Tax Outline

I. Intro

A. Process

      when can you throw records away?

· normal 3 yr sol from date filed (either late or on time)

· NO sol for fraud/omissions acc’ding to CB

· NO sol for unfiled returns

                  Overpayed return: admin remedy, file amended return w in 3 years

      Underpayed return: modest interst, penalties ranging from negligence, no fault

                  Inaccuracy to misdem. Or felony (penalties also imposed on lawyers giving 


      Advice to clients or collusive w clients)


      Tax Court- most cases at nat’l tax court, lower ct will rule the way it

                  Thinks the appellate ct will rule

B. Structure

Tax Rates- imposed accd’ing to base, lowest is 10%, marginal rate is applied to your last dollar of income

Characteristics of a good tax- fair, efficient, simple (although sometimes pithy not = to simple bc if it’s detailed the answer might be right in the code)

[275] Tax is inclusive, paid out of pre-tax income and not deductible

II.  What is Income?

      Simmons def: 1. consumptions +/-, 2. savings/investments. Within some time period.

      (compare to valuation which looks at one point in time)

      exception to simmons def: [61.3] GI is gains f dealing of property, change in  value 

      that creates wealth isn’t enough

      Glenshaw Glass v. Comish: “undeniable ascensions to wealth, clearly recognized, and 

      Over which the taxpayers have complete dominion”

      Hypo: find ring on beach, just bc you didn’t own before, doesn’t mean not realized.

      Method/limitations:

1. is there a gain?

2. is it realized?

3. is there an exemption based on source/specific exemptions?

A. Compensation for services- Was payment Compensatory in nature?

includes wages, salary, fee, commission, fringe benefits, royalties, % of profits, tips, legal and medical fees, jury fees

No employer-employee relationship required

Form- can be cash, bmw, stock, notes, property transfers

Hypo: you receive bmv fmv of 40, pay taxes in 2004, sell for 40 in 2005. tax liability in 2005 is 0 bc you haven’t realized any wealth

Measure- fair market value

Old Colony Trust v. comish: exec receives as part of his employmt k, taxes paid by the board.  Ct holds this is compensatory in nature bc it is a result of his employment, therefore it must be included in tax but no tax on tax

Exceptions Based on Source:
B. Fringe benefits: in-kind benefits transferred to an employee w both compensation element and beneficial element (chalk for teacher v. vacation)

Policy: congress had chosen to treat this kind of income as excluded f/ taxes

1. health insurance- exempt 

2. qualified retirement plans- ‘ees not taxed until they receive paymts, ‘ers receive immediate deduction, pension admin is tax exempt, ‘ees can make cash contributions in lieu [401k, 403b]

3. life insurance- if ‘er pays and ‘ee or fam is beneficiary, it’s taxable. If ‘er pays and ‘er is beneficiary it’s exempt. ‘ee can exclude premiums on group term life provide by ‘er w value up to $50k. over is taxed[79]

4. reimbursed moving expenses- if reimbursed, exempt up to amt would have been exempt had been paid personally under [217]

5. dependant care- ltd to 5k/yr, 2500 married filing sep. [129]

6. educational benefits- up to 5250/yr for tuition, fees, books, not living.

7. adoption- up to 10,000k w phaseout  start at 150, end at 190, for attny, ct, and adoption fees

8. cafeteria plans- selection chosen by ‘ee. May choose only among excludable fringe benefits and cash [125d1B]. non-discrim applies

Work Related Fringe- more likely allowed if it’s at the work site, CB p.105

1. no-additional cost service

2. qualified employee discount- exempted if not exceeding gross profit %, and not exceeding 20% of retail price, not real estate, ordinary sold to public


3.   working condition fringe- excluded if would otherwise be ordinary 


      and necessary busn expense under 167 or 162.


