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Thi s docunent may not be used or cited as precedent. This
menorandum rel ates to a request to our office fromthe Service
for advice relating to the federal inconme tax ram fications of a
new | aw signed by the Governor on , 2005, establishing the

Fund for the purpose of providing paynents to t axpayers who
filed a state inconme tax return for the preceding tax year.
Specifically, it was asked: (1) whether paynents to taxpayers
under the new |law will be taxable to the recipients; and (2)

whet her the State will be required to issue a Form 1099-G to each
recipient.

CONCLUSI ONS

| f the paynents constitute a gift to a class of recipients
rat her than refunds of taxes previously paid, then the paynents
are excluded fromgross income under |I.R C. 8 102. Based on the
avai l able information, it does not appear that the paynents
constitute excludable gifts, as they appear pronpted by the
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State’s noral obligation to its taxpayers and/or by an
antici pated benefit, rather than out of disinterested generosity.

If the paynments constitute a refund of taxes previously
paid, then the paynents nust be anal yzed under the tax benefit
rule, as partially codified by .R C. 8 111. Under the rule, a
refund is included in a recipient’s gross income under |I.R C. 8§
61 if it is a refund of tax deducted in a prior year, to the
extent the ampunt of the deduction reduced the recipient’s tax,
i.e., to the extent the deduction resulted in a tax benefit.

Based upon the available information, the paynments appear to
be made to a designated class of recipients without regard to
whet her the recipients made prior paynents of tax, rather than
paynents made to persons who are entitled to “refunds” of taxes
previously paid. The paynents do not correspond to tax paid by
t axpayers but to the State’s surplus; the paynents do not relate
to tax paid on account. In such case, the paynents wil |l
generally be deemed gross incone under I.R C. 8 61, absent an
excl usi on.

| f the paynents do not constitute a refund of State income
taxes, the State will not be required to report the paynents to
the Service under 1.R. C. 8 6050E(a) or issue a Form 1099-G to
reci pients who clainmed item zed federal income tax deductions in
t he precedi ng year under I.R C. 8 6050E(b). |If the payments do
not exceed $600, the State would not be required to report the
payments under |.R C. § 6041(a).

FACTS

On , 2005, the Governor si gned
n “[aljct relating to public finance,” which adds new
sections of |aw

Section 1 of the act
reads as foll ows:
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Section 2 of the act
reads as foll ows:

Finally, section 3 of the act
reads as foll ows:
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The Constitution provides that, to ensure a bal anced
annual budget, the State must certify the total anmount
of revenue which accrued during the preceding fiscal year (ending

) to the General Revenue Fund and to each Speci al

Revenue Fund appropriated directly by the I egislature, and nust
al so certify anmounts avail able for appropriation for the next
ensui ng fiscal year, show ng separately the revenues to accrue to
the credit of each fund.

The certification is filed with the Governor and the
| egi sl ature, and the |egislature cannot pass or enact any bil
maki ng an appropriation of noney for any purpose until such
certification is made and fil ed.

The Constitution also provides that surplus funds or
noni es shall be any anmpunt accruing to the General Revenue Fund
over and above the item zed estimte made by the State

Al l such surplus funds or
moni es nmust be placed in a Fund (commonly referred to
as Fund”) by the State Treasurer until such time that the
amount of the Fund equal s ( %9 of the General Revenue Fund
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certification for the preceding fiscal year.

Qur office was provided with docunents entitled
Apportionnment of Statutory Revenues

for the fiscal years ending
, 2004 and , 2005. The docunents reflect the anount of
revenues in the General Revenue Fund and several special funds
(the

Fund is not |isted, perhaps because the report for the fiscal
year ending , 2005 is dated , 2004). The docunents reflect
that the General Revenue Fund is conposed of a variety of
sources, including excise taxes, licenses, individual and
corporate incone tax, nmotor vehicle tax, sales tax, workers
conpensation i nsurance tax, etc.

