&

ASPEN LAW & BUSINESS

| FEDERAL
- INCOME TAX

EXAMPLES AND EXPLANATIONS

Joseph Bankman
Thomas D. Griffith
Katherine Pratt




FEDERAL
INCOME TAX

Examples and Explanations

Joseph Bankman
Professor of Law
Helen L. Crocker Faculty Scholar
Stanford University

Thomas D. Griffigh

Professor of Law
University of Southdn Califesliis

Katherine Pratt
Visiting Associate Professor of Law
Loyola Law School, Los Angeles

ASPEN LAW & BUSINESS
Aspen Publishers, Inc.




Copyright © 1996 by Joseph Bankman, Thomas D. Griffith,
and Katherine Pratt

All rights reserved. No part of this book may be reproduced in any
form or by any electronic or mechanical means including informa-
tion storage and retricval systems without permission in writing
from the publisher, except by a reviewer who may quote brief
passages in a review.

Library of Congress Catalog Card No. 95-82170

ISBN 0-316-08040-3

@Y Published by Aspen Law & Business
Formerly published by Little, Brown & Company

Printed in the United States of America



An Introductory Note
to Students

If you’re considering buying this book, you’ve probably already pur-
chased a casebook. Most casebooks contain some cxplanatory text, as
well as cascs, and those explanations are usually pretty good. (Of
course, at lcast one of us thinks the best explanations are found in the
Klein, Bankman casebook.) There are also a number of excellent trea-
tiscs and student aids on the market.

What this book does—and those other books do not do—is
teach the subject through a question-and-answer approach. For cach
topic, we provide a summary of most of what you will cover in class.
You should integrate these summaries with classroom discussion and
the reading assigned in your tax course. We then ask a series of ques-
tions (called “examples”) on each topic and provide you with answers
to the questions (called “cxplanations™).

The question-and-answer format is the heart of the book. Al-
though, in practice, many questions do not have clear or simple an-
swers, we have tried to draft discrete questions for which there are
clear answers so that you can actively test your grasp of each specific
rule or concept. If you can answer the questions correctly, you can be
confident that you have mastered the basic rules and concepts covered
in the introductory tax course. (Think of it as a “programmed learn-
ing” guide to tax rules and concepts.) We have also included numerous
policy questions throughout the book.

The book is designed to supplement, rather than supplant, the
class and class reading. Although some of the answers to the questions
in this book can be gleaned from the topic summaries, other questions
can be answered correctly only after you carefully read the Internal
Revenue Code and Treasury Regulation sections assigned for the
topic. Note that, by deliberately breaking a complex subject into dis-
crete questions, we unavoidably underplay the importance of issue
spotting. You must develop issue spotting skills by studying cascs,
participating in class discussion, and trying to answer more complex
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“rcal world” questions. In order to give you an opportunity to answer
some complex questions, we have included a diverse sample of actual
law school exams, with suggested answers, at the end of the book.

We have tried to include material on just about any topic that
might be covered in your tax course. Most tax courses do not cover
cvery topic in this book. For cach topic assigned in your course, you
can locate the corresponding material in this book by looking at the
table of contents in the front of the book or the Code section and
topical indexes in the back of the book.

Most of the examples and cexplanations in this book have been
used, in unpublished form, by students for over a decade. The material
in this book has been assigned, recommended, or made available to
students at many law schools, including UCLA, Capitol, NYU, USC,
Lovola (Los Angeles), Miami, and Stanford. Student comments and
anonvmous reviews of the material have been uniformly favorable.
Even those (fortunately tew) students who panned our tax classes gave
rave reviews to the material that now comprises this book.

Joseph Bankman
Thomas Griffith
Katherine Pratt
January 1996
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Intvoduction

The income tax is the largest source of revenue for the federal govern-
ment. Income tax revenue exceeds $750 billion a year, most of which
is collected from individuals. However, over $150 billion a year is
collected from corporations, which are generally separate taxpaying
entitics. The determination of taxable income is similar for individuals
and corporations; however, some provisions apply specifically to ei-
ther individuals or corporations. Moreover, corporations are subject to
a maximum tax rate that is just slightly lower than the top rate for
individuals. A much smaller amount of income tax is raised from
cestates and trusts.

