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David J. Maines and Tami L. Maines v. Commissioner of Internal Revenue,
144 T. C. 123 (U. S. Tax Court 2015)

In Maines v. Comm’r, the U. S. Tax Court ruled that refundable portions of New
York’s Empire Zone tax credits are taxable under federal law, rejecting the state’s
label  of  these credits as ‘overpayments.  ‘  The court clarified that while credits
reducing state tax liability  are not  taxable,  any excess refundable amounts are
considered income. This decision impacts how state economic incentives are treated
for federal tax purposes, emphasizing the tax-benefit rule’s application to state tax
refunds.

Parties

David  J.  Maines  and  Tami  L.  Maines  (Petitioners)  v.  Commissioner  of  Internal
Revenue (Respondent). The Maineses were the petitioners throughout the litigation,
with the Commissioner as the respondent.

Facts

The  Maineses  owned  businesses  that  qualified  for  New  York’s  Empire  Zones
Program  (EZ  Program),  designed  to  stimulate  economic  development.  Their
businesses, Endicott Interconnect Technologies, Inc. (an S corporation) and Huron
Real Estate Associates (an LLC taxed as a partnership), received three types of tax
credits from New York: the QEZE Real Property Tax Credit,  the EZ Investment
Credit, and the EZ Wage Credit. These credits were calculated based on business
expenditures or investments in targeted areas. The QEZE Real Property Tax Credit
was limited to the amount of real-property taxes paid, while the EZ Investment and
Wage Credits were not tied to previous tax payments. The Maineses used these
credits  to  offset  their  state  income tax  liabilities,  and any excess  credits  were
treated as ‘overpayments’ under New York law, leading to refundable payments.

Procedural History

The Maineses filed a petition in the U. S. Tax Court challenging the Commissioner’s
determination that the refundable portions of the credits were taxable income. Both
parties  moved  for  summary  judgment,  presenting  the  case  as  a  purely  legal
question. The Tax Court’s standard of review was de novo, given that the case
involved questions of law.

Issue(s)

1. Whether the state-law label of the Empire Zone tax credits as ‘overpayments’ of
past tax is controlling for federal tax purposes?
2. Whether the portions of the EZ Investment and Wage Credits that reduce state
tax liability are taxable accessions to wealth?
3. Whether the refundable portions of the EZ Investment and Wage Credits are
taxable accessions to wealth?



© 2025 SCOTUSreports.com. All rights reserved. | 2

4. Whether the portions of the QEZE Real Property Tax Credit that reduce state tax
liability are taxable accessions to wealth?
5.  Whether  the refundable  portions of  the QEZE Real  Property  Tax Credit  are
taxable under the tax-benefit rule?

Rule(s) of Law

The court applied the tax-benefit rule, which requires the inclusion of income in the
year received if it is fundamentally inconsistent with a deduction taken in a prior
year. Under section 61(a) of the Internal Revenue Code, gross income includes all
income from whatever source derived. The court also considered the principle that
federal tax law looks to the substance, not the form, of state-created legal interests
in determining taxability.

Holding

1. The state-law label of the credits as ‘overpayments’ is not controlling for federal
tax purposes.
2. The portions of the EZ Investment and Wage Credits that only reduce state tax
liability are not taxable accessions to wealth.
3.  The refundable portions of the EZ Investment and Wage Credits are taxable
accessions to wealth.
4. The portions of the QEZE Real Property Tax Credit that only reduce state tax
liability are not taxable accessions to wealth.
5. The refundable portions of the QEZE Real Property Tax Credit are taxable under
the  tax-benefit  rule  to  the  extent  that  the  Maineses  benefited  from  previous
deductions for property-tax payments.

Reasoning

The court reasoned that the substance of the credits, rather than their state-law
labels,  determined  their  federal  tax  treatment.  The  EZ  Investment  and  Wage
Credits, not tied to past tax payments, were seen as subsidies rather than refunds,
making  their  refundable  portions  taxable  income  under  section  61.  The  court
rejected the Maineses’ argument that these credits were non-taxable ‘returns of
capital’ or qualified for the general-welfare exclusion, as they were not based on
need and did not restore a non-deducted expense.

For the QEZE Real  Property Tax Credit,  the court  applied the tax-benefit  rule,
finding  that  the  refundable  portion  was  taxable  because  it  was  fundamentally
inconsistent with the previous deduction of property taxes by Huron, which reduced
the  Maineses’  taxable  income.  The  court  emphasized  that  the  tax-benefit  rule
applies even when different taxpayers claim the deduction and receive the refund,
as long as the tax-free receipt  is  fundamentally  inconsistent  with the prior  tax
treatment.
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The court  also  addressed the  concept  of  constructive  receipt,  holding that  the
Maineses were taxable on the refundable portions of the credits whether or not they
actually received them, as they had an unqualified right to do so.

The court considered policy implications, noting that allowing states to determine
federal tax treatment through labeling could undermine the federal tax system. It
also addressed the Commissioner’s  concerns about  potential  abuse of  state  tax
credits to avoid federal taxation.

Disposition

The court granted summary judgment in part to the Commissioner, holding that the
refundable portions of the Empire Zone tax credits were taxable income to the
Maineses.

Significance/Impact

Maines v. Comm’r clarifies the federal tax treatment of state tax credits, particularly
those used for economic development. It establishes that the substance of a state tax
credit, rather than its label, determines its federal taxability. This decision impacts
businesses  receiving  state  incentives,  requiring  them to  consider  the  potential
federal  tax  implications  of  refundable  credits.  The  ruling  also  reinforces  the
application of the tax-benefit rule to state tax refunds, even when the refund and the
original deduction are claimed by different taxpayers. Subsequent courts have cited
Maines in cases involving the federal tax treatment of state tax credits, and it has
influenced state legislatures in designing economic development programs to avoid
unintended federal tax consequences.