The apportionment docunent for the fiscal year ending

, 2004, which
is stated in dollars, reflects that of the total apportionnment of
$ , $ (approxi mately % is apportioned to the
CGeneral Revenue Fund, and the remainder is apportioned to speci al
funds. Incone taxes revenues have a total apportionment of $

, 9 of which is apportioned to the General
Revenue Fund. The $ i ncone tax apportionnent constitutes
approxi mately % of the total apportionment to the General
Revenue Fund. The Apportionnent docunent for the fiscal year
endi ng , 2005, which is stated in percentages, reflects that

% of corporate incone taxes and % of individual income
taxes are apportioned to the General Revenue Fund. The ratio of
i ncome tax apportionnment to the total General Revenue
apportionment, however, cannot be determ ned.

While legislative history on the bill is apparently non-
exi stent, we note that the contains a nessage of Governor
nmessage on the Legi sl ati ve Day, , 2005. In the

nessage, Governor st ates:
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Message of Governor

Recently, it was reported that the chairman of the
House Appropriations and Budget Conmmi ttee and co-sponsor
of the bill, , Stated that surplus projections of
$ mllion for the fiscal year appeared overstated, that
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house anal ysts now project a $ mllion surplus, that
State paynents may be $ per taxpayer rather than $ ,
and that final figures for the fiscal year will not be
known until |egislators re-convene in

According to the report, the State Treasurer
stated that it my be August before officials know the
amount of the surplus, but that the Fund” wi |l be
“maxed out” for the first time, thus enabling the
paynments. |d.

DI SCUSSI ON

Taxability of Paynments

Section 61 of the Internal Revenue Code provides that,

except as otherw se provided, gross incone nmeans all incone from
what ever source derived. The Suprenme Court has | ong recognized
that the definition of gross incone is broad, and reflects
Congress’ intent to exert the full nmeasure of its taxing power to
bring within the definition of income “any accession to wealth.”

Comm ssi oner v. Schleier, 515 U S. 323, 327 (1995); United
States v. Burke, 504 U S. 229, 233 (1992). Thus, the paynents

fromthe State will be taxable to recipients under 1.R C. § 61
unl ess the paynents neet an exclusion provided by the Code, e.g.,
a non-taxable gift under .R C. 8 102 or a non-taxable refund

under |.R C. § 111.

G ft Characterization

Under I.R. C. 8 102(a), gross incone does not include the

val ue of property acquired by gift. Neither the Code nor

| egislative history defines the term“gift.” The Suprene Court,
however, has explained that a gift proceeds froma “detached and
di sinterested generosity,” and is made “out of affection,
respect, admration, charity or like inpulses.” Duberstein v.
Comm ssi oner, 363 U.S. 278, 285 (1960). |If a paynment proceeds
primarily from“any noral or |egal duty,” or from*®“the incentive
of anticipated benefit” of an econom c nature, it is not a gift.

| d.

I n general, paynents nade by a state governnent do not
qualify as non-taxable gifts because it is not the purpose of
governnments to make gifts to its citizens. However, in certain
situations, a government paynment may be treated as a non-taxable
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gift under .R C. 8 102. In the few cases that treat paynents by
governnments as non-taxable gifts, the paynents generally have
been made to a class of individuals and the paynents have been
based on the activities of that class, such as veterans who
served in the armed forces during a certain war, or individuals

who wor ked on the constructi on of the Pananma Canal . See Rev.
Rul . 76-131, 1976-1 C.B. 16, and Rev. Rul. 85-39, 1985-1 C.B. 21.
See e.g., Rev. Rul. 55-609, 1955-2 C.B. 34 (death gratuity

payments specifically designated by Congress as gifts were
gifts); Rev. Rul. 68-158, 1968-1 C.B. 47 (state paynents to or on
behal f of veterans who served in the Arned Forces during war tinme
were not includible in gross inconme); and Dewing v. United
States, 101 F. Supp. 892 (Ct. C. 1952) (paynents fromthe
federal governnent were gifts in recognition of the services
rendered for construction of the Panama Canal built thirty years
prior to paynent).

