ground that the
market value of property is merely the discounted value of its expected future yield,;
wealth viewed as a stock and as a flow are merely two different aspects of the same
thing, and not two different things; to regard the discounted value of the flow of wealth
as something additional to the flow of wealth itself is counting the same thing twice
over. All this may well be true from some points of view, but from the point of view of
the measurement of taxable capacity—which is the only purpose in question here—it
IS not correct to say that the one is just a reflection of the other.

Indeed, many who argue for a pure consumption tax base think that a tax on labor income only
is the least fair form of consumption taxation because it fails to reach the extraordinary (or
supranormal) return that exceeds the discounted present value of what the market expected when
the investment was purchased, as was also described in Chapter 2. To review, under the E. Cary
Brown yield-exemption phenomenon, denying deduction of the investment outlay but excluding
returns (under a wage tax) provides the same outcome as a cash-flow consumption tax (deducting
the investment in the year of purchase but including 100% of the return, including basis recovery)
only if the investment assets produce precisely the normal market return originally expected when
the market set the asset price. If the investment produces a higher return than originally expected,
that excess return is effectively taxed under a retail sales tax, VAT, or cash-flow consumption tax
(when the extra, unforeseen return is spent on consumption) but is free from tax forever—even
when spent on consumption—under a wage tax that reaches only labor income at the front end.

For this reason, the Roth IRA (listed as an example of the wage tax version of consumption
taxation in Chapter 2) can be criticized as being less fair than the traditional IRA, traditional 8
401(k) plan, or qualified pension plan. When unexpected, outsized returns are obtained, more
revenue is lost to the Treasury with the Roth IRA than with the traditional IRA and its equivalents
(which means that tax rates on taxable wages must be higher than they otherwise would have to
be to raise $X). Moreover, the more favored treatment of the taxpayer whose Roth IRA obtains

3 THE ROADMAP PLAN, http://roadmap.republicans.budget.house.gov/plan/#Federaltaxreform. In his 2014 proposed
budget (announced in 2013), Congressman Ryan mentioned “the prevalence of double taxation of capital and
investment” but otherwise did not elaborate. See http://budget.house.gov/uploadedfiles/fyl4budget.pdf, at 23.

39 NICHOLAS KALDOR, AN EXPENDITURE TAX 31-32 (3d ed. 1955) (emphasis added).
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that unexpected return is arbitrary when compared to those whose identical investment is taxed
under the rules of the traditional IRA and its equivalents, thus violating horizontal equity. To
appreciate this, review Brenda’s and George’s investments in Chapter 2. Both earned $100,000 in
wages, both purchased investments expected to earn 5%, but George was taxed under a cash-flow
consumption tax while Brenda was taxed under a wage tax. If their investments had both earned
the expected 5% return, they both would have enjoyed the same $84,000 of after-tax consumption.
Brenda’s investment, however, unexpectedly earned a 20% return, so she was able to enjoy
$96,000 of after-tax consumption without paying any additional tax on that extra consumption. If
George’s investment had also unexpectedly earned a 20% return, the extra return would have been
taxed under his cash-flow consumption tax when spent on consumption.

Fairness and other forms of consumption taxation

Because consumption taxes are regressive relative to income, fairness arguments in support of
them are difficult to mount. Nevertheless, some supporters of consumption taxation argue in moral
terms that consumption taxes are fair because they punish spenders, who take from society through
their spending (a notion attributed to the philosopher Thomas Hobbes), and reward savers, who
are virtuous. Hobbes wrote: “For what reason is there, that he which laboureth much, and sparing
the fruits of his labour, consumeth little, should be more charged, than he that living idlely getteth
little, and spendeth all he gets: seeing the one hath no more protection from the Commonwealth
than the other?”*°

Using such thinking, Professor Edward McCaffery, for example, argues that we should replace
the individual and corporate income, as well as the wealth transfer taxes (described in Chapter 7),
with a progressive-rate, cash-flow consumption tax.** Consistent with Hobbes, he argues that it is
not unfair to impose the same tax burden on Jane, who earns $1 million and spends $50,000 on
consumption (saving $950,000), and George, who earns $50,000 and spends $50,000 on
consumption (saving nothing), because Jane is noble and George is selfish. Jane “isn’t getting
away with something [if we tax only her consumption spending]. She is simply living a noble,
prudent lifestyle and helping everyone else out in the process ...”*? while non-savers “are only
about themselves, who look to spend every last penny on their narrowly selfish desires.”* While
Jane would benefit from the failure to tax her savings and from the repeal of the estate tax, her
“good fortune will inure to the benefit of all. When the wealthy save, they help society.”**

Exempting income from tax unless and until spent is inconsistent with the expanded version of
the benefit norm described above because it allows the taxpayer taking advantage of our regulated
capital system in amassing great wealth to avoid contributing meaningfully to the costs of
maintaining that system to the extent they avoid consumption spending. More important, the
argument that consumption spending takes from society and thus is to be discouraged is odd in the
sense that the voluntary market purchase of consumption (representing about 70% of economy
activity) makes both the seller and the buyer better off under traditional economic thought.

Buyers and sellers engage in market exchanges because they benefit from the trade.
As a general rule both sides are better off after the exchange than they were before the

40 Gilbert E. Metcalf, Consumption Taxation, at wwuw.taxpolicycenter.org/taxtopics/encyclopedia/Consumption-
Taxation.cfm.

41 EDWARD J. MCCAFFERY, FAIR NOT FLAT 75 (2002).

“21d. at 105.

#1d. at 75.

4 1d. at 110.
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exchange. Buyers are better off because they have a net gain in consumer surplus [the
difference between the price actually paid by the consumer and the higher price that
the consumer was willing to pay]. Sellers are better off because they have a net gain
in producer surplus [the difference between the price actually received by the seller
and the lower price that the seller was willing to accept]. Voluntary market exchanges
are undertaken because they are beneficial to both sides of the transaction. If buyers
and sellers did not gain from the trade, then they would not voluntarily undertake the
trade.*®

When | buy apples from the orchard owner, both of us are thought to benefit. When I decline to
buy the apples, both of us are thought to suffer. The gains from trade are what make an economy
grow. Overconsumption of nonrenewable resources (think fossil fuels) can do damage (as
discussed below), but consumption tax advocates who decry consumption as “taking” from society
are not focused on the consumption of limited resources but rather all consumption.

While consumption tax advocates sometimes attempt to frame their support in terms of fairness,
the argument that saved wealth benefits society at large (mentioned in the quotation by Professor
MccCaffery) is really, at bottom, an economic argument. Here is the argument: the economy would
benefit if all savings were freed from tax under a consumption tax because (1) there is an
insufficient supply of affordable capital for businesses to start and grow, (2) people would
substitute savings behavior for spending behavior if we taxed only consumption, (3) this increase
in savings would increase the pool of capital available to businesses, thus lowering the cost of
capital for businesses (by lowering interest rates), (4) businesses would deploy the newly
affordable capital supply to start and expand businesses that they could not before because of the
lack of affordable capital, (5) the increased supply of goods and services made possible by these
events would increase economic growth, (6) the gains from growth would be shared by both labor
and owners of capital, and thus (7) everyone in society would be made better off. This is what
Congressman Ryan meant when he said (in the quotation a few pages earlier): “Not only is this
[taxing only wages and not capital returns] fair to individual taxpayers, it also is good for the
economy. Greater savings leads to more investment and higher rates of productivity. Higher
productivity ultimately drives increased living standards.”

Each of these assumptions, of course, raises empirical questions and addressing them requires
that we move on to consider the economic theories and debates that influence tax policy choices.

Welfare economics

Economists care about economic efficiency, but different groups of economists can stress
different aspects of efficiency. The traditional adherents of welfare economics define economic
efficiency by reference to “utility” or well-being (with roots in utilitarianism), under which
government interference in the marketplace is considered efficient if it would make at least
one person better off and no one worse off (called “Pareto” efficiency). Measuring whether
people are better or worse off, however, is done by reference to their utility rather than to nominal
dollars taken or received. Moreover, even if Pareto efficiency is not present (because the move
will make at least some people worse off, measured by utility), welfare economists may still
support the move if the utility gains of the winners outweigh the utility losses of the losers under
a cost-benefit analysis—referred to as Kaldor-Hicks efficiency, after the economists who
described it. Notice, therefore, that traditional welfare economics implicitly incorporates a concern

45 www.amosweb.com/cgi-bin/awb_nav.pl?s=wpd&c=dsp&k=gains+from+trade.
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for both economic efficiency (a well-functioning economy) and equity.

Because utility theory has had the greatest impact in the tax realm on views regarding whether
the tax rate structure should be proportionate, regressive, or progressive relative to income, let’s
revisit that issue more deeply here. In each example below, assume that Poor earns $15,000 of
income each year and that Rich earns $500,000.

A tax rate structure that is proportional relative to income is one in which everyone’s
effective tax rate (tax paid/aggregate income) is the same. For example, assume that all income
is taxed at 15%. In other words, the first dollar earned is taxed at the same rate as the last dollar
earned. While Poor would pay $2,250 in tax and Rich would pay $75,000, each would have an
effective rate of 15% ($2,250/$15,000 for Poor and $75,000/$500,000 for Rich).

A tax rate structure that is regressive relative to income is one in which the effective tax
rate declines as income rises. For example, assume that the first $100,000 of income is taxed at
15% but that all income in excess of $100,000 is free from tax. Poor would again owe $2,250 and
again have an effective tax rate of 15% ($2,250/$15,000), while Rich would owe $15,000 and have
an effective tax rate of 3% ($15,000/$500,000). Rich paid more in tax ($15,000) than did Poor
(%$2,250), but his effective tax rate (the percentage of his income paid in tax) was less. (This roughly
describes the payroll taxes. As described earlier, in 2023, the first $160,200 of labor income is
taxed at a combined employer/employee Social Security and Medicare Tax rate of 15.3%, while
labor income in excess of that figure is taxed at 2.9.

A tax rate structure that is progressive relative to income is one in which the effective tax
rate rises as income rises. A progressive rate structure is argued by some to be more fair under
vertical equity (a companion to the notion of horizontal equity described earlier), under which
differently situated taxpayers should be taxed differently. For example, assume that the first
$10,000 if income is free from tax but that all income in excess of $10,000 is taxed at 15%. Poor
would owe $750 in tax and would have an effective tax rate of 5% ($750/$15,000), while Rich
would owe $73,500 and would have an effective tax rate of 14.7%. Notice that a rate structure
consisting of only two rates ($0 on a threshold amount of income and 15% on all income exceeding
that threshold) is progressive, though it is much less progressive than under a graduated rate
structure, in which marginal rates increase as income increases, as under current law. Recall,
however, the material in Chapter 1, Part B., where we saw that effective tax rates for the superrich
are lower than for the merely rich because of the preferential rate applied to net capital gain and
dividends (as well as the failure to tax some capital income effectively), when capital income is
heavily concentrated at the top of the income and wealth spectrum.

If one concludes that the tax burden should be progressive relative to income, another issue that
affects the debate is how progressivity should be framed. Is the right inquiry one that asks how
much of the aggregate tax burden is paid by each income group, e.g., how much of the aggregate
tax collected is paid by, say, the top one-tenth of 1% of income earners (or perhaps wealth
holders)? Or is the right inquiry how much of pre-tax income is paid in tax by each income group,
which takes into account trends in pre-tax income and changes in tax rates at the top?

You can see how framing issues affect the debate in the following excerpt from a Congressional
Research Service report: “[T]he top 0.1% of taxpayers paid 9.4% of all income taxes in 1996 and
11.8% in 2006 but their share of income paid in taxes decreased from 33% in 1996 to 25% in
2006.”*% An observer focusing on the first half of that sentence might say that the progressivity of

46 Thomas L. Hungerford, CONGRESSIONAL RESEARCH SERVICE, TAXES AND THE ECONOMY: AN ECONOMIC ANALYSIS
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the income tax increased for the top one-tenth of 1% of taxpayers between 1996 and 2004 because
that portion of the population paid a larger portion of aggregate tax in 2004 than in 1996. Another
observer focusing on the second half of that sentence might say that the progressivity of the tax
burden decreased during that same period because the effective tax rate for the very wealthy
decreased between 1996 and 2004. (The second half of the statement also explains in part why
wealth inequality is growing even faster than income inequality.)

A graduated, progressive rate structure, under which both marginal and effective rates rise as
income rises, is sometimes defended by welfare economists by reference to the declining
marginal utility of money. The idea is that the last dollar earned by Warren Buffett, who is very
wealthy, is worth less to him than the last dollar earned by the Little Match Girl, who may die
without it because it represents subsistence income. That is to say, the “utility” or satisfaction that
each additional dollar brings decreases as you obtain more and more dollars, which justifies
allocating the tax burden so as to take progressively more of them as their utility decreases. In this
way the utility gains of the winners (the value that the $1 represents to the Little Match Girl)
outweigh the utility costs of the losers (the value of Warren Buffett’s last dollars earned).

Chicago-school-style economics

A group of economists at the University of Chicago in the 1970s and 1980s focused more
single-mindedly on economic efficiency and its impact on aggregate economic growth, with little
or no concern for utility or equity (i.e., the distribution of the fruits of that economic growth). The
work of this group is sometimes referred to as “the Chicago school” of economics*’ or sometimes
“neoclassical economics” and is most closely associated with a vigorous form of free market
economics, under which economic efficiency is defined as the unrestricted flow of dollars and
talent to their highest and best uses, maximizing aggregate societal wealth, through vigorous
bargaining among the buyers and sellers of goods and services, each with full information,
on price—without constraint or government interference. Unlike more traditional welfare
economics analysis, under which government action in the marketplace may not only be defensible
but desirable, Chicago school economists argue that government interference in the price
mechanism is (in the absence of a market failure) anathema. In short, to the neoclassical economist,
free and unfettered market behavior is the guiding star, without regard to its effects on the
distribution of wealth and income.

Except for one form noted below, taxation obviously interferes in the marketplace by affecting
the cost of a good or service, so the name of the game with respect to taxes for the Chicago school
is usually that taxes should be structured so as to distort marketplace behavior as little as
possible, commonly referred to as the neutrality norm. Market participants should not be
artificially encouraged (through the tax structure) to, say, engage in behavior A over behavior B or
to purchase good C over service D. Notice, therefore, that special tax preferences encouraging one
marketplace behavior over another is discouraged under this school of thought.

The only perfectly efficient tax for such economists is an equal-amount head tax, such as one
that requires each and every man, woman, and child to pay $19,962 (as described in Part A.). Such
a tax is perfectly efficient because it is imposed merely for existing. Except for the possibility of
suicide, no change in behavior can result in avoidance of the tax, which means that the market (the

OF THE TOP TAX RATES SINCE 1945 (UPDATED) (2012), at www.fas.org/sgp/crs/misc/R42729.pdf.
47 See, e.g., Paul Krugman, The M.L.T. Gang, at www.nytimes.com/2015/07/24/opinion/paul-krugman-the-mit-
gang.html (comparing the work of “the Chicago school” of economists with those from M.L.T.).
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price mechanism for goods and services) will not be distorted by the tax.