4.   de minimis fringe- if fmv is so small given frequency, circumstances 


      that makes admin unreasonable. Ex: bus pass at discount, personal 

            copies on machine, employee picnic, supper $, holiday gifts low fmv


5.   atheletic facilities- on premises athletic facilities for benefit of ‘ees

6. qualified tuition reduction- excluded if a. ed below grad level, b. to ‘ee

or qualified person (spouse, kids), and c. non-discrim


7.   non discrimination reqm’ts- must be offered to everyone

C. Imputed Income- 

D. Gifts, bequests, and Scholarships

E. Capital recovery and Basis

F. Realization

G. Annuities and Life insurance

H. Illegal income- do you take regular deductions for illegal busn income?
James v. US: all unlawful gains are taxable- “loans” are unlawful when there is no “consensual recognition” of obligation to repay. Narrowed by hobson v. comish to apply only when embezzler personally benefits from funds

Sometimes govt uses excuse of tax violations to enforce nontax crim statutes

Couch v. US: producing docs for irs cannot be avoided by 5th am. Privilege against self incrimination. Must claim illegal income, need not disclose source

I. Borrowed funds/ Discharge of indebtedness [108a]

Discharge of indebtedness: taxing is appropriate if discharge increases net worth, therefore if one is insolvent, discharge of debt is not taxed up to net $0

Exceptions: if discharge is in title 11 bankruptcy, not included as GI

If loan is discharged bc of public service work (ie Americorps) It is not GI

[108e2] if debt would’ve been deductible if you paid it, it’s not GI

Tufts: if non-R debt secured by property, and discharge property, not included in GI ????

J. Debt: basis and amt realized

Mortage is included in b of property for both recourse and non-R 

K. Damages 

Personal injury [104a2] damages f/ pers. physical injury are exempt f taxes if from suit, settlemt, or workers comp

EmoD is not physical injury, but if ed is result of phys injury, shrink excluded

Pain and suffering and punitive damages are taxable

Lost wages- if related to a cause of action for physical injury are tax exempt

Lump sum v. Periodic payments- interest on lump sum is taxable, periodic payments are Not taxed, even when part is interest if no interest is stated

Civil rights/discrim cases get taxed bc not physical

Property in lieu of Cash for phys.injury- P receives BA in l. of 20k, sells for 25k, B is 20k bc otherwise damages for phys injury would be taxed

Business Damages [1033]- forced realization postponemt/exception.  In the case of forced realization when damages (usually f insurance) are greater than basis, tax can be postponed if gain replaces old prop w similar use new prop w in 2 yrs of tax year of gain. Carry over basis upon sale of new property.

Raytheon v. Comish: busn damages for anti trust suit were taxed bc P didn’t est. any B in busn “goodwill” the damages compensated

L. Tax Exempt Interest [103] no GI from interest on state/muni bond

Purpose- fed to subsudize state and local loans. But inefficient and flood mkt.

State/munis can issue an unlimited amount, mostly benefit higher incomes

M. Sale of Principal residence [121]- gain of 250k if single, 500k if married, can be excluded from sale if lived in for 2 of last 5 yrs. If less than 2 yrs take %. Can only use 121 every 2 yrs, only one residence allowed for 121. 

Bolaris v. Comis: if rent out principal residence, you can take deductions for depreciation and rental expenses And the 121 gain exclusion provided 2/5 yrs.

Note- can’t take depreciation on house not used for profit bc personal prop.

Old Rule [1034] transferred basis from sold to new home. Relevant bc some people still have transferred basis on their homes.

III. Non-recognition of Gain or Loss

IV. WHEN is it income or deductible?

A. Tax Benefit Rule: if you once took a deduction for prop. you disposed of, then recover the property, you give up the benefit of deduction, not the amt saved

Alice Sullivan case: prop disposed in 1939 had fmv 8700, tax saved in 39=2k. prop returned in 57, P must pay tax on 8700 in 1957, not the saved tax of 2k.

Exception: if deduction saved you 0, you don’t have to include in income

B. Claim of Right Hypo: you get bonus of 10k on 12-31, on 1-2 you find out it’s a mistake and return it. You must report 10k in year 1 under claim of right and can deduct in year 2.

C. Net operating losses [172]- if you have deductions in excess of income (loss) bc of busn net operating losses, losses can be carried back 2 years and forward up to 20 years

D. Cash method accounting/ Constructive receipt

All corps and busn but the smallest use accrual method accounting.

Exception for farmers and personal services providers (lawyers, brokers, etc)

A-method: income is reported when earned, not received, losses taken when incur liability to pay, not when you actually pay money back

C-method: (or other receipt, like a bmw) items are included in income in yr received, deductions in yrs paid.