I n many cases, the governnent paynments fail as gifts because
they are pronpted by a noral or |egal duty and/or in anticipation
of a future benefit. For instance, in Kroon v. United States,
74-2 U.S.T.C. T 9,641 (D. Al aska), honmeowners received paynments
fromthe State of Al aska pursuant to the Al aska Mrtgage
Adj ustment Programto retire the nortgages on residences
destroyed by an earthquake. The court held that the paynents
were not gifts under 1.R C. 8 102 and were thus includible in the
homeowner’ s gross i ncone because the paynents were pronpted out
of the state’'s noral obligation to its citizens rather than out
of charity and disinterested generosity. 1d. The court stated:

The governnent and a private donor differ in nature.
Whereas in sonme instances a paynent fromthe
government and a private donor could both be classed
as gifts, in this instance, the government owes a
type of duty not incunbent upon a private donor to
relieve hardship caused by a natural disaster.
Alternatively, it may be contended that the
governnment benefits nmore than a private donor in
these situations in that a stronger econony
i ncreases the tax base.

Id. See also Foley v. Conm ssioner, 87 T.C. 605, 609 (1986)
(paynments fromthe West Berlin governnment to its residents and
wor kers desi gned to encourage consunption and spending to inprove
West Berlin's economic vitality were not gifts under I.R C. 8§

102); Beattie v. United States, 635 F. Supp. 481 (D. Al aska
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1986), affd., 831 F.2d 916 (9'" Cir. 1987), cert. denied, 485

U.S. 1006 (1988) (Al aska state fund, consisting of oil royalties,
was created to effect an equitable distribution of a portion of
state wealth resulting fromthe royalties, encourage residenti al

| ongevity in the state, and encourage involvenent by residents in
t he managenent and expenditure of the fund, and thus, fund

di vi dend paynments were not gifts).

In this case, whether the paynents by the State of

to t axpayers
are gifts depends upon all the facts and circunstances. The new
act creating the Fund, by its own ternms, is one
“relating to public finance.” Also, the Governor’s nessage

indicates that the act is referred to as the

Act and is a
“tax-relief and investnment package.” Further, the purpose of the
act’s other fund, the

Fund, is to pronpte various State
econom ¢ and social interests. The |legislative intent gl eaned
fromthese facts suggests that the paynents are pronpted by the
State’s noral obligation to its taxpayers and/or by an
antici pated econom c benefit to the State rather than out of
charitabl e i npul ses or disinterested generosity. Lastly, although
according to the Governor’s nessage, the excess funds are to be
returned to

t axpayers “who nost deserve it,” the paynments are based on a
taxpayer’s filing of a state incone tax return for the prior year
and the paynent amount nerely depends on the filing status on the
return, not the needs of the recipient.

Based on the available facts, it does not appear that the
paynments woul d proceed from a “detached and disinterested
generosity,” nmade “out of affection, respect, admration, charity
or like inmpulses,” including charitable inpulses notivated by the
needs of the recipient, but instead arise froma “noral or |egal
duty” and/or an “incentive of anticipated benefit” of an econon c
nature. Furthernmore, the paynents made by the State of

to t axpayers
are not limted to a class of recipients based on nerit or
service. Consequently, the facts and circunstances, including
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the | egislative intent behind the paynents, |lead us to concl ude
that the paynments are not gifts under |I.R C. § 102.

Ref und Char acteri zati on

As indicated, the paynents fromthe State appear not to be
gifts. The question then arises as to whether the paynents are
made to a designated class of recipients without regard to
whet her the recipients made prior paynents of tax, or whether the
payments are nmade to persons who are entitled to “refunds” of
taxes previously paid. 1In the case of the former, the paynents
will generally be deemed gross incone under |I.R C. § 61, absent
an exclusion. In the case of the latter, the recovery of the
refund of taxes previously paid will only be deemed gross incone
under the “tax benefit rule” to the extent the taxpayer clained a
federal deduction for the paynment in the preceding year.

The tax benefit rule is partially codified under |I.R C
8§ 111(a), which provides that gross inconme does not include
ampunts attributable to the recovery during the taxable year of
any anmount deducted in any prior year to the extent that the
amount did not reduce the amount of federal income tax inposed by
the Code. The tax benefit rule generally requires the inclusion
in income of amounts that were deducted by a taxpayer in a prior
taxabl e year to the extent those ampbunts generated a tax benefit
to the taxpayer through a reduction in the amount of the tax
l[itability in the prior year. See Rev. Rul. 93-75, 1993-2 C.B.
63; Hillsboro National Bank v. Conm ssioner and United States v.
Bliss Dairy, Inc., 460 U S. 370 (1983).