Because an equal-amount head tax is not realistic, what is the next best alternative? The
neutrality norm suggests a very broad tax base with few special exclusions or non-normative
deductions (deductions having nothing to do with properly measuring SHS income) because the
broader the tax base, the lower marginal rates can be and still raise $X. The lower the rates, the
less likely the tax will be to interfere with economic decision-making and distort market prices
because it is at the margins that behavior can (at least theoretically) be influenced. Here is an
example using work effort.

For example, if that last (marginal) dollar of labor income will be taxed at a high rate,
perhaps the worker will choose not to earn it and substitute untaxed leisure for work—the
substitution effect—decreasing economic efficiency (and aggregate wealth). Of course,
increasing tax rates can cause people to work harder (not less) in order to meet a fixed target
of after-tax income to save or spend. This offsetting effect is called the income effect.

Moreover, work effort may not be very responsive at all—one way or the other—to marginal
rates in the real world. The question is an empirical one. How sensitive is work effort to the
marginal rate at which that labor income would be taxed? In economics jargon, what is the
elasticity of work effort? Chicago school economists generally prefer that we tax “inelastic”
goods or services (rather than “elastic” goods or services) because taxing inelastic goods is less
likely to result in behavior change. An inelastic good or service is one for which supply or
demand is unaffected by a price change, including a price change due to taxation. If work
effort is not very sensitive to marginal tax rates, i.e., is relatively inelastic, then an increase in the
marginal rate will not change behavior much and thus will not reduce aggregate societal wealth.

Most of us are employees. Very few employees are in a position to decide whether or not to
work an extra hour for extra pay—to trade an hour of (untaxed) leisure for an additional hour of
(taxed) labor. The post-WWII era of very high marginal rates at the top saw robust economic
growth rates. Economic growth rates have been much lower in the modern era of relatively low
tax rates, though (as any good empiricist will tell you) correlation is not causation. At the least,
empirical evidence is weak regarding a strong disincentive effect of taxes on work effort.*®

A related issue to elasticity is tax salience. Tax salience refers to the visibility of the tax (or
a tax preference). The more invisible the tax (or a tax preference), the less likely it may affect
behavior and distort the allocation of resources across the economy. While low-salience taxes may
be more efficient, they may also present transparency and distributional concerns. If the salience
of a tax is low, the tax’s burden can be more easily imposed in a regressive manner on the
unsuspecting. For example, most employees probably do not appreciate that the incidence of the
employer-paid portion of Social Security and Medicare Taxes likely falls on them through wages
that are depressed by an equivalent amount, as discussed earlier.

By the way, beware the politician arguing that a tax preference benefiting business activity
needs to be enacted or maintained in order to help the economy grow. The partisan is misusing
economic theory to sound neutral while in fact advocating market distortion.

Even Chicago school economists do not object to interfering in market price, however, to
ameliorate market failures because market failures are presumptively inefficient, including the

“8 See, e.g., Christina D. Romer, That Wishful Thinking About Tax Rates, at
www.nytimes.com/2012/03/18/business/marginal-tax-rates-and-wishful-thinking-economic-view.html?_r=0.
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distortions imposed by monopoly power, negative externalities, and rent-seeking behavior. In
addition, economists may not object to a special tax incentive to encourage behavior resulting in
positive externalities, if structured well.

Negative and positive externalities and Pigovian taxes

Negative externalities are harms imposed on others that are not captured in market price.
The most common current example is environmental damage, including exacerbating climate
change. For example, mining companies or oil companies can damage the environment but impose
the costs of that damage on others. A carbon tax imposed on oil and mining companies, effectively
increasing the price of their product to consumers, can decrease demand for the item (by
encouraging, under the substitution effect, the purchase of alternative fuels by consumers) or can
create revenue used to ameliorate the damage. The higher price effectively forces the companies
to “internalize” the environmental damage costs. Sometimes these penalty taxes imposed to
combat negative externalities are called Pigovian taxes (or sometimes Pigouvian taxes) after the
British economist Arthur Pigou, who showed how imposing a tax on pollution could in fact
increase economy efficiency.

Swapping a portion of our income tax or payroll taxes with some form of carbon tax (whether
imposed on carbon emitters or carbon consumers) in a revenue-neutral manner is a hotly debated
Pigovian tax topic. If you would like to explore further, you can read the following article:

www.nytimes.com/2012/07/05/opinion/a-carbon-tax-sensible-for-all.html.

Of course, a flat-rate carbon tax imposed on the first dollar of carbon consumption (like other
flat-rate consumption taxes) is regressive relative to income, which is why some consider them to
be less fair than income taxes. How regressive a carbon tax would be depends on which taxes
would be reduced in a revenue-neutral adoption of the tax. If the revenue raised through the new
carbon tax were used to reduce payroll taxes (or to augment the revenue pool used to pay Social
Security and Medicare benefits), for example, the distributional impact would be quite different
than if the revenue raised were used to reduce, say, corporate taxes or the estate tax.*® (Other
common Pigovian taxes are those imposed on cigarettes and alcohol.)

Regulation is a common alternative to Pigovian taxes in combatting negative externalities, but
regulation tends to be less efficient than Pigovian taxes in reducing some types of negative
externalities. Returning to the carbon tax example, for instance, reducing gasoline consumption
through regulating mileage standards in new cars is not nearly as effective in reducing gasoline
consumption as a carbon tax would be.

The weakness with the fuel economy rules is that they don’t affect people’s behavior
the way higher gas prices do. They apply only to new vehicles—not the ones on the
road now—so it takes quite a long time to alter our overall gas use. And they carry
perverse incentives: because new vehicles go farther on a gallon of gas, they give us a
reason to drive more, leading to more congestion, pollution, and gas consumption....

According to economists crunching the numbers, this makes mileage standards
somewhere between 2.4 and 13 times more expensive than a gasoline tax as a tool to

49 See, e.g., Donald Marron & Eric Toder, THE TAX PoLicY CENTER, Carbon Taxes and Corporate Tax Reform, at
www.taxpolicycenter.org/UploadedPDF/412744-Carbon-Taxes-and-Corporate-Tax-Reform.pdf; Donald Marron,
Eric Toder & Lydia Austin, Taxing Carbon and Recyling the Revenue: Who Wins and Loses?, 149 Tax NOTES 1085
(2015).
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reduce our use of fuel....

In Britain, where gas and diesel are taxed at $3.95 a gallon, the American automaker
Ford sells a compact Fiesta model that will go nearly 86 miles on a gallon. In the
United States, where gas taxes average 49 cents, Ford’s Fiestas will carry you only 33
miles on a gallon of gas.*°

While economists almost universally prefer a carbon tax over fuel economy regulation, surveys
show that the public is largely unimpressed by what most economics think, as illustrated in polling
described by THE ECONOMIST magazine. “Whereas 93% of economists reckoned a carbon tax is a
less costly way to cut emissions than car fuel-mileage standards, only 23% of the public agreed.
Such divergence may help to explain the lack of traction for the policy in Washington, D.C.”*!

Positive externalities are benefits enjoyed by others that are not captured in market price.
If a business cannot capture the full benefit (in market price) from certain activities that create
positive spillover effects for society at large, the business may underinvest in that activity, to the
detriment of society. A classic example is research and development.

An exception to the level-playing-field rule arises when industries generate positive
externalities. Businesses that conduct significant amounts of research and
development generate positive spillover benefits for the economy for which they are
not fully compensated. Therefore, there is an economic justification for a tax subsidy
directed to research-intensive industries.>

But the incentive must be well targeted to activities that produce significant positive externalities
for society at large and structured to avoid “windfall benefits” (more below) to be efficient.>

Rent-seeking behavior

Another important market failure relevant to tax policy, in addition to the problem of negative
externalities, is “rent-seeking” behavior—a phenomenon that we shall revisit from time to time
(particularly in connection with tax shelters). The term “economic rents” here has a special
meaning to economists that has nothing to do with the common meaning of that word to those
students who pay money to a landlord to live in an apartment. You can think of rent-seeking
behavior as manipulation of the social or economic environment to enrich oneself without
creating new wealth or, in the pithy words of the The Economist magazine, “[c]utting yourself a
bigger slice of the cake rather than making the cake bigger.”>* The “profit” enjoyed by the
rentier is not real profit; rather, it represents mere wealth-shifting from one to another without
profit to the economy as a whole. A common example of illegal rent-seeking behavior is blackmail,
but much rent-seeking behavior is legal, if inefficient. One example from the popular press is the
increase in price charged by Turing Pharmaceuticals for a decades-old drug that Turing merely

%0 Eduardo Porter, Taxes Show One Way To Save Fuel, at www.nytimes.com/2012/09/12/business/fuel-efficiency-
standards-have-costs-of-their-own.html.

1 Free Exchange: If Economists Agree on Something, the Public Will Almost Certainly Think Differently, THE
EcoNomisT, Jan. 12, 2013, at 66, and at www.economist.com/news/finance-and-economics/21569378-if-economists-
agree-something-public-will-almost-certainly-think.

52 Martin A. Sullivan, The Simple Economics of Like-Kind Exchanges, 148 TAX NOTES 491, 493 (2015).

%3 See id. (criticizing the tax preference for like kind exchanges, discussed in Chapter 12). See also Martin A. Sullivan,
Benefits of Boustany-Neal Patent Box Vary Widely, 148 TAX NOTES 707 (2015) (criticizing a proposed tax subsidy to
certain income obtained from intellectual property and related activities).

54 www.economist.com/economics-a-to-z/r.
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acquired, raising the price overnight from $13.50 to $750 per pill.>> Economists Lucian Bebchuk,
Jesse Fried, and David Walker have provocatively argued that the very dramatic increases seen in
U.S. executive compensation packages over the last several decades are a result of rent-seeking
behavior, with the cross-fertilization on corporate boards of these executives blessing each others’
escalating pay packages at the expense of workers and shareholders.*® If true, a penalty tax on
executive compensation exceeding a stipulated threshold (such as § 162(m), discussed in Chapter
19) could be defended even by champions of a vigorous free market.

Economic rents in the tax context can be described as wealth accessions enjoyed by a person
that would not have occurred in a perfectly competitive and transparent economy but rather arise
by gaming the system, as in Profiteer’s rent-seeking behavior described in Chapter 2. The after-
tax profit that Profiteer could command by purchasing tax-exempt § 103 bonds paying 4% interest
with borrowed money charging 5% interest that is deductible (absent effective application of §
265(a)(2)) represents not some daring entrepreneurial activity that created new wealth but, rather,
a simple transfer from the Federal Treasury, funded with tax dollars paid by you and me, to
Profiteer. Profiteer is a “rentier.”

Supply-side economics

Supply-side economics is simply one way to describe the most strident form of Chicago-school
style economics. It heavily influenced tax policy debates in the Reagan administration and remains
controversial today. Detractors of supply-side economics dismiss it as “trickle-down economics.”
The opposite of supply-side economics is a demand-side policy prescription in the face of
lackluster growth that often is referred to as Keynesian stimulus after the early 20" century
economist John Maynard Keynes.

Economic growth is generally dependent on both the available supply of goods and services
for sale in the marketplace and the demand for those goods and services from customers able and
willing to buy them. Economic growth can be dampened from either the supply side (e.g., a lack
of physical, human, or financial capital to create the goods or services that buyers want) or the
demand side (e.g., the lack of money in the hands of the consuming public with which to buy the
proffered goods and services). If lack of capital (supply) is the problem, one response can be to
reduce the tax rates on capital returns or at the top of the income spectrum so that more money is
in the hands of the suppliers of goods and services to meet the previously unmet demand, which
will, in turn, increase the number of jobs and the (taxable) wages of workers sufficiently to partly
offset the revenue loss from the supply-side tax cuts.

If lack of demand is the problem because consumers’ buying power is depressed (through, say,
increased unemployment or stagnant wages), one response can be to reduce taxes at the lower end
of the income scale so that broad swaths of consumers have more after-tax income left to purchase
goods and services. This increased demand will, in turn, increase the number of jobs and the
(taxable) wages of workers sufficiently to partly offset the revenue loss from the demand-side tax
cut. (An example of a demand-side move purely in the private sector was when Henry Ford more
than doubled the wages of his workers on the factory floor so that they could purchase the cars that
they were manufacturing. Ford’s revenue loss—from more than doubling his workers” wages—

%5 See, e.g., Julie Creswell & Andrew Pollack, The Bad Boy of Pharmaceuticals Hits Back,

at www.nytimes.com/2015/12/06/business/martin-shkreli-the-bad-boy-of-pharmaceuticals-hits-back.html?_r=0.

% L_ucian Bebchuk, Jesse Fried, and David Walker, Managerial Power and Rent Extraction in the Design of Executive
Compensation, 69 U. CHI. L. Rev. 751 (2002).
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was partly offset by the increased profits he realized by being able to sell more automobiles.)

Whether a supply-side stimulus or a demand-side (Keynesian) stimulus is successful is, of
course, a matter of empirical inquiry, but empirical inquiry is muddied by the inability to isolate
easily any one factor in measuring the effect on economic growth of these tax changes.
Nevertheless, it is worth noting that top rates are now so low by historical standards that any
supply-side effect from further reduction is, even if present, likely diminished. The reductions in
the top rate from 91% to 70% (Kennedy administration) and from 70% to 28% (Reagan
administration) were dramatic. Further dramatic reductions are unlikely.

Moreover, recall the material in Part A. regarding how economic growth rates were much higher
from the post-WWII era to the mid-1970s (when the top marginal rate was much higher than today)
and have been notably lower since then (with much lower top marginal rates), even though the
amount collected in aggregate income tax as a percentage of GDP has remained remarkably
constant at the individual level and has been reduced substantially at the corporate level throughout
this period. The robust growth rates in the post WWII era, however, may have had more to do with
the devastated state of Japan and Europe (particularly Britain, Germany, and France) after the war
and the quiescence of China and India, which were not major economic powers, resulting in the
U.S. being a major net exporting nation during this period (whereas today the U.S. is a net
importing nation). Moreover, the more evenly distributed gains from growth in the three decades
after WWII demonstrated in Part A.—with the bottom 80% of the income spectrum garnering a
bit more of the gains from growth than those at the top—may have had more to do with the much
larger presence and strength of private-sector labor unions and such government spending
programs as the GI bill (which allowed many to be the first in their families to attend college) than
the tax rate structure. In short, these are empirical questions that are difficult to untangle and easy
assumptions (often made by partisans with a particular point of view to forward) should be met
with skepticism. The tax code may have much less power to affect these matters than is often
assumed without sufficient evidence.