Vying with the income tax for the dubious honor of being the
greatest federal government revenue-raiser is what is commonly re-
terred to as the social security tax. (Although most of this tax revenue
is used to fund social security benefits, a portion of it is used to fund
Mecdicare health benefits.) The social security tax is a payroll tax levied
on both employees and employers and is calculated as a percentage of
salary income. Other sources of revenue for the federal government
include excise taxes on tuel, alcohol, tobacco, firearms, and certain
imports, and estatc and gift taxes, levied on the transferor (or the
estate of the transferor) of significant wealth.

The income tax is also an important source of revenue for state
and local governments. In recent years income taxes on individuals,
estates, trusts, and corporations have accounted for over a quarter of
state and local tax revenues. The determination of taxable income for
the purposc of state and local income taxes is for the most part identi-
cal to the determination of taxable income under the federal income
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tax. Knowledge of the federal income tax therefore translates into
knowledge of state and local income taxes. Sales and property taxes
account for most of the revenue of state and local governments. In
recent years cach of these taxes has accounted for approximately 35
percent of total revenue. The precisc mix of taxes varies from state to
state. Some states, for example, have no income tax; other states tax
individual income but not corporate income.

A. Introduction to Terminology and Structure

The starting point in computing a taxpayer’s tax liability for the year is
the taxpayer’s gross income. In Chapter 2 we will discuss the concept of
gross income at length; for now, note the items expressly included in
or cxcluded from gross income in Internal Revenue Code §§61 and
71-136. (If you look at the table of contents at the front of your Code,
you will sec a list of the items covered in §§71-136.) Many of the
items included in gross income are straightforward; for example, sal-
ary from a job is included in gross income. However, a couple of the
§61 gross income items are not really “gross” income items.

For example, §61(a)(2) provides that gross income includes
“[g]ross income derived from a business.” However, in this context,
“gross” does not really mean “gross” because a taxpayer’s gross income
from business means the gross receipts from the business less the cost
of the taxpayer’s inventory sold. In Chapter 5 we will explore the rules
for determining a taxpayer’s inventory costs.

Also look at §61(a)(3), which states that gross income includes
“[gJains from dealings in property.” Appreciation in the value of prop-
erty is taxed when the gain is realized, for example when the property
is sold or exchanged. When a taxpayer sells or exchanges property, the
taxpaycr must compute the gain or loss she realizes on the disposition
of the property. The taxpayer realizes a gain if the taxpayer receives for
the property more than the taxpayer’s unrecovered investment in the
property (in the simplest case, what the taxpayer paid for the prop-
erty); the taxpayer realizes a loss if the taxpayer receives for the prop-
crty less than the taxpayer’s unrecovered investment in the property.
The Code calls the amount the taxpayer receives on the sale or ex-
change the amount realized. §1001(a). The Code calls the taxpayer’s
unrecovered investment in the property adjusted basis. §§1011-1016.
So, technically, a taxpayer’s realized gain equals the amount realized
less the taxpayer’s adjusted basis in the property sold, and a taxpayer’s
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rcalized loss equals the taxpayer’s adjusted basis less the taxpayer’s
amount realized. In other words, a taxpayer’s “gross income from
dealings in property” is net of the taxpayer’s unrecovered investment
in the property.

For example, assumce that in year one Betsy buys raw land as an
investment for $400,000. In year 10, Betsy sells the land for $2 mil-
lion. Betsy’s amount realized is $2 million and her adjusted basis is
$400,000, so her realized gain from the sale is $1.6 million. She will
include $1.6 million in gross income under §61(a)(3). If Betsy had
instead bought property that would decline in value over time, such as
an apartment building, she would be allowed to depreciate the prop-
erty, meaning that she would be allowed to deduct, for purposes of
computing the tax she owes, part of the cost of the property each year
during the time she owned it. If, for example, Betsy were allowed to
take $100,000 of depreciation deductions, her unrecovered invest-
ment in the property is no longer $400,000; since she recovered, for
tax purposes, $100,000 of her investment through depreciation deduc-
tions, her unrecovered investment is $300,000. In this variation her
original basis is $400,000, but her adjusted basis is $300,000. §1016.
If she sold the apartment building for $2 million, her realized gain on
the sale would be $1.7 million.