Constructive Receipt- if you could have received it but chose not to, you received it for tax purposes

V. Deductions and Credits
A. Business expenses-

1. is it ordinary and necessary?

2. is it a current expense or capital expenditure?

3. expense incurred for business or personal reasons? 

[162] allows a deduction for “all ordinary and necessary expenses paid or incurred…in any trade or busn.”

[212] applies only to individuals “ordinary and necessary” expenses f/ income

producing activites Not a trade or busn (ie investment)- 2% floor

Welch v. Helvering: P makes payments on behalf of his bankrupt corp to “re-establish his relations, credit, and good standing” to start a new busn. He 

Deducted paymts as busn. expenses.

Hold: even though payments were necessary to establish goodwill, capital expenses can be necessary.  Also, paying debts you aren’t legally req’d to pay

Isn’t ordinary.  R: “reputation and learning are akin to Capital assets”

Deputy v. DuPont: an expense can be ordinary even if it happens only once but, must be “a common or frequent occurrence in the type of busn involved”

Gilliam v. Comish: artist freaks out on plane on way to lecture, incurs legal fees bc of criminal charges.

Hold: the transaction which gives rise to expense must be of common or 

Frequent occurrence in the type of busn involved- this depends on nature and scope of busn. here travel is not a part of P’s busn of art, and even if it were legal fees are not a cost of transportation.

US v. Gilmore: P tried to deduct legal fees in divorce contest over property

R: doesn’t matter if legal fees are to protect yr busn or trade, must look to origin of claim- to deduct claim itself must be part of busn.

Comish v. Tellier: where legal fees are from crim prosecution arising out of profit seeking activities, cost of defense can be deducted

Reasonable Deductions for Salaries


[162(a)(1)]: ordinary and necessary busn expense includes “reasonable allowance 


for salaries or other compensation for personal services actually rendered”


purpose: to prevent dividends or gifts, which are not deductible from corp income, 

            from being disguised as salary, which is deductible from corp income.

Exacto Spring: IRS challenges 1.3m salary of CEO of closely held corp as excess.

Hold: if manager has increased the value of corp assets, the increase is a rate of 

Return on the investment- higher rate of return, higher the salary allowed.  Here 

Return exceeded stockholders expectations AND salary was approved by owners

“rebuts inference of bad faith”

OSC Associates: distributing compensation according to stock ownership is really

A disguised dividend system. R: even if amt is reas., it must be compensatory


[162m] no deduction for salaries more than 1m paid to ceo or 4 top paid exec of 


publicly held corp unless compensation is “performance based”. “perf” goals 


must be est. by compensation committee of 2 or more outside directors- LAME

Expenses Contrary to Public Policy

Comish v. Tellier

Tank Truck Rentals v. Comish

B. Business v. personal- 2 categories of expenses, 1. all or nothing, 2. allocated

Everyday expenses of employment

1. Child care/ Housekeepers- neither childcare nor housekeep deductible although they are a cost of producing income.  Instead apply credits

Child tax and dependent care credit-

Child Tax Credit [24]- credit per child under 17 of 1k, phased out 

Completely at 150k married parents, 115k for single parent

24[d]- credit is partially refundable, see chirls pg 203-4

[21] Household/Dependant Care Services Needed for Employment

allows credit against tax liability (useless if you don’t owe taxes) for 

parent(s) w dependant children

(b)(2)- allows % of employment related expenses, can apply for day 

care, cleaning lady, chef w/in $ limit

2. nice clothes- also grooming, not deductible even if you don’t wear them outside of your job and it’s req’d for employmt (subjective attitude is irrelevant) [child care- smith v. comish, clothes-pevsner]

exceptions: uniforms, apply “General” use test- would a person on the street consider this normal streetwear?

3. commuting- is a cost of producing income, but considered personal and not deducted

Allocation cases- in case of salesman using car for personal and busn, allocate according to miles driven



4.   Travel-

“overnight rule”- business travel is a deductible expense when it is “away from home”- “away” means overnight in which case meals and lodging are deductible [US v. Correll] also deduct to/from travel costs

[162a] “temporary absences” for busn relocations, meals and lodg. Are deduct. If termination is foreseeable to not exceed one year 

Exception- cannot deduct expenses which are “lavish and extravagant”

Travel between job sites- is deductible and travel from 280A home office to different worksite is deductible

C. Entertainment and meals

[274d] requires taxpayer to maintain adequate records of time, place, amt and busn purpose to support a claim for entertainment expense- no estimates!