In addition, many economists assumed in the past that the growing wealth and income
inequality seen in recent decades was merely a function (and unavoidable cost) of a vigorous,
growing economy. Today, however, many are abandoning that assumption, with more recent
evidence showing that significant wealth and income inequality in fact contributes meaningfully
to sluggish economic growth rates in the first place because of the demand-side drag when the
middle class has less discretionary income to spend.>’

A more subtle aspect of supply-side argumentation (separate from advocating a reduction in the
top marginal rates on all income) is that it supports the switch in tax base from income to
consumption, as suggested earlier. To review, the argument is this. Suppliers of goods and services
need more cheap capital to invest, to create these goods and services. By cheap capital | mean, for
example, the ability to raise corporate capital by selling corporate bonds at a low interest rate.
What brings interest rates down? The argument is that if we just save more and thereby increase
the pool of available capital interest rates will necessarily go down under the laws of supply and
demand because interest rates go down when there is a lot of capital (savings) chasing productive

57 See, e.g., Annie Lowry, Income Inequality May Take Toll on Growth, at
www.nytimes.com/2012/10/17/business/economy/income-inequality-may-take-toll-on-growth.html?pagewanted=all
(summarizing studies); Annie Lowrey, Obama Adopts Catchphrase to Describe Proposed Recipe for Economic
Revival, at www.nytimes.com/2013/07/23/us/politics/president-adopts-catchphrase-to-describe-proposed-recipe-for-
economic-revival.html?_r=0.
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investments. If capital is scarce, in contrast, savers can demand higher interest rates, and businesses
have a harder time raising capital at a cost-effective price.

So the argument is that we can increase the pool (and thus lower the cost) of available capital
that can be productively invested by businesses if we tax only consumption and not savings.>® The
gains from this ensuing increase in economic growth would then be shared by both labor (wages)
and capital, increasing living standards for all. Again, this view is reflected in the quotation from
Congressman Ryan’s tax-reform plan quoted earlier in this chapter.

Is it a convincing argument? The argument assumes many things. The argument first assumes
that there is a dearth of savings available to U.S. business so that interest rates are high, making it
difficult for businesses to form and expand. But that assumption appears to be not just untrue but
glaringly, obviously untrue. Even with recent increases by the Federal Reserve Board, interest
rates are near historic lows, with lots of talk of a “global savings glut” looking for places to invest.
Indeed, the global savings glut has been blamed in part for our repeated stock and asset bubbles
since the late 1990s. “[T]hese aren’t just a series of unrelated accidents. Instead, what we’re seeing
is what happens when too much money is chasing too few investment opportunities.... [W]hat’s
important now is that policy makers take seriously the possibility, I’d say the probability, that
excess savings ... is the new normal.”®® And corporations are sitting on literally trillions of
undistributed profits—a huge pool of untapped capital. But, for the sake of argument, let’s assume
that we need to increase the savings rates of Americans to increase available capital for businesses
to start and expand.

The argument that a consumption tax would meaningfully increase the savings rates of
Americans relies on the “substitution effect” described earlier, except now it refers not to
substituting untaxed leisure for (taxable) work effort but rather substituting savings behavior
(which would be free of tax under a consumption tax until spent on consumption) for spending
behavior (immediately taxed). In other words, if we tax all savings at a zero rate—the argument
goes—the average consumer will increase his savings rate (the percentage of income saved),
interest rates will fall as the pool of capital enlarges, and this increased pool of cheap capital can
be exploited by business to generate more goods and services to sell to the public to meet unmet
demand. Is that true?

Recall that offsetting the substitution effect is the “income effect,” which (in this context) means
that the taxpayers with fixed goals or “targets” for savings can decrease the percentage of income
that they save (i.e., decrease their savings rate) and still meet their target. To illustrate, assume that
Bill has the target of saving $100,000 by the time that Junior reaches college or $1 million by the
time that he retires and that Bill has determined that he must save 20% of his pre-tax income each
year if savings are taxed under an income tax. If the income tax is replaced by a consumption tax
so that savings are not taxed, Bill may be able to save less than 20% of his income each year and
still reach his targets.

As with the effect of income taxes on work effort, empirical evidence has been unable to
determine precisely which effect predominates with respect to savings behavior, but the evidence
tends to show that the vast majority of middle-class taxpayers are largely target savers (sometimes

%8 Another way of framing the same issue is that, by taxing capital income, an income tax encourages current
consumption over future consumption (and so is non-neutral), whereas a consumption tax treats current and future
consumption the same. For empirical doubts about this assumption, see Chris William Sanchirico, Do Capital Income
Taxes Hinder Growth?, at https://publicpolicy.wharton.upenn.edu/issue-brief/v1in2.php.

% Paul Krugman, A Moveable Glut, at www.nytimes.com/2015/08/24/opinion/a-moveable-glut.html.
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called “lifecycle savers”), while the wealthy tend to save at far higher rates for reasons unrelated
to anticipated future consumption costs (or even planned future bequests).%® Thus, for the vast
majority of Americans, the income effect may predominate. If that is true, substituting a
consumption tax for the income tax can have the counterintuitive effect of decreasing the
percentage of pre-tax income that most Americans save. Indeed, savings rates began to decrease
notably just after the introduction and widespread adoption of the IRA and 8 401(k) account in the
late 1970s and early 1980s, which are accorded consumption tax treatment, although (once again)
correlation is not causation. For example, this decrease in savings rates occurred just about at the
same time that income inequality began to accelerate and middle-class wages began to stagnate.
Was the decrease in discretionary income remaining after meeting consumption needs behind the
trend toward decreased savings rates? Again, these effects are difficult to disentangle.

Finally, it is worth noting that the major savings of most middle-class taxpayers are already
taxed under consumption tax principles: (1) tax-preferred retirement accounts (such as qualified
pension plans, IRAs and § 401(k) plans), (2) the built-in gain in personal residences (which is
mostly or entirely tax-free under 8 121, considered in Chapter 17), and (3) the inside build-up of
life-insurance policies, which are tax-free to the insured while living and tax-free to the recipient
(under § 101) when the proceeds are paid by reason of the death of the insured (considered in
Chapter 7). A fair description of the current Internal Revenue Code is that it already operates
mostly as a consumption tax for middle-class households (above a tax-free amount representing
subsistence consumption) but as an income tax for wealthier households, whose savings exceed
the limits that can be protected from taxation under our hybrid income-consumption tax. The most
significant deviations from SHS income taxation for the wealthy are (1) not taxing property
appreciation until realized (and completely forgiving tax at death, as described in Chapter 7) and
(2) effectively not fully taxing capital gains (by taxing realized gains at a reduced tax rate). For
this reason, a move to consumption taxation would move the tax burden down the income scale.

The limits of economic theory

While neoclassical economists view a vigorous free market with both parties bargaining on
price at arm’s length and with full information as maximizing societal wealth as a whole, they
cannot argue that the resulting distribution of wealth or income is “fair” or that it allocates wealth
and income according to “just desserts” (i.e., that those who garner disproportionate wealth or
income “deserve” that share). As retired law Professor Alan Gunn once memorably put it:

As a fan of a market economy, | am amazed at the number of people who think that
prices (including wages) are supposed to measure what people “deserve.” Prices are
determined by supply and demand, period (absent government intervention, to be
sure). Markets do what they do—mainly, putting information to use—very well. But
one of the things they don’t do is give people what they deserve. Complaining about
this makes about as much sense as complaining that the laws of physics are unfair.®*

Two public finance economists put it this way:

[E]conomists have often proclaimed at congressional hearings and in the press that
one tax system is superior to another. To make such a judgment, the economist is

80 See, e.g., Christopher D. Carroll, Why Do the Rich Save So Much?, in DOES ATLAS SHRUG?: THE ECONOMIC
CONSEQUENCES OF TAXING THE RICH (Joel B. Slemrod ed. 2000) at 465.

51 Alan Gunn, e-mail submission to Taxprof, a closed, Internet discussion group for tax law professors at AALS-
accredited law schools, April 24, 2002 (copy on file with author).
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implicitly introducing his or her own values into the choice, values that Congress or
the majority of Americans may not share. For this reason, in principle any panel of
economists offering their opinions on the best tax system should be followed by a
panel of philosophers or ethicists who offer their views on the ethics .... In practice,
of course, we do not convene such a panel every time an adjustment in the pattern of
tax Iiabi!_)izties Is considered, and we rely on the political system to make these kinds of
choices.

Finally, within the proper realm of economic evidence, we must take care regarding the limits
of economic models premised on assumed behavior that may not reflect real-world behavior.

Neil Buchanan, who is both an economist and a law professor, put it this way in the course of
discussing the work of two other economists who did an empirical review of the literature on
several of the topics discussed above.%

This deference to economists, of course, is hardly limited to legal scholars.
Journalists, including business journalists, tend to regurgitate a standard set of
statements about the world that are, in fact, nothing more than unexamined conclusory
statements that the journalists have heard from orthodox economists. As one of many
examples, the top economics writer for The New York Times confidently claimed a
few years ago that “higher tax rates discourage work and investment, two crucial
ingredients for economic growth. But higher taxes on consumption don’t have nearly
the same effect as taxes on incomes or companies. If anything, consumption taxes
encourage savings, which lifts investment.” How did he know any of this? The author
did not even feel the need to justify his assertions. Apparently, he felt that he was
saying nothing more controversial than claiming that the sun rises in the East.

Such assertions of cause and effect are part of what many public finance economists
are happy to tell us are “known results” from economic theory. After hearing these
claims by economists, legal scholars who study taxation have, at least by my
observation, generally (and quite erroneously) concluded that those results must be
backed up by evidence and are uncontroversial among people who “know the
economics.” Those claims are, many people seem to believe, simply the Economic
Truth. Other statements of supposed truth include the “double distortion” argument
and the claim that inefficiency rises as the square of the tax rate, which are used to
support the ideas, respectively, that we should not tax capital income, and that
increases in marginal tax rates are increasingly harmful to the economy.

Similarly, it is often taken as received truth that subsidizing poorer people’s wages
creates a disastrous work disincentive. If a person believes that statement to be true,
he can then insist that he does not want to ignore the plight of the poor, but that
“economic theory tells us” that indulging our soft hearts by helping the poor would be
pure folly.

62 JOEL SLEMROD & JON BAKIIA, TAXING OURSELVES: A CITIZEN’S GUIDE TO THE GREAT DEBATE OVER TAX REFORM
(2d ed. 2000) 53.

83 What Legal Scholars Need to Know About Economic Research on Taxation: The Evidence Thoroughly Debunks the
Conventional Wisdom, at http://tax.jotwell.com/what-legal-scholars-need-to-know-about-economic-research-on-
taxation-the-evidence-thoroughly-debunks-the-conventional-wisdom (reviwing Peter Diamond & Emmanuel Saez,
The Case for a Progressive Tax: From Basic Research to Policy Recommendations, 25 JOURNAL OF ECONOMIC
PERSPECTIVES 165 (Fall 2011)). Reprinted with permission.
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The problem is that none of those cause-and-effect relationships is established by
economic evidence—and, for most of them, the evidence leads to precisely the
opposite conclusions....

What | had not done, and what | had not seen from any other scholar, was to
summarize the state of knowledge—both theoretical and empirical—about taxes and
their effects on important social outcomes, to show that there is no “there there” to
back up these oft-heard claims. Luckily, Diamond and Saez decided to do that difficult
and important work. In the Fall 2011 issue of the Journal of Economic Perspectives,
they summarized the best available research and, based on that evidence, made three
specific recommendations:

(1) “Very high earnings should be subject to rising marginal rates and higher rates than
current U.S. policy for top earners,”

(2) “Tax (and transfer) policy toward low earners should include subsidization of
earnings and should phase out the subsidization at a relatively high rate,” and

(3) “Capital income should be taxed.”

These recommendations are not the personal opinions of the authors. They are the
conclusions that can be drawn from the existing body of economic research. In short,
three of the key assumptions that too many public finance economists have
successfully exported into legal tax policy research, and that legal scholars had no
particular reason (or standing) to question, are unsupported by the evidence....

Tax expenditures

The term “tax expenditures” was first coined by then-Assistant Secretary for Tax Policy Stanley
Surrey in the 1960s. The topic is a critical one in tax policy debates, and it is one that deeply
implicates both strands of tax policy analysis that we have been considering—fairness and
efficiency—thus providing an apt topic to end this chapter.

A “tax expenditure” deviates from core, normative concepts underlying the tax base in a
way that implements nontax social or economic policy by providing either an incentive (to
change behavior) or a subsidy (a transfer to a worthy recipient), or both, through the tax
system. Tax expenditures are the functional equivalent of a direct-spending program, and
they can be in the form of special deductions, exclusions, credits, or tax rates.

Assume, for example, that Congress adopts a pure SHS income tax, with no non-normative
departures (except for the realization requirement). Under a pure SHS income tax (or a
consumption tax, for that matter), no deductions are allowed for personal consumption costs. Now
assume that Congress decides that it wants to, say, defray the costs of childcare for working
parents. Whether or not that decision is wise as a social policy matter, Congress has a choice
regarding how to implement this decision, once made. It can leave the income tax alone (under
which childcare costs would be nondeductible), collect the revenue under that tax, and use some
of that revenue on a direct-spending program that sends checks to working parents (or a childcare
agency) at a cost of, say, $100 billion each year. Alternatively, it could enact a tax expenditure,
creating a childcare deduction (or credit) that reduces the revenue collected in the first place by
$100 billion each year—but only if the amount that would otherwise be taxed is spent by the
taxpayer on a qualified childcare program. Both options can be seen as government spending, but
one is done via a direct-spending program while the other is done indirectly through a tax provision
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that deviates from a normative SHS income tax.

A direct-spending program may work better than the tax expenditure in achieving the desired
behavior because of the impact, once again, of behavioral responses to the two types of programs.
For example, a direct spending childcare program may increase employment of mothers more than
a tax subsidy for child-care costs. If you would like to explore further, read the following article:

www.nvytimes.com/2014/12/18/upshot/nordic-nations-show-that-big-safety-net-can-allow-for-
leap-in-employment-rate-.htmI? r=0&abt=0002&abg=0

Tax expenditures are non-neutral on their face; they can cause changes in behavior. Examples
include buying a larger home than you otherwise might (instead of, say, investing in the stock
market) because of all the tax preferences for personal residences or providing compensation to
employees in the form of health care instead of cash because of the exclusion for employer-
provided health care.

Moreover, with some tax expenditures at least, it is problematic if they do not result in changed
behavior because, in that case, the tax expenditure results in nothing more than an economically
inefficient windfall loss—tax revenue that Congress need not have given up because
taxpayers would have engaged in the behavior even without the tax expenditure. Rewarding
behavior that would have been engaged in without the tax benefit loses revenue that must be made
up with tax rates that are higher than they otherwise would have to be on, say, wages to raise $X.
In other words, these base-narrowing provisions are (1) not costless and (2) affect all taxpayers,
even those who cannot take advantage of the tax expenditure but whose tax rates are higher to
make up the revenue loss.