Not all rcalized gains from dealings in property are included in
gross income. A realized gain is included in gross income only if the
gain is also recognized. The general rule is that a realized gain is recog-
nized and included in income. §1001(c). However, a realized gain is
not recognized if a nonrecognition rule in the Code applies to the sale or
exchange. There are a number of such nonrecognition rules in the
Code. They gencerally apply to transactions in which the taxpayer has
cxchanged property but has continued her investment in another
torm. If onc of the specific nonrecognition rules applies to a transac-
tion, the tax on the gain realized in the transaction is deferred until the
taxpayer sells the property reccived in the nonrecognition transaction.

Suppose that Teresa owns land in Hilton Head worth $1 million
that is held for investment. Her unrecovered investment in the land, or
adjusted basis, is $300,000. She exchanges this land for land in Tampa,
worth $1 million, that she will also hold for investment. Teresa’s real-
ized gain on the exchange of the Hilton Head property is $700,000,
the $1 million amount realized less her $300,000 adjusted basis in the
propcrty. However, that gain will not be recognized because the ex-
change was of like-kind property held for investment so the “like-kind
exchange” nonrecognition rule of §1031 applies. (We will consider
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§1031 in some detail in Chapter 3.) The realized gain will be deferred
until Teresa sells the Tampa property. Teresa’s basis in the Tampa land
will be $300,000, the basis of the property exchanged for the Tampa
property. For now, note that, although Teresa realized a gain on the
cxchange, the gain is not included in her gross income because it is not
recognized.

After computing the taxpayer’s gross income, the next step is to
compute the taxpayer’s adjusted gross income. Section 62 defines
adjusted gross income as gross income less certain costs of earning
income and a hodgepodge of other items, such as alimony paid by
the taxpayer.

The next step is to compute the taxpaycr’s taxable income. Sec-
tion 63 defines taxable income as the taxpayer’s adjusted gross income
less the sum of (i) the taxpayer’s personal exemptions plus (ii) the
greater of (a) the taxpayer’s standard deduction or (b) the taxpayer’s
itemized deductions. The personal exemption amount is adjusted each
year for inflation and was $2,500 in 1995. A taxpayer is allowed one
personal exemption deduction for each of the following: (i) the tax-
payer; (ii) the taxpayer’s spouse; and (iii) each of the taxpayer’s depen-
dents. §151. The standard deduction amount is also adjusted for
inflation; in 1995 it was $6,550 for married taxpayers filing a joint
return, $5,750 for heads of households, and $3,900 for unmarried
individuals. The standard deduction ensures that lower-income taxpay-
crs do not have to pay tax and frees many taxpayers from having to
keep records of their itemized deductions. Itemized deductions in-
clude all deductions other than the personal exemption deduction and
the deductions allowable in computing adjusted gross income under
§62. §63(d). For example, itemized deductions include the deduc-
tions for state and local income and property taxes, charitable contribu-
tions, and home mortgage interest.

Many types of expenses incurred in business or in the production
of income (for example, rent and utility bills paid by a business) are
deducted in full in the year in which they are incurred. However, if an
expense creates an assct that will last beyond the year in which the
cxpense 1s incurred, the expense cannot be deducted in full in the year
in which it is incurred; this type of expense must instead be capitalized.
It the expense is incurred to purchase an income-producing asset that
will be used in the business and has a limited useful life, the taxpayer’s
cxpense for the asset is allocated across the years in which the asset is
expected to produce income. Each year during the useful life of the
asset, the taxpayer will deduct a portion of the cost of the asset, in the
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form of depreciation deductions. If the asset purchased by the taxpayer
does not have a limited useful life (for example, raw land), the taxpayer
is not permitted to recover her investment in the asset until she sells or
exchanges it, at which time the taxpayer’s amount realized for the asset
is reduced by her adjusted basis in the asset.