[274a] allows deduction of entertainmt expenses only if “directly related” to busn or preceeds or follows a “bona fide busn discussion”

[274n] only 50% of amt of busn meals and entertainmt can be deducted. Can’t deduct club dues, educational travel, luxury travel, etc.

Reimbursed meals- if reimbursed by employer they are fully deductible, but employer is subject to 50% rule- indpdt k’or is employee for this reason- does not apply to de minimis fringe benefits.

D. Home office

[280A] deduct home office expense only if the “office” is “exclusively used on a regular basis as the principal place of business

Amended- “principal place of business” can be home office if used for “admin or mngmt activities” and there is no other “fixed location” as office

Exclusive use- dining room used as office by day and fam at nite isn’t deduct.

TRAP- if you sell your home, the portion allocated to office/busn use is taxed  

E. Vacation Homes- what kind of deductions can you take?

[280A]- a vacation home is a “dwelling unit used for the greater of 1. 14 days or 2. 10% of rental days, can’t take deductions in excess of rental income

VI. Deductible Expense v. Captial Expenditure: Capital Expenditures aren’t deductble.  

      Apply to assets that will last longer than 1 year, or to improvements upon property 

      Which are more than deductible repair and maintence, but prolong life of prop or

      Adapt it for a different use. Includes financial assets (stocks, bonds), real estate, 

      Tangible personal property (machinery, equipment), intangible prop (athlete k).

      Immediately deductible- interest, taxes, R and D: 163,164,174

Cases and Statutes- Aquisistion of intangible assets or benefits
      Woodward v. Comish.: “costs incurred in acquisition or disposition of capital asset are 

      Treated as capital expenditures” (ex brokerage, legal, accounting fees), Here P had 

      Legal , acc’ting, and appraisal fees in order to determine price of stock  parties had 

      Agreed to sell. P argued the costs weren’t cost of acquisition bc they already agreed

      To sell.  Ct says cost had their origin in the process of acquisition, and fees can be 

      Seen as a type of negotiation cost of acquisition. 

      R: if origin of cost is in acquisition /disposition of cap asset, the costs are capitalized.

      [263(a)(1)] Costs of Construction are capitalized in order to provide parity w purchas-

      er of prop. No deduct for “any amt paid out for new bldgs or perm. Improvements or 

      betterments made to increase the value of any property or estate.” [280A] cap costs of 

      demolition [174]- Research and Development-?

      Indopco v. Comish: legal and banking fees incurred during a corp takeover, 

      Even though “ordinary and necessary” as req’d for busn deduct under [163], are actu-

      Ally cap expend. Bc they have purpose of “changing corp structure for the benefit of 

      Future operations [and as such] are not ordinary and necessary busn expenses”

      NOTE: cost incurred to defend busn from takeover are deductible [staley manufact.]

      One year guidepost- if expenditure has useful life of less than 1yr it can be deducted, 

      If it provides benefit for more than one year it May be capitalized, but not always

      Is there “anticipation of a continuing economic benefit over a period of years”? [Fall

      River Gas Applicance Co. v. comish]


Cases/Statutes- Deductible Repairs v. Non-ded rehabilitation or improvemts
      Revenue Ruling 2001-4 (airline case): airline has 3 planes. FAA requires “heavy

      Maintenance visit” every few years.  For plane 1 they did req’d maint. Only resulting 

      In improvemt to plane, but not beyond it’s anticipated life of 20yrs. Plane 2 got maint.

      And replaced entire skin of plane, substantially adding to it’s value, and added phones

      Plane 3 got complete overhaul, modifications to structure via the “hmv” but effect on 

      This older plane was to add substantially to useful life of plane.

      Holding: even though the work performed was similar for all 3 planes, the effects of 

      Work determine cap. of costs. On plane 1, even though the hmv improved the plane,

      It didn’t extend it’s life or give it new use, in fact, the hmv was needed for the plane 

      To perform as anticipated. All costs deducted. Plane 2 costs allocated. Deducted for 

      Hmv, but not for skin or phones bc extend life and new use. Plane 3 all costs cap’d.