Tax expenditures have exploded in recent decades, rising to $1.2 trillion in 2019 ($1 trillion
under the income tax and $200 billion under the payroll taxes).®* Revenue collected under the
individual income was $1.5 trillion in 2018. In other words, the revenue that goes uncollected each
year because of tax expenditures is only slightly less than the annual revenue collected under the
individual income tax. Here are a few of the more notable tax expenditures under the income tax
aimed at individuals and their anticipated revenue costs for 2018 and for the five-year period from
2018 to 2022 (in billions).®®

2018 2018-2022

Employer-provided pension plans and IRAs $239.1 1,306.0
Exclusion of employer-provided health care 146.1 869.6
Reduced rate on net capital gain and qualified dividends 128.7 655.7
Child Tax Credit 103.8 595.7
Earned Income Tax Credit 70.1 363.6
Step-up in basis at death 37.4 204.4
Capital gains exclusion for sales of primary residences 34.6 186.5
Deduction of mortgage interest on owner-occupied residences 33.7 163.2

64 CONGRESSIONAL BUDGET OFFICE, The Distribution of Major Tax Expenditures in 2019,
https://www.cbo.gov/publication/57413 [hereinafter CBO Tax Expenditures].

8 www.jct.gov/publications.html?func=fileinfo&id=5149. These revenue estimates do not incorporate the revenue
loss under the payroll taxes (Social Security and Medicare) for the exclusions for employer-provided health care and
retirement savings.
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Tax expenditures aimed at business activity, such as accelerated (and so-called bonus)
depreciation and the 20% deduction for qualified business income earned by certain sole
proprietors and owners of pass-through entities, are not listed above. (The latter, for example, will
lose $33.2 billion in 2018 and $259 billion between 2018 and 2022.)

Tax expenditures, particularly in the form of a deduction or exclusion (as opposed to a credit
against tax owed) can have perverse effects in that some are upside-down benefits that
disproportionately provide more benefits to those at upper-income levels than to those at the lower
end of the income scale, which often is inconsistent with what might have been enacted under a
direct-spending program equivalent.

For example, a taxpayer in the 37% tax bracket saves 37% cents in tax for every $1 of employer-
provided health care excluded under § 106 (examined in Chapter 17), a taxpayer working for the
same employer at a lower salary saves 24 cents for that same $1 of employer-provided healthcare
if the excluded dollar would otherwise fall in the 24% bracket, and someone whose employer does
not provide health care does not benefit at all from this tax expenditure. If you were to think about
how Congress might have crafted a direct-spending program equivalent aimed at subsidizing
health care costs, you might understandably doubt that it would have chosen to subsidize highly
paid employees more generously than lower-paid employees and would have chosen no subsidy
at all for the employee whose employer fails to provide health care benefits. But this exactly
describes the effect of the § 106 exclusion. Indeed, Jacob Hacker, a political scientist at Yale
University, argues that the amount of social spending in the United States is not significantly lower
than in the so-called welfare states in Europe but that the U.S. does far more of its social spending
via tax expenditures, with these resulting upside-down effects.®

The upside-down nature of tax expenditures is shown in the CBO charts below.®’

Shares of The total benefits of all major tax expenditures were not evenly distributed in 2019. Higher-
Combined income households received a larger share of the benefits than did lower-income households.
Major Tax

Expenditures

Percent

Income Tax Expenditures Payroll Tax Expenditures
($1.0 trillion) (50.2 trillion)
60 r
Il Top1 Percent
Il 96th to 99th Percentiles
Bl 91st to 95th Percentiles
Il 81st to 90th Percentiles

About half of the
benefits from income
tax expenditures and
about one-third of the
benefits from payroll tax
expenditures accrued to
households in the highest
income quintile, compared
r with 9 percent and 4
percent of those benefits,
respectively, that accrued
to households in the lowest
quintile.

40

20

Lowest Second Middle Fourth Highest Lowest Second Middle Fourth Highest
Quintile  Quintile Quintile Quintile Quintile Quintile  Quintile Quintile Quintile  Quintile

% See generally JACOB HACKER, THE DIVIDED WELFARE STATE: THE BATTLE OVER PUBLIC AND PRIVATE SOCIAL
BENEFITS IN THE UNITED STATES (2002).
7 CBO Tax Expenditures, supra note 63.
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While direct spending programs and tax expenditures can be seen as economic equivalents, the
beneficiaries of indirect spending (tax expenditures) often do not perceive themselves as benefiting
from government programs, which clearly skews political debate. If you would like to explore
further, read the following article:

www.nvtimes.com/2015/10/08/opinion/we-all-get-free-stuff-from-the-government.html? r=0

Those interested in reading more about tax expenditures at this point can also take a sneak
preview of Chapter 16, Part A., and the introduction to Chapter 17.

Final Thoughts

Now that you have a basic grasp of the horizontal equity and ability to pay fairness norms, as
well as the neutrality economic norm and the harms arising from rent-seeking behavior, you should
be better situated to appreciate that—at a minimum—the tax system should strive to tax wage
income and capital income similarly. This observation is particularly pungent after learning that—
taxes entirely aside—the pre-tax return on capital has exceeded the rate of economic growth for
decades, which means that the pre-tax return on labor has been less than the rate of economic
growth. The tax system should not exacerbate this pre-tax inequality by taxing wage income more
heavily than capital income. Unfortunately, current law sometimes does just that, further
exacerbating the income and wealth inequality that would occur in a no-tax world.

With few exceptions for fringe benefits (particularly the tax-free receipt of employer-provided
health care), wages are fully taxed. In other words, the tax base is not very leaky with respect to
the wage income of employees. Yet, you have already learned in Chapter 1 that capital income in
the form of property gain is taxed more lightly than the same amount of wage income because of
both (1) the realization requirement (deferring taxation—without an interest charge for the time
value of money—of the wealth increase from property appreciation until a realization event) and
(2) the possibility that even realized § 1001 gain may be taxed at a lower rate than an equivalent
amount of wages to the extent it satisfies the definition of “net capital gain.”

As you move through this course, you will learn that current law permits significant amounts
of capital income to be taxed more lightly than wage income, to escape taxation completely, or
even to create negative tax (which can reduce tax on unrelated income that would otherwise be
fully taxed). In short, the tax base is very leaky with respect to capital income, which means that
rates are higher on wage income than they would otherwise have to be to raise the same amount
of tax revenue. It also means that the economy is less efficient, with the tax system encouraging
taxpayers to invest in assets or activities that, taxes aside, they would not otherwise pursue.

As you move through the course, be on the lookout for ways in which current law understates
capital income or otherwise taxes it more lightly (or even raises tax arbitrage possibilities). Here
are just a few examples, though you will not be able to fully appreciate them at this point:

e Sections 1031 and 1033 (and many similar provision studied in upper-level tax courses)
permit even realized property gain to be deferred until a future realization event, unless the
property is held until death, leading to ....

e Built-in property gain that has been deferred throughout life, often by taking advantage of
the provisions referred to in the first bullet, is completely wiped out under the income tax
(never taxed to anyone) at death under § 1014.

e Depreciation deductions are accelerated substantially, with significant amounts of capital
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expenditures deducted immediately in the purchase year, which mis-measures capital
income under an income tax.

e Interest should be nondeductible if paid with respect to loans used to make capital
expenditures that are permitted (contrary to an income tax) to be deducted in the purchase
year (rather than depreciated over time), or else it creates tax arbitrage profits (negative tax),
but many property owners are nevertheless permitted to do just this.

e Depreciation deductions offset high-taxed ordinary income, so gain on later sale of the
depreciated property should be treated as high-taxed ordinary income to the extent merely
recouping the prior (too fast) depreciation, yet taxpayers owning commercial real estate are
permitted to create tax arbitrage profits by having so-called depreciation recapture taxed at
lower rates.

e Section 121, like § 103, permits a capital return (this time gain on the sale of a principal
residence) to go untaxed (not merely deferred).

e Not only “net capital gain” but also “qualified dividends” are subject to a reduced tax rate.

And much more.
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Chapter 4. The Contours of Capital
Expenditure v. Expense (or Current Depreciation)

In Chapter 1, you learned that business and investment outlays that qualify as current
“expenses” can be immediately deducted under §§ 162 and 212, respectively. In contrast, outlays
that are categorized as “capital expenditures” are nondeductible (regardless of whether incurred in
business, investment, or personal consumption activity) but create basis that can reduce the tax
base in the future (via depreciation or amortization deductions if the asset so qualifies or via
reduced gain or increased loss under § 1001 on a realization event). The common way to describe
why the distinction between an expense and a capital expenditure is important is because of the
time value of money; a dollar deducted today is worth more than a dollar that reduces the tax base
in a future year. The more specific or nuanced reason why this distinction is important is that the
capitalization principle is the defining difference between an SHS income tax and a consumption
tax, as you learned in Chapter 2. If Chris purchases shares of corporate stock for $10,000, he cannot
deduct that outlay under an SHS income tax because it is a capital expenditure. The basis thereby
created will reduce his tax base only in the future. Under a cash-flow consumption tax, in contrast,
he would be able to deduct immediately that addition to his savings in the purchase year, and we
have seen that consumption tax treatment is more favorable for Chris. Indeed, under the E. Cary
Brown yield-exemption phenomenon, the asset’s return, while nominally included in his tax base
in the future when withdrawn from investment, is effectively free from tax (to the extent not
exceeding the expected normal return) because earned on pre-tax dollars. Stated differently, if
Chris is permitted to deduct his $10,000 cost immediately, the tax consequences can be the same
as if he were not permitted to deduct that $10,000 immediately (as under an income tax) but were
permitted to exclude the investment’s return from tax (unlike under an income tax) between the
time that he (prematurely) deducted the outlay and the time that he should have been permitted
deduction.

For these reasons, the issue of which outlays should properly be categorized as capital
expenditures is much more important than one of mere timing, as you sometimes read in court
opinions. Characterizing an outlay as a current “expense” that should properly be characterized as
a “capital expenditure” can provide inadvertent consumption tax treatment through the back door.

Congress has shown that it knows well how to enact consumption tax provisions when it wants
to do so. Chapter 2 contained a list of some of those provisions. These provisions are conscious
deviations from the SHS income tax norm, which otherwise provides the default position regarding
the core structure of the Internal Revenue Code. Because Congress knows how to deviate from
SHS principles when it wants to do so, one can argue that administrators of the statute and courts
should be careful to protect income tax values by applying a strong capitalization principle (in
ambiguous circumstances) to avoid providing consumption tax treatment inadvertently through
the manipulation of doctrine, without the blessing of Congress.

The issue becomes even more important if borrowed money is used to make the outlay at issue.
You learned in Chapter 2 that business and investment interest (generally deductible under an
income tax) should be nondeductible under a cash-flow consumption tax. In other words, the tax
arbitrage possibilities of combining the income tax rules pertaining to debt (an interest deduction)
with respect to an investment that is otherwise accorded consumption tax treatment (where interest
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would not be deductible) would provide a tax outcome that is more favorable than would occur
under either a pure SHS income tax or cash-flow consumption tax. Because the stakes are so high,
the issue of which outlays must be capitalized has been highly litigious, particularly during the
time surrounding the INDOPCO decision, below.

This chapter will begin in Part A. by considering outlays pertaining to the acquisition or creation
of an intangible asset (typically referred to merely as an “intangible”). The Supreme Court’s 1992
INDOPCO decision made tax headlines and caused Treasury to open a new regulations project to
revamp completely the capital expenditure regulations in an effort to bring more certainty to this
area. Treasury divided the project into two phases, with the first devoted to intangibles (at issue in
INDOPCO itself) and the second devoted to tangible assets. The intangibles regulations were
finalized in December 2003. The regulations pertaining to tangible assets, considered in Part B.,
took much longer. The final regulations were made effective as of January 1, 2014.

Part C. will then consider the related issue pertaining to which indirect costs (such as labor
expenses, state taxes other than income taxes, production-period interest, and depreciation)
incurred in the process of creating an asset must be capitalized into the basis of that newly created
asset rather than immediately deducted. The Supreme Court’s 1974 decision in Idaho Power led
Congress to enact 8 263A in 1986, which codified more precise rules to implement the idea
illustrated in Idaho Power.

A. Outlays pertaining to intangibles

For a pre-INDOPCO case involving the purchase of an intangible, consider Commissioner v.
Boylston Market Association, in which the taxpayer purchased and paid for, in Year 1, insurance
coverage for his business that would last for three years. The taxpayer sought to deduct the entire
premium payment in Year 1 as a § 162 business expense, but the court agreed with the government
that the purchase of insurance coverage that lasted three years was a nondeductible capital
expenditure, not a current expense, because the coverage lasted substantially beyond the end of
Year 1. Rather than a current wealth decrease, the payment represented merely a change in the
form in which wealth was held when the company purchased an intangible (insurance coverage)
that lasted well beyond the year of payment. Whether the basis created on the making of that
nondeductible capital expenditure is amortizable over the three-year period of insurance coverage
under the depreciation provisions is a separate question from the issue of whether the outlay is, in
the first instance, a capital expenditure or expense. We shall study the depreciation provisions in
Chapter 13. Right now, we are interested solely in exploring the threshold capitalization question.

INDOPCO involved the proper treatment of the costs incurred by National Starch (renamed
INDOPCO after the transaction) in the course of the acquisition of its stock by another corporation,
Unilever. While such facts (a corporate acquisition) appear to be far afield of the typical facts
found in a course devoted to the taxation of the individual, the way in which the court analyzed
the capital expenditure issue goes far beyond the fact pattern before it. You need not understand
the underlying structure (or tax consequences) of the acquisition transaction, itself, to appreciate
the discrete issue analyzed here: whether the legal and investment banking fees incurred by
National Starch/Indopco (the target corporation) in connection with the acquisition of its stock by
Unilever should be categorized as a current business expense (deductible under § 162) or as a

1131 F.2d 966 (1% Cir. 1942).
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nondeductible capital expenditure (creating basis).?

INDOPCO, INC. v. COMMISSIONER
503 U.S. 79 (1992)

JUsTICE BLACKMUN delivered the opinion of the Court.

Petitioner INDOPCO, Inc., formerly named National Starch and Chemical Corp., manufactures
adhesives, starches, and specialty chemical products. In October 1977, representatives of Unilever
U.S., Inc. expressed interest in acquiring National Starch, which was one of its suppliers, through
a friendly transaction. National Starch at the time had outstanding over 6,563,000 common shares
held by approximately 3,700 shareholders. The stock was listed on the New York Stock Exchange.
Frank and Anna Greenwall were the corporation’s largest shareholders and owned approximately
14.5% of the common. The Greenwalls, getting along in years and concerned about their estate
plans, indicated that they would transfer their shares to Unilever only if a transaction tax-free for
them could be arranged.