After computing the taxpayer’s taxable income, the next step is to
compute the amount of tax due on the taxpayer’s taxable income.
Taxable income of individuals is taxed at rates specified in §1(a)-(d) of
the Code. The §1 rates are progressive, meaning that as the taxpayer’s
income increasces, the rate of tax increases. The rate applicable to the
last dollar of income earned by the taxpayer is the taxpayer’s marginal
rate. The taxpaver’s effective rate is his tax liability for the year divided
by his taxable income for the year; it is the same as the taxpayer’s
average rate. A rate schedule exists for each of four possible filing
statutes: married filing a joint return; head of household; individual;
and married filing separately. There is also an implicit zero rate since a
taxpayer does not owe tax if her taxable income does not exceed the
sum of her personal exemptions and standard or itemized deductions.
The top nominal rate in §1 is 39.6 percent, but the top rate is really
higher because personal exemptions and certain itemized deductions
are phased out as a taxpayer’s income increases beyond certain thresh-
old amounts. The dollar amounts for the brackets in the §1 rate sched-
ule are indexed annually for inflation. §1(f).

Individuals, estates, and trusts pay a maximum tax rate of 28
percent on long-term capital gain, which is gain from the sale or
exchange of a capital asset held by the taxpayer for more than a year.
§§1(h), 1222. A capital asset is, loosely speaking, an investment assct
as opposed to an asset used in an operating business. For example,
§1221 provides that inventory and depreciable property used in a
business are not capital assets. The characterization of assets as capital
or ordinary will be discussed further in Chapter 8 where we will see
that this characterization is sometimes difficult to determine. For now,
note that high bracket taxpayers pay less tax on capital gain than on
ordinary gain, so they prefer to characterize gain as capital. For exam-
ple, a taxpayer whose marginal tax rate is 36 percent owes $360,000 of
tax on $1 million of gain if the gain is ordinary. If the gain is instead
capital, the taxpayer will owe $280,000 of tax on the gain, thus saving
$80,000 of tax. You can sec why the taxpayer would prefer to charac-
terize the gain as capital.

In addition, the progressivity of the income tax encourages high
bracket taxpayers to attempt to shift income to family members in
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lower rate brackets. In Chapter 7 we will consider the congressional
and judicial responses to various income shifting techniques employed
by taxpayers. For now, note that unearned income (that is, income not
from personal services) of a child under age 14 is taxed at the parent’s
higher tax rate under §1(g), the so-called “kiddie tax.” Also note that
the income of spouses filing a joint return is aggregated so that attribu-
tion of income between the spouses is irrelevant.

Most married couples file jointly because doing so saves them tax.
The §1 rates for spouses filing a joint return are the lowest in §I.
Married couples with only one income earner pay less tax than they
would have if they were not married and each spouse were taxed
individually. However, married couples with two income earners pay
more tax than they would have if they were not married and each
spouse were taxed individually. Why? Because each of the two earners
would have benefited from the progressivity of the rates. The added
tax owed by two income earners who marry is referred to as the
marviage penalty.

C corporations are treated as separate taxpaying entities and are
taxed at progressive rates specified in §11 of the Code. A C corpora-
tion is any corporation that is not an § corporation. A corporation is an
§ corporation only if it meets certain eligibility requirements and elects
to be an S corporation. §§1361, 1362. (The names are derived from
subchapter designations in the Code: S corporations are subject to the
provisions of subchapter S of Chapter 1 of the Code and corporations
are generally subject to the provisions of subchapter C of Chapter 1 of
the Code.) The special §1(h) 28 percent capital gain rate does not
apply to corporate taxpayers. §1201.

After applying the appropriate tax rates to the taxpayer’s taxable
income, the next step is to reduce the tax due by the credits for which
the taxpayer is eligible. A credit is a direct reduction in tax. A deduc-
tion or exclusion, on the other hand, reduces the taxpayer’s taxable
income; it reduces the tax due from the taxpayer by an amount equal
to the product of multiplying the deduction or exclusion by the tax-
payer’s tax rate. For example, a $1,000 deduction saves a taxpayer in
the 30 percent tax bracket $300 of tax; a $1,000 credit, on the other
hand, saves the same taxpayer $1,000 of tax. There are a number of
credit provisions in the Code. The most generally applicable is the
credit for taxes withheld from the taxpayer’s wages. §31. If the tax-
payer’s credits exceed the taxpayer’s tax due, the taxpayer receives a tax
refund. If the taxpayer’s tax due exceeds the taxpayer’s credits, the
taxpayer owes tax.