Option to deduct or Capitalize

      When would one prefer to cap? if no income to take deduction against

      Applies to: R and D [174], rest, see pg 340-341

A. Recovery of Capital- 3 ways, depreciation, amortization, depletion
B. Depreciation- [167] “reasonable” deduction allowed for “exhaustion, wear and tear, and obsolescence of assets used in trade/busn or held to produce Inc.

No depreciation allowed for items of personal use. Use MACRS for tangible and real property in use since 1981, diff for pre-81 and AMT.

1.  Method- apply annual depreciation rate to depreciable base (cost or basis 

     under [1011] plus any capital expenditures under [1016], during the 

     recovery period (amt of time you can depreciate)

2.  Straight line method- allocate cost in equal amounts over the recov. Period, 

3.  Declining Balance Method (aka double declining basis)- double allocation

     creates larger allowance in beginning, smallest at end when switch s-line.

4.  Salvage- amt you could recover if you sold it. Tax ignores this and allows 

     entire value to be depreciated, recover salvage as gain or loss.

5.  Classification of property- 3,5,7,10 yr class uses 200%DDB switch to SL. 

    15,20 yr uses 150%DDB switch to SL, Real estate uses SL. You can choose

     SL for any class of property.

6.  Timing-

     Half year convention- for personal property purchased after jan 1. allow 

     Half yr depreciation in first and last years.

     Mid- Quarter convention- if purchase significant amt prop in last quarter

     Mid- Month convention- real property takes half month depreciation for 

     Month of acquisition and disposition

7.  Exceptions- [179] allows businesses to deduct cost of busn assets if total 

     expenditure is less than $200k, current deduction is 100k- used as subsidy.

     [197] intangibles are amortized on SL method for 15yr recovery. Only 

     applies to intangibles created for busn/trade: goodwill, know how, govt. 

     liscences, customer lists, franchises, trademarks, etc. 

     [195]  start up expenses for new business can be amortized over 5yrs.;costs

     can be deducted that would have been deducted if yr business existed- but 

     you must actually have a business to deduct. If you haven’t gone into busn

     yet, you must capitalize the same costs [Richmond TV corp v. comish]

     [1.167(a)-2] land is not depreciable, if land/bldg bought together B is 

     allocated according to FMV

     [1.167(g)-1] if prop used for pers and busn must allocate B, if pers prop is 

     converted to busn use, b is lesser of 1. FMV at date of conversion or 2.adjB

     antiques, artwork not depreciable bc have no useful life bc of phys. Cond.

     Simon v. Comish: tax depreciation depends on wear and tear and does not 

    Consider market appreciation (ex elvis’ guitar- if it can get worn, its depbl.)

C. Depletion- for mineral, oil, or gas development, capitalized costs of investment are recovered thru depletion [611] bc difficult to ken how much of resource has been used

1.  Cost depletion- estimate total amt of resource, then allow deductions of 

     cost in proportion to each year’s extraction. adjustmts later if wrong est. 

2.  Percentage Depletion- allows a deduction of  % of GI each year of produ-

     ction, even after basis has been recovered- subsidizes resource expl/devp.

D. Interest
1.  Business- interest on debt used to operate a business or trade is a cost of 

     doing business and deductible like business expenses [163a] except if 

     related to building capital assest, then capitalized. Also restricted by 

     passive loss rule. 

2.  Investment- interest from debt incurred in investment is deductible only to 

     the amount of net investment income. Note- trading securities doesn’t rise 

     to level of business or trade for tax purposes, usually.

3.  Personal- [163h] defines personal interest as anything NOT busn/trade, 

     investment, or passive activity.

E. Losses

F. Tax Shelter Losses 

1. At risk rules 

2. passive activity losses


G.  Bad Debts


H.  Standard Deduction and Personal Exemption


 I.  Education (6)


 J.  Personal Interest Deduction


K.  Taxes Deduction 


 L.  Charitable Contributions

N. Medical Expenses

VII. Whose income is it?


A. Taxation of the Family


B. Divorce

VIII. Capital Gains and Losses


A. Mechanics


B. Policy


C. Capital Asset


D. Recapture