Lawyers representing both sides devised a “reverse subsidiary cash merger” that they felt would
satisfy the Greenwalls’ concerns. In November 1977, National Starch’s directors were formally
advised of Unilever’s interest and the proposed transaction. At that time, Debevoise, Plimpton,
Lyons & Gates, National Starch’s counsel, told the directors that under Delaware law they had a
fiduciary duty to ensure that the proposed transaction would be fair to the shareholders. National
Starch thereupon engaged the investment banking firm of Morgan Stanley & Co., Inc., to evaluate
its shares, to render a fairness opinion, and generally to assist in the event of the emergence of a
hostile tender offer.

Although Unilever originally had suggested a price between $65 and $70 per share, negotiations
resulted in a final offer of $73.50 per share, a figure Morgan Stanley found to be fair. Following
approval by National Starch’s board and the issuance of a favorable private ruling from the IRS
that the transaction would be tax-free for those National Starch shareholders who exchanged their
stock for preferred stock [of a Unilever subsidiary], the transaction was consummated in August
1978 [and National Starch continued to exist as a corporate subsidiary of Unilever].

Morgan Stanley charged National Starch a fee of $2,200,000, along with $7,586 for out-of-
pocket expenses and $18,000 for legal fees. The Debevoise firm charged National Starch
$490,000, along with $15,069 for out-of-pocket expenses. National Starch also incurred expenses
aggregating $150,962 for miscellaneous items—such as accounting, printing, proxy solicitation,
and Securities and Exchange Commission fees—in connection with the transaction. No issue is
raised as to the propriety or reasonableness of these charges.

The Tax Court, in an unreviewed decision, ruled that the expenditures were capital in nature
and therefore not deductible under § 162(a) in the 1978 return as “ordinary and necessary
expenses.” The court based its holding primarily on the long-term benefits that accrued to National
Starch from the Unilever acquisition. The United States Court of Appeals for the Third Circuit
affirmed, upholding the Tax Court's findings that “both Unilever’s enormous resources and the

2 For those who do go on to the tax course considering mergers and acquisitions, however, you will read an important
Revenue Ruling pertaining to the underlying tax structure of the transaction in this case. See Rev. Rul. 84-71, 1984-1
C.B. 106 (consistent with the private letter ruling obtained by the tax lawyers in this deal). The tax lawyers made this
deal work. Tax lawyers rock!

-106-



Chapter 4 Capital Expenditures Chapter 4

possibility of synergy arising from the transaction served the long-term betterment of National
Starch.” In so doing, the Court of Appeals rejected National Starch’s contention that, because the
disputed expenses did not “create or enhance ... a separate and distinct additional asset,” see
Comm ’r v. Lincoln Savings & Loan Assn., 403 U.S. 345, 354 (1971), they could not be capitalized
and therefore were deductible under § 162(a). We granted certiorari to resolve a perceived conflict
on the issue among the Courts of Appeals.

The Court also has examined the interrelationship between the Code’s business expense and
capital expenditure provisions. In so doing, it has had occasion to parse 8§ 162(a) and explore
certain of its requirements. For example, in Lincoln Savings, we determined that, to qualify for
deduction under § 162(a), “an item must (1) be ‘paid or incurred during the taxable year,” (2) be
for ‘carrying on any trade or business,” (3) be an ‘expense,’ (4) be a ‘necessary’ expense, and (5)
be an ‘ordinary’ expense." See also Comm’r v. Tellier, 383 U.S. 687, 689 (1966) (the term
‘necessary’ imposes ‘only the minimal requirement that the expense be ‘appropriate and helpful’
for ‘the development of the [taxpayer's] business,”” quoting Welch v. Helvering, 290 U.S. 111,
113 (1933)); Deputy v. Du Pont, 308 U.S. at 495 (to qualify as “ordinary,” the expense must relate
to a transaction “of common or frequent occurrence in the type of business involved”). The Court
has recognized, however, that the “decisive distinctions” between current expenses and capital
expenditures “are those of degree and not of kind,” Welch v. Helvering, 290 U.S. at 114, and that
because each case “turns on its special facts,” Deputy v. Du Pont, 308 U.S. at 496, the cases
sometimes appear difficult to harmonize. See Welch v. Helvering, 290 U.S. at 116.

National Starch contends that the decision in Commissioner v. Lincoln Savings & Loan Assn.,
403 U.S. 345, 354 (1971), changed these familiar backdrops and announced an exclusive test for
identifying capital expenditures, a test in which “creation or enhancement of an asset” is a
prerequisite to capitalization. In Lincoln Savings, we were asked to decide whether certain
premiums, required by Federal statute to be paid by a savings and loan association to the Federal
Savings and Loan Insurance Corporation (FSLIC), were ordinary and necessary expenses or
capital expenditures. We found that the “additional” premiums, the purpose of which was to
provide FSLIC with a secondary reserve fund in which each insured institution retained a pro rata
interest recoverable in certain situations, “serve to create or enhance for Lincoln what is essentially
a separate and distinct additional asset.” “[A]s an inevitable consequence,” we concluded, “the
payment is capital in nature and not an expense, let alone an ordinary expense.”

Lincoln Savings stands for the simple proposition that a taxpayer’s expenditure that serves “to
create or enhance a separate and distinct” asset should be capitalized. It by no means follows,
however, that only expenditures that create or enhance separate and distinct assets are to be
capitalized. We had no occasion in Lincoln Savings to consider the tax treatment of expenditures
that did not create or enhance a specific asset, and thus the case cannot be read to preclude
capitalization in other circumstances. In short, Lincoln Savings holds that the creation of a separate
and distinct asset well may be a sufficient but not a necessary condition to classification as a capital
expenditure.

Nor does our statement in Lincoln Savings that “the presence of an ensuing benefit that may
have some future aspect is not controlling” prohibit reliance on future benefit as a means of
distinguishing an ordinary business expense from a capital expenditure. Although the mere
presence of an incidental future benefit—"“some future aspect”—may not warrant capitalization, a
taxpayer’s realization of benefits beyond the year in which the expenditure is incurred is
undeniably important in determining whether the appropriate tax treatment is immediate deduction
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or capitalization. See U.S. v. Mississippi Chemical Corp., 405 U.S. 298 (1972) (expense that “is of
value in more than one taxable year” is a capital expenditure); Central Texas Savings & Loan Assn.
v.U.S., 731 F.2d 1181 (CAS5 1984) (“While the period of the benefits may not be controlling in all
cases, it nonetheless remains a prominent, if not predominant, characteristic of a capital item.”).
Indeed, the text of the Code’s capitalization provision, § 263(a)(1), which refers to “permanent
improvements or betterments,” itself envisions an inquiry into the duration and extent of the
benefits realized by the taxpayer.

In applying the foregoing principles to the specific expenditures at issue in this case, we
conclude that National Starch has not demonstrated that the investment banking, legal, and other
costs it incurred in connection with Unilever’s acquisition of its shares are deductible as ordinary
and necessary business expenses under § 162(a).

Although petitioner attempts to dismiss the benefits that accrued to National Starch from the
Unilever acquisition as “entirely speculative” or “merely incidental,” the Tax Court’s and the
Court of Appeals’ findings that the transaction produced significant benefits to National Starch
that extended beyond the tax year in question are amply supported by the record. For example,
National Starch’s 1978 “Progress Report” observed that the company would “benefit greatly from
the availability of Unilever’s enormous resources, especially in the area of basic technology.”
Morgan Stanley’s report to the National Starch board noted that National Starch management
“feels that some synergy may exist with the Unilever organization given a) the nature of the
Unilever chemical, paper, plastics and packaging operations ... and b) the strong consumer
products orientation of Unilever U.S.”

In addition to these anticipated resource-related benefits, National Starch obtained benefits
through its transformation from a publicly held, freestanding corporation into a wholly owned
subsidiary of Unilever. The Court of Appeals noted that National Starch management viewed the
transaction as “swapping approximately 3,500 shareholders for one.” Following Unilever’s
acquisition of National Starch’s outstanding shares, National Starch was no longer subject to what
even it terms the “substantial” shareholder-relations expenses a publicly traded corporation incurs,
including reporting and disclosure obligations, proxy battles, and derivative suits.

Courts long have recognized that expenses such as these, “incurred for the purpose of changing
the corporate structure for the benefit of future operations are not ordinary and necessary business
expenses.” General Bancshares Corp. v. Comm’r, 326 F.2d 712, 715 (CA8 1964).

Though not relevant to the resolution of this case (because the outlays were held to be capital
expenditures rather than expenses), note the language in the opinion that describes the several,
separate § 162 elements that must be satisfied (in addition to being an expense) before an outlay
can be deducted under § 162. What does ordinary mean, according to the Court? Necessary? We
shall explore this issue in more detail in Chapter 19.

Post-INDOPCO developments

The “substantial future benefits test” enunciated in INDOPCO makes sense as a theoretical
matter. After all, your appreciation of the difference between an income tax and consumption tax
shows that the major feature distinguishing between a current expense and a nondeductible capital
expenditure should be whether the outlay contributes chiefly to creating only this year’s Gross
Income (expense) or contributes meaningfully to creating income in future years (capital
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expenditure). If the outlay contributes meaningfully to future income, the investment should be
made with after-tax dollars in order to ensure effective taxation of that future income. If an
investment producing future income is made with pre-tax dollars, in contrast, the return (though
nominally included on the tax return) can be seen as effectively free from tax between the time the
investment producing that return was prematurely deducted and the time it would have been
deducted under a pure SHS income tax, as you learned in Chapter 2.

While understandable as a theoretical matter, the future benefits test announced in INDOPCO
was immediately controversial. Many outlays that had been routinely treated as expenses by the
government before INDOPCO, such as the cost of a routine commercial TV spot advertising a
product, could conceivably be reconsidered under this opinion. The IRS first calmed the waters by
issuing several Revenue Rulings to reassure the tax community. For example, Rev. Rul. 92-80°
concluded that ordinary business advertising expenses generally remain deductible after
INDOPCO, even if they create goodwill lasting beyond the current year, and Rev. Rul. 96-62*
concluded that employee training costs remain generally deductible immediately as expenses,
notwithstanding the future benefits obtained from training the employee in new skills.

At the same time, however, the government began litigating cases under the future benefits test.
For example, Wells Fargo & Co. v. Commissioner,® like INDOPCO, involved an acquisition of a
Target corporation by another corporation. The government maintained that Target employee
salary costs must be capitalized to the extent that the employees’ time was spent working on the
acquisition. The 8" Circuit Court of Appeals disagreed, however, distinguishing INDOPCO by
noting that the relevant Target employees had been hired to work in the Target’s general business
operations before the acquisition became a possibility, that their compensation was not increased
as a result of their work on the acquisition, and that they would have been paid their established
salaries even if the acquisition had not occurred.

Finally, Treasury announced and then issued new Treasury Regulations that provide greater
clarity regarding when an outlay pertaining to acquiring or creating an intangible must be
capitalized, which are found primarily in Treas. Reg. § 1.263(a)-4 and -5. The drafters stated that
they used the “substantial future benefits” test to inform the new regulations but that the
government would no longer cite the substantial future benefits test—alone—as justification for
capitalization without prior notice published in the Federal Register.®

Outline of the regulations pertaining to intangibles

The Treasury Regulations pertaining to intangibles are found at Treas. Reg. § 1.263(a)-4, and
those regulations at -4(b)(1), (c), and (d) confirm that taxpayers must capitalize amounts paid to
acquire an intangible from another or to create an intangible, including ownership interests in
business entities, a financial instrument (such as a bond, futures contracts, or foreign currency
contract), a lease, a patent, a copyright, a trademark, goodwill, a customer list, software, and more.
For example, a $250,000 loan made by National Bank to client A is a nondeductible capital
expenditure because it creates a debt instrument (an intangible),” and the purchase of a patent from
the inventor is similarly a nondeductible capital expenditure. Such amounts include transaction
costs incurred to investigate or facilitate the transaction, as well, unless the aggregate of such costs

$1992-2 C.B.57.

41996-2 C.B. 9.

5224 F.3d 874 (8" Cir. 2000).

6 See Treas. Reg. 88 1.263(a)-4(b)(1)(iv) and -(4)(b)(2).

7 See Treas. Reg. 88 1.263(a)-4(d)(2)(i)(B) and (d)(2)(vi), Ex. (1).
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is de minimis, defined as not exceeding $5,000.8 In addition, costs incurred to defend or perfect
title to an intangible already owned must be capitalized.® Subject to the 12-month exception (more
below), prepaid expenses must be capitalized.’® Drawing directly from Boylston Market, supra,
for example, Treas. Reg. § 1.263(a)-4(d)(3)(ii), Ex. (1), provides that a taxpayer who pays $10,000
to obtain three years of insurance protection must capitalize the cost. Similarly, amounts paid to
obtain membership or privileges in an organization or to obtain rights from a governmental
organization or state must be capitalized, including the cost of hospital privileges paid by a
physician and of bar admission paid by a lawyer, subject to the 12-month rule.'

The 12-month rule is a significant change in law. Before the promulgation of this regulation,
an outlay made in December of Year 1 to purchase a 12-month intangible benefit (such as
insurance coverage) would have to be capitalized, as the bulk of the benefit was realized after the
close of the taxpayer year in which the benefit was purchased. Under Treas. Reg. 8 1.263(a)-
4(f)(1), in contrast, “a taxpayer is not required to capitalize under this section amounts paid to
create ... any right or benefit for the taxpayer that does not extend beyond the earlier of (i) 12
months after the first date on which the taxpayer realizes the right or benefit, or (ii) [t]he end of
the taxable year following the taxable year in which the payment is made.” For an example, see
Treas. Reg. § 1.263(a)-4(f)(8), Ex. (1) & (2). To prevent gamesmanship, Treas. Reg. § 1.263(a)-
4(f)(5) provides that “the duration of a right includes any renewal period if all of the facts and
circumstances in existence during the taxable year in which the right is created indicate a
reasonable expectancy of renewal.”

Treas. Reg. 8 1.263(a)-5 generally provides that the costs incurred to rearrange the capital
structure of a corporation, such as the costs incurred in the acquisition of National Starch by
Unilever in INDOPCO, must be capitalized.

Problems

1. Mary, who uses the calendar year as her taxable year, owns a coffee shop. She purchases
insurance coverage that protects against damage to the building, as well as personal liability
coverage in case a customer sues. Instead of paying for coverage monthly, Mary pays the entire
contract amount on September 1 of Year 1. Can Mary deduct her payment as an expense under 8
162 in the year of payment, or must she capitalize the cost under § 263, instead?

a. On September 1 of Year 1, she pays $12,000 for 24-month coverage, effective on that date
and extending to August 31 of Year 3? See Treas. Req. § 1.263(a)-4(f)(1).

b. On September 1 of Year 1, she pays $6,000 for 12-month coverage, effective on that date
and extending to August 31 of Year 2?

c. On September 1 of Year 1, she pays $6,000 for 12-month coverage, effective February 1 of
Year 2 and extending to January 31 of Year 3?

d. Same as b., except that the contract has a renewal clause that entitles Mary to renew the
contract for a second 12-month period at the same price? See Treas. Req. § 1.263(a)-4(f)(5).

8 Treas. Reg. § 1.263(a)-4(e).

% Treas. Reg. § 1.263(a)-4(d)(9).

10 Treas. Reg. § 1.263(a)-4(d)(3).

1 See Treas. Reg. 88 1.263(a)-4(d)(4) and (5).
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2. Sally, an inventor, owns an exclusive patent on a new technology. Saul sues Sally (say that
three times fast), alleging that he is the true owner of the patent. To settle the lawsuit, Sally pays
$10,000 to Saul in exchange for Saul’s release of all future claims against Sally regarding the
patent. Can Sally deduct the payment as an expense under § 162 in the year of payment, or must
she capitalize the cost under § 263, instead? See Treas. Reg. § 1.263(a)-4(d)(9).

3. On November 1 of Year 1, Matthew enters into negotiations with Martin to lease commercial
property from Martin for 25 years. Matthew pays Susan, one of his outside legal counsel, $4,000
on November 15 of Year 1 to assist in the negotiations of the lease terms with Martin. Matthew
and Martin come to an agreement in January of Year 2, and Matthew pays Larry, a second outside
legal counsel, $2,000 to draft the lease agreement. Can Matthew deduct the $4,000 paid to Susan
in Year 1 and the $2,000 paid to Larry in Year 2 as expenses under § 162, or must he capitalize
the costs to his lease agreement under § 263, instead? See Treas. Reqg. § 1.263(a)-4(e). Would the
result be the same if Susan and Larry were full-time, in-house counsel (i.e., employees) in
Matthew’s business?

B. Outlays pertaining to tangible assets

The Treasury Regulations pertaining to tangible property are chiefly found at Treas. Reg. §
1.263(a)-2. Subject to two mutually exclusive exceptions—a de minimis rule and a rule pertaining
to “materials and supplies”—the costs to acquire, produce, or improve tangible assets, such as
land, buildings, and business equipment, must be capitalized.*> On the flip side of the coin,
amounts incurred to sell property must also be capitalized, and capitalization occurs by reducing
the “amount realized” under § 1001(b) in determining gain or loss. Selling costs incurred by dealers
selling inventory, however, can be deducted immediately as ordinary and necessary business
expenses under § 162.13 Just as in the case of intangibles, costs incurred to defend or perfect title
to real or personal* tangible property must also be capitalized.*®

As with intangibles, costs incurred to facilitate or investigate the acquisition of tangible business
or investment property must generally be capitalized (creating basis) rather than deducted as
current expenses, even if the property is not purchased.® If the property is not purchased after the
investigation, the basis created by the capitalized cost can be deducted as a “loss” under § 165.
(Recall from Chapter 1, Part A., that the definition of a “loss” in the tax sense is unrecovered
basis.) Because no “sale or exchange” occurs, this loss deduction would be ordinary, unhampered
by 8§ 1211(b), even if the property would have been a capital asset if purchased.

In the case of real property only, however, costs incurred in the course of deciding whether to
purchase real property and which real property parcel to purchase need not be capitalized
(commonly referred to in the tax community as the “whether and which” rule for real property),
unless the item is on the list of “inherently facilitative costs,” which must always be capitalized.’
The list of inherently facilitative costs is found at Treas. Req. § 1.263(a)-2(f)(2)(ii) and includes,

12 Treas. Reg. § 1.263(a)-2(d)(1).

3 Treas. Reg. § 1.263(a)-1(e).

1% The use of the word “personal” here does not refer to personal-use property but rather non-real estate in the property
law sense.

15 Treas. Reg. § 1.263(a)-2(e).

16 Treas. Reg. § 1.263(a)-2(f)(3).

17 Treas. Reg. § 1.263(a)-2(f)(2)(iii).
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for example, appraisal costs, the cost of negotiating the acquisition terms or obtaining tax advice
in connection with the acquisition, sales and transfer taxes, title registration costs, and brokers’
commissions.

Two mutually exclusive de minimis elections

Recall that the intangible regulations had a simple $5,000 de minimis rule. For tangible
property, the de minimis rules are more complex. Treas. Reg. § 1.263(a)-1(f) contains alternative
elective de minimis rules, depending on whether or not the taxpayer has an “applicable financial
statement” within the meaning of Treas. Reg. § 1.263(a)-1(f)(4). First, taxpayers that have an
applicable financial statement can elect to treat amounts paid to acquire, produce, or improve
tangible property as current expenses (rather than capital expenditures) if:

e the taxpayer has written accounting procedures in place at the beginning of the tax year in
question that treats outlays (i) costing less than a stipulated amount or (ii) having an
economic useful life of 12 months or less as current expenses for nontax purposes;

e the taxpayer treats the outlay in question as an expense on its applicable financial statement
consistent with its written procedures; and

e the amount paid does not exceed $5,000 per invoice or (as substantiated by the invoice) per
item (or some other amount announced in the Federal Register in the future).

An “applicable financial statement” is defined as (i) a financial statement required to be
submitted to the Securities and Exchange Commission (SEC); (ii) a certified audited financial
statement that is accompanied by a report of an independent CPA and that is used for reports to
shareholders or partners, for credit purposes, or for any other nontax purpose; or (iii) a financial
statement (other than a tax return) that is required to be submitted to a state or Federal government
or agency other than the SEC. Notice that such statements must be used for nontax, public purposes
to qualify under this de minimis rule, chiefly to provide public information to owners, lenders, and
regulators regarding the health of the business. The outlay allowed to be treated as a current
expense for tax purposes under this de minimis rule must also be treated as a current expense on
the financial statement, thus reducing financial statement current-year profits. The inherent tension
in requiring the business to publicly show a reduced profit for financial reporting purposes to
owners and lenders (because of the current expense deduction on the financial statement) is thought
to provide a built-in safeguard against misuse of the de minimis rule for tax purposes.

Small businesses are unlikely to satisfy the requirements of an “applicable financial statement”
within the meaning of the regulation, so the first set of proposed regulations contained no de
minimis rule for such taxpayers. After receiving criticism for this omission, Treasury added an
additional de minimis rule to the final regulations for those taxpayers who do not have an applicable
financial statement. Such taxpayers can elect to treat amounts paid to purchase, produce, or
improve tangible property as a current expense—not to exceed $2,500 per item (or invoice)*®—if
they have in place at the beginning of the taxable year accounting procedures treating costs less
than a specified dollar amount (or having a useful life of 12 months or less) as current expenses
for nontax purposes and record the items on their nontax books and records as expenses.

To make either de minimis election, the taxpayer must attach a statement that he is making the

18 The final regulations contained a $500 cap, but this amount was increased in November 2015 to $2,500 in Notice
2015-82, 2015-2 C.B. 859, for taxable years beginning in 2016.
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election to a timely filed tax return.t® In no case can either of the de minimis rules described above
apply to the acquisition of land or inventory.

The § 162 deduction for materials and supplies

Finally, only taxpayers who do not elect to use the de minimus safe harbors described above
can use the companion § 162 regulation pertaining to “materials and supplies,” the cost of which
can be treated as an expense rather than a capital expenditure. Treas. Reg. § 1.162-3(c) identifies
as materials and supplies not only fuel, lubricants, and spare parts pertaining to other property but
also a “unit of property” with an economic useful life of 12 months or less or a “unit of property”
costing $200 or less (increased from $100 in the proposed regulations). Taxpayers making either
of the de minimis safe harbor elections described above must account for such costs under those
safe harbors, instead of the materials and supplies rule in Treas. Reg. § 1.162-3(c).?°

Property that is expensed (either under the de minimis rule or materials and supplies rule) has a
zero basis, which means that if the property is sold, the taxpayer will certainly realize a gain. This
gain must be treated as ordinary gain, even if the asset otherwise qualifies as a capital asset or 8
1231 property (considered in Chapter 14).2

Problems

1. Ringo does not have an “applicable financial statement” but does have in place before the
beginning of the taxable year an accounting procedure to treat capital expenditures of $2,500 or
less pertaining to tangible property as current expenses. Ringo decides that he wants to relocate
his music business to a larger building. He pays $5,000 to a real estate broker to find a suitable
building for his purposes. After she locates a suitable building, Ringo hires a contractor to perform
an inspection for termites and other potential problems, paying $3,000. After a good report, Ringo
purchases the building for $1,000,000. Can he deduct any of these payments as expenses under §
162, or must he capitalize the costs under § 263, instead?

2. Paul does not have an “applicable financial statement” but does have in place before the
beginning of the taxable year an accounting procedure to treat capital expenditures of $2,500 or
less pertaining to tangible property as current expenses. Paul owns a retail store in City A. He
wishes to explore the feasibility of expanding by opening a new store in city B. In October of Year
1, he pays $10,000 to a real estate development firm to study the retail environment in city B and
to perform market surveys, evaluate zoning requirements, and provide preliminary
recommendations on site selection. In December of Year 1, Paul hires an appraiser and pays to her
$2,000 to appraise a property for possible purchase. Must he capitalize these costs? What if the
appraiser charges $3,000? What if Paul decides in March of Year 2 not to acquire the property?

3. George, a landscaper, does not have an “applicable financial statement” and (unlike Ringo
and Paul) does not have in place before the beginning of the taxable year an accounting procedure
to treat capital expenditures of $2,500 or less pertaining to tangible property as current expenses.
He pays $90 for a new handsaw, which should last for 24 months, for use in his landscaping
business. He also pays $250 for a new edge trimmer, which typically lasts only 9 months for

19 See Treas. Reg. § 1.263(a)-1(f)(5).
20 See Treas. Reg. 88 1.263(a)-1(f)(2)(ii) and (iii).
21 See Treas. Reg. 88 1.263-1(f)(3)(ii) and (iii).
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George. Must he capitalize these costs? (Ignore the possible applicability of other Code sections,
such as 8 179. Consider only the initial capitalization question.)

4. John sells Blackacre, A/B of $600,000, for $900,000. In so doing, he incurs 41,000 in legal
fees, as well as a $9,000 sales commission to a broker. Must he capitalize these costs? How does
one do that in connection with a sale of property? What if John is a real estate dealer?

The difficult distinction between repair (expense) and improvement (capital expenditure)

The capitalization issue that has produced the most litigation over the years with respect to
tangible property has been whether an outlay constitutes a mere “repair” (an expense under Treas.
Reg. § 1.162-4(a)), on the one hand, or an “improvement” (a capital expenditure), on the other.
For example, in American Bemberg Corp. v. Commissioner,? the taxpayer built a factory in 1925
through 1928 near a river. Twelve years later (in 1940), portions of the floor caved in, creating
holes as deep as 42 feet. The taxpayer engaged a well-known engineering firm to recommend a
remedy, but additional cave-ins occurred in 1941. The taxpayer hired a second firm with expertise
in subsoil engineering, and it recommended “an elaborate program of drilling and grouting and
making some replacements,” which the taxpayer had to do or “abandon its plant.” The taxpayer
expended nearly $1 million (more than $21.4 million in current dollars) to complete the required
work, which fixed the problems.

The taxpayer immediately deducted the cost as a mere repair expense, but the government
argued that the outlay constituted an improvement or betterment of the factory building and, thus,
a nondeductible capital expenditure.

The Tax Court majority, in a reviewed decision, examined “the purpose, the physical nature,
and the effect of the work”™ in distinguishing between a repair and an improvement.

In connection with the purpose of the work, [the outlays were] intended [to] avert a
plant-wide disaster and avoid forced abandonment of the plant. The purpose was not
to improve, better, extend, or increase the original plant, nor to prolong its original
useful life. Its continued operation was endangered; the purpose of the expenditures
was to continue in operation not on any better scale, but on the same scale and as
efficiently as it had operated before. The purpose was not to rebuild or replace the
plant, but to keep it as it was and where it was.

In connection with the physical nature of the work, the drilling and grouting was not a
work of construction nor the creating of anything new. While the amount of grout
introduced was large, it by no means represented a large percentage of the tremendous
cube of earth standing between the plant floor and the bedrock which lay at an average
depth of over 50 feet below the plant floor. The work could not successfully have been
of smaller scope.

In connection with the effect of the work, the accomplishment of what was done
forestalled imminent disaster and gave petitioner some assurance that major cave-ins
would not occur in the future. The original geological defect has not been cured; rather
its immediate consequences have been dealt with.

2210 T.C. 361 (1948), aff"d, 177 F.2d 200 (6" Cir. 1949) (per curiam).
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Thus, the majority held in favor of the taxpayer. The dissent, in contrast, argued:

These large expenditures created a substantial underground structure, a part of the
plant, which did not exist, had no previous counterparts, and was not a part of the
petitioner’s capital previously. Its life and benefits would last for considerably more
than one year. The expenditures were capital in their nature and should be recovered
ratably over its useful life.

In light of the underlying tax values at stake described at the beginning of this chapter, which
is the better approach? Many contradictory court decisions on similar facts contributed to the need
for Treasury to amend the regulations pertaining to this troublesome distinction. Today,
regulations found at Treas. Reg. § 1.263(a)-3 provide a detailed roadmap to the analysis that
effectively supersedes this large body of contradictory case law.

Improvement: betterment, restoration, or adapting the property to a new use

Treas. Reg. § 1.263(a)-3(d) now provides that outlays must be treated as capital expenditures if
they “improve” the unit of property, and property is considered improved if the costs (1) result in
a betterment to the unit of property, (2) restore the unit of property, or (3) adapt the unit of property
to a new or different use (unless the alternative de minimis exceptions are satisfied).

Betterment results if the outlay (i) ameliorates a “material condition or defect” existing prior to
the taxpayer’s acquisition of the unit of property or one that arose during its production (whether
or not the taxpayer was aware of the defect), (ii) results in a “material addition,” e.g., physical
enlargement, expansion, or extension, or (iii) results in a “material increase in productivity,
efficiency, strength, quality, or output” of the unit of property.?® Outlays incurred to correct
“normal wear and tear” do not result in betterment.?*

An amount is paid to restore property if it replaces a component, the basis of which was
deducted as a loss under § 165 or was reduced (such as in the case of certain casualty losses).?
Alternatively, a restoration returns the property to its “ordinarily efficient operating condition if
the property has deteriorated to a state of disrepair and is no longer functional for its intended use,”
results in rebuilding the unit of property to “like new” condition, or replaces “a part or a
combination of parts that comprise a major component or a substantial structural part of a unit of
property.”?® A “major component” is one that “performs a discrete and critical function in the
operation of the unit of property,” and a “substantial structural part” is one that “comprises a large
portion of the physical structure of the unit of property.”?’

An amount is used to adapt the property to a new or different use if “the adaptation is not
consistent with the taxpayer’s ordinary use of the unit of property at the time originally placed in
service by the taxpayer.”?®

In contrast, outlays constitute a mere repair (expense)—rather than in improvement (capital
expenditure)—if they are “necessitated by normal wear and tear or damage to the unit pf property
that occurred during the taxpayer’s use of the unit and of property” and “correct the effects of
normal wear and tear to the unit of property that occurred during the taxpayer’s use of the unit of

23 See Treas. Reg. § 1.263(a)-3(j)(1).

24 See Treas. Reg. 8 1.263(a)-3()(2)(iv).

25 Treas. Reg. § 1.263(a)-3(K)(1)(i)-(iii).

% Treas. Reg. § 1.263(a)-3(k)(1)(iv)-(vi) and (K)(5)-(6).
2" Treas. Reg. § 1.263(a)-3(k)(6)(B).

28 Treas. Reg. § 1.263(a)-3(1)(1).
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property.
Determining the unit of property

The threshold task in making the improvement determination is to establish the “unit of
property” that should be the focus of the inquiry. With respect to real property, each building,
including its structural components and significant systems, is considered to be a single unit of
property, but the improvement standard is then applied separately to (i) the building structure and
its structural components (e.g., roof, walls, and floor), and (ii) each of the buildings systems, such
as HVAC (heating, ventilation, and air conditioning), plumbing systems, electrical systems, all
escalators, all elevators, fire protection and alarm systems, security systems, gas distribution
systems, and any other structural components identified in published guidance.®® In an example of
the latter, the regulations posit a retail building owned by B with two elevator banks in different
parts of the building, with three elevators in each bank (a total of six elevators in the building), and
concludes “if an amount paid by B for work on the elevators is an improvement (for example, a
betterment) to the elevator system, B must treat this amount as an improvement to the building.”*!

In the case of property other than buildings, the regulations adopt a “functional interdependent
test” to determine the unit of property.32 “Components of property are functionally interdependent
if the placing in service of one component by the taxpayer is dependent on the placing in service
of the other component by the taxpayer.”® In an example, the regulations conclude that a computer
and printer put into service in a law office constitute two separate units of property (rather than a
single unit of property) because “the computer and the printer are not components that are
functionally interdependent (that is, the placing in service of the computer is not dependent on the
placing in service of the printer).”%*

Routine maintenance safe harbor

One of the most important innovations of the new regulations is the creation of a new “safe
harbor” for routine maintenance with respect to both buildings and other tangible property.®> With
respect to buildings, routine maintenance consists of the “recurring activities that a taxpayer
expects to perform as a result of the taxpayer’s use ... to keep the building structure or each
building system in its ordinarily efficient operating condition,” including “the inspection, cleaning,
and testing of the building structure or each building system, and the replacement of damaged or
worn parts with comparable and commercially available replacement parts.”*® Whether the
activities qualify as “routine” depends on “the recurring nature of the activity, industry practice,
manufacturers’ recommendations, and the taxpayer’s experience with similar or identical
property.”®” Ata minimum, however, the taxpayer must reasonably expect to perform the activities

2 Treas. Reg. § 1.263(a)-3(j)(iv)(A)-(B).

30 See Treas. Reg. 88 1.263(a)-3(e)(1) and (2).

31 Treas. Reg. § 1.263(a)-3(e)(6), Ex. (2).

32 Special unit-of-property rules apply to plant property, network assets, and leased property, which are not described
here.

3 Treas. Reg. § 1.263(a)-3(e)(3).

3 Treas. Reg. § 1.263(a)-3(e)(6), Ex. (9).

3 See Treas. Reg. § 1.263(a)-3(i). A “safe harbor” is a provision of a statute or a regulation that specifies that certain
well-defined conduct will be deemed either to come within or not to violate a given rule.

% Treas. Reg. § 1.263(a)-3(i)(1)(i).

37d.
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more than once every 10 years.®

The rules are similar for property other than buildings, except that the taxpayer must reasonably
expect to perform the maintenance activities more than once during the property’s “class life”
(essentially, the useful life over which the taxpayer may depreciate the property under the
provisions studied in Chapter 13). For an example, see Treas. Reg. § 1.263(a)-3(i)(6), Ex. (1)
(pertaining to engine maintenance for airplanes). Routine maintenance costs do not qualify for the
safe harbor if they are done at the same time as a betterment, however.*

Small business safe harbor election for building improvements

Finally, for small taxpayers, the final regulations added a safe harbor election for building
property held by taxpayers with annual average gross receipts (over three years) of $10 million or
less. They can elect to avoid capitalizing a building improvement (without regard to the unit-of-
property analysis described above) if the total amount paid during the tax year for repairs,
maintenance, improvements, and similar activities performed on the eligible building does not
exceed the lesser of $10,000 or 2% of the unadjusted basis of the building.*® Eligible building
property must have an unadjusted basis of $1 million or less.*! This election is independent of the
de minimis safe harbor election described earlier, and a separate election must be made with respect
to each building by attaching the election to a timely filed return.*?

Problems

1. In Year 1, Danielle purchases a store on a parcel of land that includes underground gasoline
storage tanks. Though she was not aware of the defect when she purchased the land, the storage
tanks had leaks, which contaminated the soil. When Danielle discovers the problem in Year 2, she
incurs $10,000 to remediate the spillage. Must she capitalize the costs, or can she deduct them
immediately as business expenses under § 162?

2. David has long owned a meat processing plant and was used to periodic inspections by
Federal meat inspectors. On the most recent inspection, they find oil seeping through the concrete
walls of the plant, creating a fire hazard, and order David to correct the problem or they will close
the plant down. David spends $10,000 to add a concrete lining to the walls and floors, which
corrects the problem. Must he capitalize the cost?

3. Mark owns an office building whose roof needs new shingles. Mark spends $10,000 in
replacing the old wooden shingles with asphalt shingles of comparable quality. Must he capitalize?
What if the roof inspection reveals that a major portion of the sheathing and rafters has rotted and
the entire roof, including the decking, insulation, membrane and shingles, needs to be replaced?

4. Rhonda owns a tugboat, and the tugboat manufacturer recommends inspection and cleaning
of the engine every three years, with replacement of worn parts, as necessary. In Year 3, Rhonda
spends $6,000 for scheduled maintenance, which includes cleaning, inspecting, reconditioning,
and the replacement of minor parts. Must she capitalize the cost? In Year 6, when the next

38 1d.

39 See Treas. Reg. § 1.263(a)-3(i)(6), Ex. (10).
40 See Treas. Reg. § 1.263(a)-3(h)1).

41 See Treas. Reg. § 1.263(a)-3(h)(4).

42 See Treas. Reg. § 1.263(a)-3(h)(6).
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scheduled maintenance occurs, Rhonda decides to upgrade the engines to increase their
horsepower and propulsion, allowing her to pull heavier loads. The amount that she pays ($15,000)
includes the replacement of some parts with upgraded components to achieve the increased power
that she desires but also the usual cleaning, inspecting, reconditioning, and the replacement of
minor parts, which benefit the upgrades. Must she capitalize?

C. Indirect costs of producing inventory (and other property)

There is no question that the utility in Idaho Power, below, is constructing property, the costs
of which must be capitalized into basis. But which costs should be counted?

COMMISSIONER v. IDAHO POWER CO.
418 U.S. 1 (1974)

MR. JusTICE BLACKMUN delivered the opinion of the Court.

For many years, the taxpayer has used its own equipment and employees in the construction of
improvements and additions to its capital facilities [power lines and related facilities]. During 1962
and 1963, taxpayer owned a wide variety of automotive transportation equipment, including cars,
trucks, power-operated equipment, and trailers. The equipment was used in part for operation and
maintenance and in part for the construction of capital facilities having a useful life of more than
one year. For Federal income tax purposes, the taxpayer claimed as a deduction all the year’s
depreciation on the transportation equipment, using a life of 10 years.

The Commissioner disallowed the deduction for the construction-related depreciation. He
added the amount of the depreciation so disallowed to the taxpayer’s adjusted basis in its capital
facilities.

The issue comes down to a question of timing, that is, whether the construction-related
depreciation is to be amortized over the shorter life of the equipment or, instead, over the longer
life of the facilities constructed. Our primary concern is with the necessity to treat construction-
related depreciation in a manner that comports with accounting and taxation realities. Over a period
of time [an] asset is consumed and, correspondingly over that period, its theoretical value and
utility are thereby reduced. Depreciation is an accounting device which recognizes that the
physical consumption of [an] asset is a true cost, since the asset is being depleted. When the asset
is used to further the taxpayer’s day-to-day business operations, a current depreciation deduction
is an appropriate offset to Gross Income currently produced. It is clear, however, that different
principles are implicated when the consumption of the asset takes place in the construction of other
assets that, in the future, will produce income themselves. In this latter situation, the cost
represented by depreciation is related to the future and is appropriately allocated as part of the cost
of acquiring an income-producing asset.

Established tax principles require the capitalization of the cost of acquiring an asset. This
principle has obvious application to the acquisition of an asset by purchase, but it has been applied,
as well, to the costs incurred in a taxpayer’s construction of capital facilities.

There can be little question that other construction-related expense items, such as tools,
materials, and wages paid construction workers, are to be treated as part of the cost of acquisition
of a capital asset. The taxpayer does not dispute this. Of course, reasonable wages paid in the
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carrying on of a trade or business qualify as a deduction from Gross Income. § 162(a)(1). But when
wages are paid in connection with the construction or acquisition of [an] asset, they must be
capitalized and are then entitled to be amortized over the life of the asset so acquired. Construction-
related depreciation is not unlike expenditures for wages for construction workers. The significant
fact is that the exhaustion of construction equipment does not represent the final disposition of the
taxpayer’s investment in that equipment; rather, the investment in the equipment is assimilated
into the cost of the asset constructed.

An additional pertinent factor is that capitalization of construction-related depreciation by the
taxpayer who does its own construction work maintains tax parity with the taxpayer who has its
construction work done by an independent contractor. The depreciation on the contractor’s
equipment incurred during the performance of the job will be an element of cost charged by the
contractor for his construction services, and the entire cost must be capitalized by the taxpayer
having the work performed. The Court of Appeals’ holding would lead to disparate treatment
among taxpayers because it would allow the firm with sufficient resources to construct its own
facilities and obtain a current deduction, whereas another firm without such resources would be
required to capitalize its entire cost charged to it by the contractor.

Finally, the priority-ordering directive of § 161—or, for that matter, § 261 of the Code—
requires that the capitalization provision of § 263(a) take precedence, on the facts here, over
8 167(a). The clear import of § 161 is that, with stated exceptions set forth either in § 263 itself or
provided for elsewhere, none of which is applicable here, an expenditure incurred in acquiring
assets must be capitalized even when the expenditure otherwise might be deemed deductible under
Part VI.

[Dissenting opinion of JusTICE DOUGLAS omitted.]

When Baker Bob owns a delivery truck and uses it to deliver baked goods to restaurants around
town, Bob would currently deduct the depreciation allowable on the truck under 88§ 167 and 168,
as that depreciation is a cost of producing this year’s Gross Income (only). In contrast, when
Developer Diana owns a backhoe that she uses in constructing other property—a building for her
own use or for sale to others, for example—the depreciation otherwise allowable on the backhoe
during the construction period must be added to the basis of the constructed building, instead of
being currently deducted. If the building is going to be used by Developer Diana in her own
business, the building’s basis (which includes the construction-period depreciation on the backhoe)
would be depreciated over the much longer life of the building. If Developer Diana is, instead,
going to sell the building, the basis (which includes the construction-period depreciation on the
backhoe) would be offset against the 8 1001(b) amount realized on sale.

8§ 263A codification

Congress enacted § 263A in 1986, which provides greater clarity regarding which indirect costs
of the type illustrated in Idaho Power must be capitalized. These rules trump any rules found in
the Treasury regulations under 8 263. While they contain quite a bit of detail, some of the more
important rules are described below.

Section 263A generally applies to real or personal property produced by the taxpayer or
acquired for resale, except that it does not apply to personal property acquired for resale by
taxpayers whose average annual gross receipts for the prior three years did not exceed $10
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million.*® Section 263A(a) requires that the “direct costs” and an allocable share of “indirect costs”
be capitalized into the property produced or acquired, but exceptions apply to the production of
animals and plants by farmers,* as well as to any “qualified creative expense” incurred by
professional writers, photographers, and artists.*

While interest is usually considered to be a current expense, production-period interest is an
indirect cost that must generally be capitalized into the produced property rather than deducted
currently under § 163.%6 Other indirect costs that must be capitalized generally include labor costs,
storage costs, depreciation, rent, state sales and property taxes, insurance, utilities, repairs and
maintenance, engineering and design costs, licensing fees, and more.*’ Indirect costs specifically
excepted from capitalization include selling and distribution costs, research and experimental
costs, and amounts permitted to be deducted under § 179.# The Treasury regulations under §
1.263A are lengthy and detailed, but this short description gives you a flavor. (Chocolate.)

43 § 263A(b)(2)(B).

4§ 263A(d).

% § 263A(h).

% See § 263A(f).

47 See Treas. Reg. § 1.263A-1(e)(3)(ii).
8 Treas. Reg. § 1.263A-1(e)(3)(iii).

-120-



Unit I1:

Two Types of Gross Income:
Compensation and Residual Gross Income

Introduction to Chapters 5 and 6

In Chapter 1, you learned that § 61(a) of the Code lists several items of Gross Income, including,
among other items, interest, rent, dividends, and “gains derived from dealings in property.” In
connection with that last item, you learned that gain was a precise term of tax art, defined in 8
1001(a) as the excess of § 1001(b) amount realized over the property’s adjusted basis. You will
further explore the concept of § 1001 realized and recognized gain in Chapter 12. This unit
explores more closely two other types of § 61 gross income: § 61(a)(1) compensation for services
rendered and so-called residual gross income.

Chapter 5 will consider the scope of the compensation inclusion under § 61(a)(1). As you will
learn, all compensation for services rendered must be included in gross income under 8§ 61(a)(1)
unless an express statutory exclusion applies. Though there were a few common law doctrines that
developed in the early days of the income tax, which allowed some forms of compensation paid in
kind to escape taxation (such as the convenience-of-the-employer doctrine that was eventually
codified in § 119 in 1954), Congress made its intent absolutely clear in 1984 when it enacted 8
132 that no common law exclusions remain. To exclude compensation from gross income, the
payee must satisfy an express statutory exclusion.

The most important compensation exclusions today are (1) the exclusion for employer-provided
health care in 88 105 and 106 (among the most expensive tax expenditures in the Code) and (2)
the exclusion for contributions to certain retirement accounts, which are accorded consumption-
tax treatment, such as IRAs, qualified pension plans, and § 401(k) plans. The former will be
discussed in Chapter 17, and the details of the latter are beyond the basic income taxation course,
though they will be mentioned again in connection with the cash method of accounting in Chapter
21. With our limited time, Chapter 5 will consider two statutory exclusions provisions, §8 119 and
132, as well as the rules in § 83 that apply to property paid in kind as compensation that is subject
to a substantial risk of forfeiture. The interested student who wishes to learn about other
compensation exclusions can explore the exclusions for the rental value of parsonages (8§ 107),
certain combat zone compensation of members of the Armed Forces (§ 112), so-called Cafeteria
Plans (8 125), dependent-care assistance programs (8 129), adoption assistance programs (8 137),
employer-provided life insurance (§ 79), and more. (Alas, there are only so many classroom hours
in the basic tax course!)

Chapter 6 will then explore the contours of that terribly vague language found in what we can
call the “residual clause” in § 61: “Gross Income means all income from whatever source derived.”
We know that this language must contain positive content, i.e., that items of includable Gross
Income must be described by that language, because the parenthetical in § 61—“(including but not
limited to)”—states that the listed items do not exhaust the universe of Gross Income items. The
very vagueness of that language, however, means that both the administrators of the statute and
the courts appear to have more leeway to conclude that a receipt does—or does not—constitute
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Gross Income. How should they decide which items should be included in Gross Income under
the residual clause? Which analytical tools should they use? Are these judgments merely arbitrary?
Can the underlying tools of tax policy that you learned in Chapter 3 and the core concepts
underlying SHS income that you learned in Chapter 1 inform the adjudicator, whether that
adjudicator is the IRS issuing guidance or a court confronting that vague language in a tax dispute?
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Chapter 5: § 61(a)(1) Compensation

As just described in the introduction to this unit, this chapter will consider the general contours
of the compensation inclusion under 8 61(a)(1), two statutory exclusions pertaining to
compensation (88 119 and 132), and the rules in 8 83 that apply to property paid in kind as
compensation that is subject to a substantial risk of forfeiture. The most important compensation
exclusion (for employer-provided health care) will be examined in Chapter 17 (pertaining to the
personal consumption tax expenditures), certain education fringe benefits will be addressed in
Chapter 16 (addressing the acquisition of human capital), and an introductory consideration of
compensation paid to tax-preferred retirement accounts will be considered in Chapter 21 (in
connection with the cash method of accounting). The employer’s § 162(a)(1) deduction for
compensation paid is also briefly considered here.

A payment made by an employer to an employee (or made by a services recipient to an
independent contractor services provider) is expressly listed as Gross Income in the very first listed
item in § 61(a)(1). Notice how broad the language found there is: “compensation for services,
including fees, commissions, fringe benefits, and similar items.” The name attached to the payment
is irrelevant to the taxation of that payment. And the payment need not necessarily ever touch the
employee’s or independent contractor’s hands, as illustrated in the relatively early Supreme Court
case below.

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 [more
than $20.8 million in current dollars], which he included in his Federal income tax return for 1918.
In 1919 he received as salary and commissions from the company $548,132.27 [more than $9.8
million in current dollars], which he included in his return for 19109.

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

Voted: That this company pay any and all income taxes, State and Federal, 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
corporation.

Pursuant to these resolutions, the 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 paid for 1918: $681,169.88 [effective tax rate 69.5%]; taxes paid for 1919: $351,179.20
[effective tax rate 64%)].

The decision of the Board of Tax Appeals here sought to be reviewed was that the income taxes
paid by the company for Mr. Wood were additional income to him for the years 1919 and 1920.
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[W]e 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 consideration of the services
rendered by the employee and was a gain 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 [current § 61(a)(1)]. 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 employee, 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.
This is evidenced by the terms of the resolution passed August 3, 1916, more than one year prior
to the year in which the taxes were imposed. 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 constituted 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 employer constitute
income to the employee, the employer will be called upon to pay the tax imposed upon this
additional income, and that the payment of the additional 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
absurdity which Congress could not have contemplated.

In the first place, no attempt has been made by the Treasury to collect further taxes, 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. It is not, therefore, necessary to answer the argument based upon an algebraic 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.”

Note the Court’s rejection of exclusion by Mr. Wood as a “gift.” In 1986, Congress amended §
102 by adding subsection (c), which expressly denies exclusion of payments made by an employer
to an employee as a gift. Section 102(c)(2), however, helpfully reminds us that other statutory
exclusions may apply, such as exclusion as a de minimis fringe under § 132(e) (considered below)
or as an employee achievement award under 8§ 74(c).

Although the case does not use the words, you can think of Old Colony Trust as one of the first
cases to apply the very important “substance over form” doctrine in tax. Under the substance
over form doctrine, a transaction is taxed according to its underlying economic substance if
its form does not fairly reflect that underlying substance. In form, cash went directly from the
company to the IRS, not to Mr. Wood as compensation. In substance, however, the cash implicitly
went first to Mr. Wood (includable compensation) and then from Mr. Wood to the IRS and to his
state’s treasury. Or this could case could illustrate another common law doctrine: the step
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transaction doctrine. In form, one step occurs (the payment of money by the corporation to the
IRS), but in substance two steps occur: the payment of cash to Mr. Wood (step 1), followed the
payment of that cash by Mr. Wood to the IRS and his state’s treasury (step 2). The portion deemed
paid by him to the IRS would be nondeductible under § 275(1), but the portion deemed paid by
Mr. Wood to his state’s treasury could be deductible under § 164(a)(3) today, subject to a $10,000
cap, though it would be an Itemized Deduction, as described in Chapter 1, Part B.

Mr. Wood’s includable salary thus had to be grossed up by the amount of the taxes paid on his
behalf directly to Federal and state authorities by Mr. Wood’s company. Whether any additional
tax owed under Old Colony Trust on the gross-up, itself, would be paid by the company is, of
course, a matter of the employment contract between the executive and the company. Some
contracts may provide that only the first level of income tax owed would be paid by the company
(which would be the largest chunk) and that any additional tax owed (under Old Colony Trust
principles) by reason of the payment is the executive’s responsibility. Other employment contracts
may provide for a full gross-up, meaning that any additional tax owed by reason of the first tax
payment would also be paid by the company, and the additional tax owed on that second payment
would also be paid by the company, and so on, until the additional compensation reaches zero.
Executive compensation experts have the algebraic formula in hand that allows them to compute
what a full gross-up would end up costing the company.

Even in the case of a full gross-up, this practice does not affect the total tax collected by
Treasury. For example, assume a combined Federal and state income tax rate of 45% on $1 million
of compensation for the sake of simplicity. Whether the corporation contracts with Executive Ed
to pay $1.82 million with no gross-up or $1 million with a full Federal and state gross-up, Ed will
have approximately $1 million in hand after taxes are paid, and the Federal and state Treasuries
will collect roughly $820,000 in aggregate tax. Let’s see why that statement is true.

A payment of $1.82 million with no gross-up would cause Ed to pay $819,000 to the Treasury
directly ($1.82 million x .45), leaving him with slightly more than $1 million cash in hand. In
contrast, if Ed’s employment contract requires a salary of $1 million net of Federal and state
income tax, the company will pay $450,000 tax ($1 million x .45) in the first round. That $450,000
payment made on Ed’s behalf constitutes additional income to Ed under Old Colony Trust
principles, resulting in a second tax of $202,500 ($450,000 x .45), resulting in additional tax owed
of $91,125 ($202,500 x .45), and so on until a total of slightly more than $819,000 is paid by the
company on Ed’s behalf.

While the total tax paid is not affected, tax gross-ups raise transparency concerns for
shareholders regarding the total compensation paid by a company to its executives. As a 2005 Wall
Street Journal article observed, “[d]etails of the little-known payments, called ‘tax gross-ups,’ are
often buried in impenetrable footnotes or obscure filings.”! If shareholders read that the
executive’s compensation package amounts to $1 million, they may infer that the executive would
owe Federal and state income tax on that $1 million, leaving less in the executive’s hands after
taxes are taken into account. They may not appreciate that the executive’s before-tax salary is
really $1.82 million. In 2009 the Wall Street Journal reported that some companies were beginning
to scale back on tax gross-ups as more light has been shed on them by advocacy groups.2

1 See Mark Maremont, Latest Twist in Corporate Pay: Tax-Free Income for Executives, at
http://online.wsj.com/news/articles/SB113521937434129170.
2 Cari Tuna, Firms End Key Benefit for Executives, at http://online.wsj.com/news/articles/SB123999269099029747.
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The issue illustrated in Old Colony Trust goes far beyond tax gross-ups, however. What if Sue
is the CEO of Realty, Inc., and Realty pays CEO Sue’s gym membership for her at a cost of $1,000
each year? Under Old Colony Trust, she must include that $1,000 in her Gross Income under 8§
61(a)(1), even if the payment goes directly from Realty to the gym. Because gym membership is
a personal expense, she cannot deduct the payment that she is deemed to have made. § 262(a).

Mr. Wood’s tax payment in Old Colony Trust and CEO Sue’s gym membership were both paid
in cash, but compensation need not be paid in cash to be cognizable for tax purposes.
Compensation paid in the form of property received in kind or in the form of services received in
kind is also includable (absent application of §§ 119 or 132, below).

For example, assume that Realty, Inc., sells to CEO Sue Blackacre, which is worth $100,000,
for only $10,000. CEO Sue must include the $90,000 worth of Blackacre that she received in kind
(for free) in her Gross Income as compensation.®> What should be CEO Sue’s basis in Blackacre
under SHS principles? Recall from Chapter 1 the two most common ways for basis to be created:
(1) through the making of a nondeductible capital expenditure and (2) through an income inclusion
with respect to property. Sue creates $10,000 of basis when she pays $10,000 for Blackacre, a
nondeductible capital expenditure under § 263. She also creates $90,000 of basis when she
includes $90,000 in her Gross Income under § 61(a)(1) on receipt of the property as compensation.*
The sum of $10,000 (paid by Sue) and $90,000 (included by Sue) results in a $100,000 Blackacre
basis, its full fair market value. Recall that basis is generally a running record of previous taxed
dollars to ensure that we do not tax the same taxpayer twice on the same dollars. When Sue is
denied a deduction for her $10,000 capital expenditure, that amount remains in her tax base and is
implicitly taxed. When Sue includes $90,000 of compensation in her Gross Income, the $90,000
is explicitly taxed. Sue needs a $100,000 Blackacre basis to ensure that she is not taxed on any
part of that $100,000 a second time when she sells Blackacre in the future.

Ditto with respect to services (as opposed to property) received in kind, as illustrated in the
revenue ruling below.

REVENUE RULING 79-24
1979-1 C.B. 60

Certain members of barter clubs must include in income the fair market value of services
received in exchange for services rendered. Likewise, the owner of an apartment building who
receives a work of art created by a professional artist in return for the rent-free use of an apartment
must include in income the fair market value of the work of art, and the artist must include the fair
rental value of the apartment.

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 provide. All the members of the club are professional or trades

3 See Treas. Reg. § 1.61-2(d)(1). In the very next chapter, you will learn that a bargain purchase between strangers
does not result in realized gross income at the time of purchase for the buyer, as the benefit of the bargain does not
represent a substitute for a clearly includable item, such as compensation, in that case. Stay tuned.

4 See Treas. Reg. § 1.61-2(d)(2).
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persons. Members contact other members directly and negotiate the value of the services to be
performed.

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 and the Income Tax Regulations
thereunder are 61(a) and 1.61-2, relating to compensation for services.

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 received 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.

The Associated Press reported that the NBC broadcasting network once gave matching silver
Boxster sports cars (worth $40,000 at the time) to Eric McCormack, Debra Messing, Sean Hayes,
and Megan Mullaly, the four stars of the “Will & Grace” television show. “It was a nice way for
us to say thank you for a great first season,” said Dave Bartus, an NBC vice president. “We walked
out into the parking lot and said, ‘There’s one for each of you.” They seemed truly shocked.”® Of
course, the TV stars had to include in their Gross Incomes the fair market value (FMV) of the cars
under 8§ 61(a)(1).

Here is another example:

Phil Lubin, chief executive of Evernote, turned to his wife last year and asked if she
had suggestions for how the software company might improve the lives of its
employees and their families. His wife, who also works at Evernote, didn’t miss a beat:
housecleaning.

Today, Evernote’s 250 employees—every full-time worker, from receptionist to top
executive—have their homes cleaned twice a month, free.

It is the latest innovation from Silicon Valley: the employee perk is moving from the
office to the home.... Stanford School of Medicine is piloting a project to provide
doctors with housecleaning and in-home dinner delivery. Genentech offers take-home

® ASSOCIATED PRESS, “Will & Grace” Stars Get Porsches, at www.apnewsarchive.com/1999/-Will-Grace-Stars-Get-
Porsches/id-f4d340339fe0455e7a8313f73f664701. Eric McCormack then auctioned off the Porsche, with the
proceeds benefiting Project Angel Food, a charity that delivers meals to those with debilitating illnesses. See Jessica
Gold Haralson, Erik McCormack auctioning Will & Grace Porsche, at
www.people.com/people/article/0,,20223342,00.html.
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dinners ....

As with the TV stars, the Evernote employees must include in their Gross Incomes the FMV of
these services.

Why would employers go to the bother of paying compensation in the form of property or
services in kind—rather than cash—if employees (or independent contractors) must include the
FMV of the property or services in Gross Income (absent application of an exclusion provision,
such as 88 119 and 132)? After all, paying cash is clearly easier for employers. A cash economy
is also much more efficient than a barter economy. Indeed, perhaps the employee does not really
want that particular property or service and would have preferred the cash, instead, so that she
could buy something that she really wants.

Richard Thaler is one of the leading economists in the behavioral economics movement
introduced in Chapter 3, which explores behavior that appears irrational on its surface. If you’d
like to explore further, please click and read the following article:

www.nytimes.com/1999/06/30/opinion/the-gasoline-powered-raise.ntml. (Come this holiday
season, do not say that | never taught you anything practical.)

In sum, do not assume that an employer would never bother to arrange paying compensation in
kind if it were going to be includable in any event, as would cash. Nevertheless, some
compensation paid in kind (either with property or with services) is excludable under either § 119
or § 132, addressed in Parts A. and B., respectively.

A. Section 119

Section 119 had its start in the common law under the “convenience of the employer” doctrine,
created by some courts and affirmed by the IRS in the early days of the income tax. A
straightforward example was the food and bed afforded to an army major at Fort Monroe in
Virginia in Jones v. United States.” Should the value of the food and bunk provided in kind to the
major be includable in Gross Income as compensation under § 61(a)(1)? The Jones court said “no”
in 1925 because the food and lodgings were provided for the convenience of the employer (the
U.S. Army) in order for the employee to perform his duties properly, not to provid