The purpose of the rule is to achieve a rough transacti onal

parity, i.e., the taxpayer is “put in nore or less the sane
after-tax position as if only the proper anount had been
deducted.” 1d., citing S. Print 98-169, Vol. |, 98'" Cong., 2d

Sess. 472 (1984). Thus, a refund of State tax paid that was
previously deducted is includible in gross inconme in the year of
receipt to the extent of the difference between the taxpayer’s
deductions in the prior year and the deductions the taxpayer
woul d have cl ai med had the taxpayer paid the proper amount of
State tax in the prior year and not received a State tax refund
in a subsequent year. 1d.

I n other words, the paynment will be a taxable refund to the
extent that the taxpayer took a deduction in a prior year for
t hat paynent. For exanple, a taxpayer who took a federal incone
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tax deduction (e.g., Schedule A item zed deduction or Schedule C
busi ness deduction) for State incone taxes, personal property

t axes, sales taxes, etc., in the preceding year would have a

t axabl e refund of those taxes to the extent the taxpayer
benefited fromthe deduction. Likew se, a taxpayer who did not
claima deduction for State or |ocal tax paid would not have a

t axabl e refund.

However, the paynents in this case appear to be nade to a
desi gnated cl ass of recipients without regard to whether the
reci pients made prior paynents of tax, rather than paynents nade
to persons entitled to “refunds” of taxes previously paid. Wile
individuals eligible to receive the paynents are those
i ndividuals who filed a State incone tax return for the preceding
year, the paynent is not based upon State or local tax that an
i ndi vi dual taxpayer reported and paid, but on whether the
t axpayer clainmed a personal exenption. This eligibility
requi renment appears to sinply be a nmethod for designating a cl ass
of individuals to whomthe State desires to nake a paynent of
sur plus funds.

Al so, persons entitled to refunds of nonies may file a claim
for refund at any tinme within three years fromthe due date of
the return. . Such clainms shall be filed
and paid under section , and if allowed, shall be paid under the
provi sions of that section. Section provides that, if upon
review and adjustnment, any refund is found to be due any
taxpayer, it shall be paid out of the

Account created by
In the same manner as refunds are paid under that

section. . The amount of the

refund shall not exceed the portion of the tax paid during the

three-year period imediately preceding the filing of the claim
| d.

The paynments in this case do not appear to have the
character of refunds of tax previously paid. As indicated above,
t he paynent is not based upon tax that a taxpayer actually paid,
but relates solely to whether a taxpayer clained a personal
exenption in the preceding year. The paynents do not relate to
t axes paid by taxpayers on their account, i.e., the payments do
not represent refunds of overpaynents on the accounts. The
paynments al so do not result from anounts erroneously paid by
t axpayers, through error of fact, conputation, or
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m srepresentation of law. Because the paynments do not relate to
taxes paid on account, they are not paid out of the

Account, as are normal refunds. Instead, they are paid
out of the excess of the

Fund froma nmultitude of revenue streans that
flow into the Fund fromthe General Revenue Fund.

Further, the new act does not provide that the paynents are
specifically termed “refunds” of tax. Also, there is no
i ndi cation that taxpayers would have the sanme right to paynent of
t he paynment as they would a refund, whereby they may claima
refund for taxes paid relating to the paynments within three
years. The paynent, rather, appears to be solely a result of the
State’s increased revenues for the preceding year in an anpunt
whi ch exceeds the Fund. Based upon these facts, the
paynments appear to be nmade to a designated class of recipients
wi t hout regard to whether the recipients nmade prior paynents of
tax, rather than paynents made to persons entitled to “refunds”
of taxes previously paid, and are includible in gross incone
under I.R. C. § 61.

| nformati on Reporting Requirenent

To the extent the paynents constitute a refund of State
incone tax, |I.R C. 8 6050E(a) provides that every person who,
with respect to any individual during any cal endar year, refunds,
credits, or offsets State incone tax aggregating $10 or nore
shall make a return setting forth the aggregate anmount of such
payments, credits, or offsets, and the name and address of the
i ndi vidual with respect to whom such paynent, credit, or offset
is made. Under |I.R C. 8 6050E(b), every person required to make
a return under subsection (a) is also required to furnish each
i ndi vi dual whose nane is required to be set forth in the return a
witten statement show ng the nane of the State and the
information required to be shown on the information return with
respect to refunds, credits, and offsets to the individual.

No such witten statenment shall be required, however, if it
is determned that the individual did not claimitem zed
deductions for the taxable year giving rise to the refund,
credit, or offset, i.e., “non-itemzers.” |.R C. 8§ 6050E(b);
Treas. Reg. 8 1.6050E-1(k)(2). Verification is made fromthe
State income tax return, as an individual who item zes deductions
for federal income tax purposes nust either attach a copy of
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Schedule A to the State return, or transcribe the Schedule A
information to the State return. [1d. Under Treas. Reg. §

1. 6050E-1(c), every refund officer who makes paynents of refunds
of State income taxes aggregating $10 or nore for an individual
in any cal endar year, shall nake an information return for that
cal endar year. Thus, the return is required even if, under the
exception for non-item zers, the refund officer is not required
to furnish a statenent to the applicable taxpayer. See Rev. Rul
1986- 140, 1986-2 C. B. 195.

Even if the paynments do not constitute a refund of State
income or other taxes, I.R C. 8 6041(a) provides that all persons
engaged in a trade or business and naeking paynent in the course
of such trade or business to another person, of rent, salaries,
wages, prem uns, annuities, conpensation, renuneration,
enol uments, or other fixed or determ nable gains, profits, and
income of $600 or nore in any taxable year shall render a true
and accurate return to the Service, setting forth the amount of
such gains, profits, and incone, and the nane and address of such
paynment. The regul ati ons provide that paynents made by a state
or a political subdivision are subject to this reporting
requi renment. Treas. Reg. 8 1.6041-1(b)(1). |If the amount of the
paynment is |ess than $600, then there is no reporting requirenment
under |I.R C. 8§ 6041.

Concl usi on

| f the paynents constitute a gift to a class of recipients
rat her than refunds of taxes previously paid, then the paynments
are excluded fromgross incone under I.R C. §8 102. Based on the
avai l able information, it does not appear that the paynents
constitute excludable gifts, as they appear pronpted by the
State’s noral obligation to its taxpayers and/or by an
antici pated benefit, rather than out of disinterested generosity.

| f the paynents constitute a refund of taxes previously
paid, then the paynents nust be anal yzed under the tax benefit
rule, as partially codified by .R C. §8 111. Under the rule, a
refund is included in a recipient’s gross incone under |.R C. 8§
61 if it is a refund of tax deducted in a prior year, to the
ext ent the anmpunt of the deduction reduced the recipient’s tax,
i.e., to the extent the deduction resulted in a tax benefit.
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Based upon the available information, the paynents appear to
be made to a designated class of recipients without regard to
whet her the recipients made prior paynents of tax, rather than
paynments nmade to persons who are entitled to “refunds” of taxes
previously paid. The paynents do not correspond to tax paid by
t axpayers but to the State’s surplus, and the payments do not
relate to tax paid on account. In such case, the paynents wl|
generally be deenmed gross income under |I.R C. § 61, absent an
excl usi on.

I f the paynents do not constitute a refund of State inconme
taxes, the State will not be required to report the paynents to
the Service under 1.R. C. 8 6050E(a) or issue a Form 1099-G to
reci pients who clainmed item zed federal inconme tax deductions in
t he preceding year under |I.R C. 8 6050E(b). If the paynents do
not exceed $600, the State would not be required to report the
paynments under |.R C. § 6041(a).

| f you have any questions, please call , the attorney
in our office assigned to this case, at extension

Associ ate Area Counsel (SB/ SE)

CcC. )

Attn:



