Basic Tax Outline
Calculation of Income Tax:  (1) GI – bus expenses = AGI (2) AGI – per deductions and pub exemptions = TI (3) TI x tax rate §1/§11 = T
(4) T- credits = liabilities. – Note if in sales: Gross receipts – Cost of selling goods = GI

GI §61 INCLUDES:





(4) Trade or bus- activity engaged to seek profit
- Decrease in liabilities or increase in networth (assets- liabilities)


Exception § 183 – can deduct if income exceeds deductions
- Punitive damages or emotional distress is dignity tort sense


from an activity not entered for profit.
- Stealing money/ deduct if pay back/ “I preserve the fifth”


Expenses (deduct) v. Cap expenditures (not deduct)
- Realized and recognized gains from property dispositions


Expense – repair/maintenance, not prolong life of property
- Alimony §71 (§215 the payor would deduct)



unforeseen expense that arises, not add value to property
- Reimbursement for moving expenses




Capital Ex- give property useful life past tax year, adds value
GI – Gains by dealing in property




adopts the property to a new and different use, foreseen expense
Calculation = The amount realized – Adjusted base = gain/loss

Typical Bus Expenses Deducted
Basis – amount invested in property minus adjustments (cost)

(1) Salaries – must be reasonable (compare amount and methods)
(1) Supreme court presumption – if FMV on one side is determined

employ shareholders to avoid double tax/ Golden parac rule §280g
then the this is the FMV of the other property.



(2) Traveling Expenses – transportation, lodging, 50% meals
(2)  “payment in kind” – amount recorded as income (FMV)

- away from tax home- prin place of bus/ not commuting (but tools)
(3) §1014 decedent – DOD value stepped up



- time must be temporary not perm or indefinite (1 year rule – perm)

- § 1014e – is basis if gift to decedent in year before 

- over night rule – only applies to lodging and meals not trans

death and donor inherits property



- for trans primary reason must be personal (meals and L day by day)
(4) §1015  gift – basis same as donor





Holidays are considered bus days

Exception – FMV if (1)basis> FMV and (2) a loss

- Foreign Travel §274c applies if (1) over week or (2) 25% or over

- if amount falls in between then no gain or loss


- § 274 proof required – reasonable estimate/need no receipts
Gift tax – part is added to the basis by the following calculation

(3) Rentals – rentals for use of property
Increase is basis = (gift tax paid) x (FMV – Donor’s basis)


(4) Expenses for Education




(FMV of gift)


- Can be deducted if

(5) § 1041 basis or property given to spouse or ex-spouse



(a) education maintains or improves skills in existing bus
is transferors basis – so exceptions as under gift rules.



or helps qualify him to perform new duties on job
Amount Realized







(b) the education meets requirements by law or by the 
Craine case – borrowed money counted in it and basis



employer to maintain job or compensation (teachers)
     Recourse liability – assumes/ non-recourse – subject to


- Can not be deducted if expenses made while party is not carrying
- Selling expenses – added to basis or subtracted from A R


  on a trade or bus/ when required to meet min requirements for trade
(expenses for broker to sell stock etc.)




  or abandonment but education is to start up again.
WHAT IS NOT GI





- Travel and education/ per se – no/ to obtain education - yes
- Imputed income – FMV or rights exercised in consumption

(5) Entertainment – if ord, nec and bus benefit – customers and pros
- Unrealized gains and losses – must dispose property first


- § 274 proof rules will apply.
- Borrowing – b/c have to pay back (is GI if liabilities decrease)

(6) Uniforms – if required as condition of job and not street wear
- Rebates – reduction in purchase price instead



(7) Dues – if organization is directly related to trade or bus (bar)
- Damages § 104 compensatory arising for injury and physical sickness
Non-Bus Expenses – can deduct following if ord and nec

would include physical manifestation of ED


(1) the production and collection of income – attorneys fees for alim
- Health insurance §105/106 – employer paid limited to costs

(2) the management of property held for the production of income
payment from policy the whole amount excluded



(3) for dealings in tax matters – expenses in preparing returns ect.
- Life Insurance – includes terms or chronically ill


§ 165 Losses – General – the following may be deducted

Exceptions (1) cashes in or (2) borrows on


(1) losses incurred in a trade or bus § 165(c)(1)
- Annuities (LI) §101d/72 – principal excluded by part is income

(2) losses from trans entered into for profit § 165(c)(2) – consider 
    Amount of payments determined by mortality tables


     original motivation for transaction – selling house is personal
   Calculation    Amount of installment x   ( the installment #)

(3) Casualty losses/ sudden and unexpected events §165(c)(3)




     (Install x mortal years)

(4) Worthless Security – bypasses requirement that loss/ gain be
    §101 – keep exclusion rate forever out of luck if die


      recognized. – take loss year it becomes worthless – cap loss
    §72 – no longer get rate after years past/ estate gets deduction

Losses from Bad Debts § 166

if party passes away before getting whole amount.

(1) Bus Debts- deduct whole or partial worthless debts/ ordinary

Exceptions: (1) if transfer policy is GI past csd amount

   - all corp debts are presumed to be a bus debt

(2)the transferee is the insured, or a corp in which the 

(2) Non-bus debts – only deduct wholly worthless/ cap loss

insured is a shareholder or officer.



    - shareholder giving money to corp is nonbus not bus debt.
- Gifts and inheritances § 102 – subjective/ generosity/ cannot be

Depreciation § 167, 168 and 179 – applies to Cap expenditures
   Compensation – executor gets a commission from estate


Three Methods of Accounting (refer to worksheet)
- Interests on State and Local bonds § 103 – arbitrage bond exception

(1) Straight line – spread cost evenly over useful life.
- Educational Provisions-scholarships/ tuition reductions/ savings accounts
(2) Sum of All Years –multiply depreciable base by a fraction – 5/15
   529 plan – set money is state plan for tuition and books


(3) Declining Balance – decline the balance rate at 200% - thus


     





multiply 2 by the straight line fraction against amount left in 

TRADE AND BUS DEDUCTIONS (Bus expenses)


depreciable base (less b/c subtract deduction from each year)
A deduction is allowed for ordinary and nec expenses paid or incurred
Method (1) bonus under 179, then 168 depreciation
In carrying on a trade or bus.





§ 167 – where depreciation is allowed in the code
The basis definitions of the rule




§168- sets up MACRS that is used today 
(1) Ordinary – expense common to bus community


- includes investment depreciation unlike 179
(2) Nec – appropriate, helpful and reasonable beneficial


- the salvage value is deemed 0
(3) Carry on – bus must be inexistence not starting.


- 200% declining balance method/  Applicable covention

Exception - § 195 Start up expenses (60 months) 


- has a recovery period table- used to determine useful life/ Bulletin
§179 Bonus Deductions – taxpayer may elect to deduct


Charitable Contributions § 170 – deductible
- personal depreciable bus property that is tangible (not patents)

Qualified Donees (1) charitable and (2) serve a public interest
- can deduct up to $100,000 – chose the property you deduct from

- churches, schools, public entities – beware of public policy
- Amount reduced dollar by dollar by the cost of section 179 property
Measure of amounts given. – the cash or check amount.
placed in service during the year over $400,000



Property/ ordinary income or short-term capital – adjusted basis
Applicable conventions § 168




Long-term capital – deduct FMV if property is related to org-painting
(1) Mid Year Convention (default) – assumes placed mid year/ 1st 

if no relationship then the properties adjusted basis is deducted
years only half of the amount will be depreciated



Donating Partial interest in property – Charity annuity trust
(2) Mid-Quarter Convention – if 40% of depreciable property is 

and charitable remainder Unitrust
placed in service during the last three months of the tax year, then

Limitations On Contributions – 50% of AGI to public charities
this is the convention. (make denominator 8)



30% if would have been long-term capital/ 30% general to private 
Depreciation of Real Estate – the buildings not the land § 1245 prop
20% if would have produced long term capital to private
(1) Residential RP – 80% of income is rent from dwelling units/ 27.5 yrs
Extraordinary Medical Expenses§ 213- can deduct for medical
(2) Non-residential RP – office building/ 39 years


expenses n/ compensated by insurance or etc.  over 7.5% of income
(3) Straight line – salvage is 0





Alimony – Deduct under §215 (GI under 71)
(4) Applicable Convention – Mid-month (denominator is 12)

Luxury Autos 280F limitations (cars more than $12,800)


RESTRICTIONS ON  DEDICTIONS
1st year - $2,560/2nd year - $4,100/3rd year – $2,450/So on - $1,475

personal, family and living expenses – no deductions allowed
Net Operating Loss Deductions § 172 



Illegal Activities §162(c)(f) and (g)
“Net Operating Loss” – the excess of allowable  bus deductions over GI
1977 Foreign Practice Statute- US corp c/n bribe Gov official
- Carry back- can carry back to the two preceding years (must start at year 2)
§162c – illegal bribes, kickbacks and illegal payments no deduct
(would result in a tax return for those preceding years)



Federal – just need provision in force/need not be enforced
- Carry Forward – can elect to carry forward – hear you have 15 years


State- the law needs to be enforced to apply
can choose to just carry forward




§162f- fine of penalty paid for violation of law – no deduct








§162g- treble damage payments under antitrust laws (punitive)
PERSONAL DEDUCTIONS/ ALLOWANCES


Public policy – limited to what stated above c/n argue for new lim
Personal Exemptions - $3,000(phase out w/more income)

Expenses or Interest relating to tax  exempt Income§ 265
- each taxpayer takes an exemption




§265(a)1- cannot deduct expenses related to gain n/ income(gift)
-taxpayer and spouse – can claim for each if joint, if file separate

§256(a)2- no deduct for payment of interest on a debt incurred
  and one spouse in the dependant of another – then can claim two

to purchase or carry obligations which are tax exempt (bonds)
- Dependants – can claim for each Dependant



- Mask transaction – make each step old and cold
Three Factor test for Dependant




Transactions between Related taxpayers § 267 – no deduct for loss
(1) GI – not exceed exemp unless under 19 or under 24 but a full

arising from the sale or exchange of prop between rel taxpayers
time student for 5 calendar months of year



Relationships –  (1) sib/spouse/ ancestor/ lineal descendants or (2)
(2) Relationship- relative or steps including in-laws/ individual who

and individual or corp when id owns 50% (constructive ownership)
lives w/ taxpayer and relationship not a violation of local law

of (3) fiduciary of trust and grantor


(3) Support test – must provide over ½ of support (food, shelter, ed etc)
Losses and relief of subsequent sales – if the transferee is later sells

(a) Multiple support agreement – can claim if proved over 10%
the gains will recognized to extent it exceeds the loss of the transferor

and over half os support is from those w/ qualifying rel (decl)
Deferred timing of deductions – accrual method – a taxpayer on this 

(b) Divorce- custodial parent for majority of year can claim (decl)
method may n/ take a deduct until amount is actual/ con paid by rel
Interest §163







(1) Trade or Bus -  interest paid on indebtedness allocable to trade or bus but
TIMING/ METHODS OF ACCOUNTING
other than the trade of bus of performing services



Cash, receipts –  income when paid and deduct when pay (construct)
(2) Investment Interest – deduct on interest paid from indebtedness

Accrual Method- GI when right to money arises and deduct when

incurred in purchasing or carrying property held for investment but can not
obligation arises/ Reserve accounting – only when authorized in code
exceed “net investment income” (income from investments) roll forward
when you deduct expenses you expect to pay – must be pretty accurat
(3) Personal interest Deductions – generally not allowed but for following
Inventory Accounting- sell products – applies to manu, retailers etc.
    - Qualified Residence interest –  interest secured by borrowing off

GI=total receipts – cost of goods sold
    qualified property.  Need not be primary but if deduct from 2/ 2 lim
CGS = OI + purchases – CI (opening and closing inventory
    (1) a place to sleep and (2) a bathroom- in order to qualify

FIFO- CI is valued at cost of items most recently purchased

(a) Acquisition Indebtedness – debt in acquiring, constructing
LIFO – CI is valued at price of oldest items (must use for all purpose)

or improving residence – limit 1 mill (cannot add to )

- the higher the CI the higher the GI – the lower the CI the lower GI

(b) Home Equity Indebtedness – the loan secured by residence
Installment method of accounting - idea that you do not get income

is used in other tings such as education etc. Limit is $100,000
until paid, hence a portion will  is GI and portion basis of each install
Taxes – typically allowed for any taxed by Federal income applies to

Calculation   Installment   x  Profit (amount realized – basis)
- State, local and foreign property taxes







total payment to tax payer

- State and local personal property taxes



- may need to also worry about what is principal and what interest
- State, local and foreign taxes on income, war profits, and excess profits
When Buyer Assumes Debt on Property or takes it subject to
- Some taxes incurred in carrying on a trade or bus (Foreign most credit)
If profit is lower than amount received – use the same fraction
Personality Casualty and Theft Losses §165h



the denominator would not include money owed to bank
Bus or Casualty losses – treated as a regular bus expense


When the profits are higher than amount received by taxpayer - 
Personal Casualty Losses – sudden, unexpected event (fire, theft, storm)
the amount the mortgage exceeds basis is treated as payment on
Must be Physical Damage





closing. The rest of the installments will all be included as income
Measure of the Loss – FMV before – FMV after (gain if insurance)

in later years.
- Can only claim for loss that exceeds $100 per casualty


Depreciation Recapture - § 1245 overides §453 – gain is recognized
- only claim deduction if loss exceeds 10% or parties GI. (net against gains)
to extent of depreciation spread      Install  x  Profit - depreciation












total amount paid  to taxpayer
· if numerator is 0 then all gains needs to be reported
Election - §453 – requires you to elect out if want to recognize all
Claim of Right Doctrine – party required to include prepayment

PROPER TAXAPAYER/ ASSIGN OF INCOME
In GI though a portion later may be returned – the deduct in later yr

Married parties- joint returns
Exception: if amount to repay exceeds 3,000 then can option the lesser
Two Main Rules re: the proper Taxpayer
(1) simply deduct the amount repaid or




(1) income taxed by person who earns it by performing services
(2) compute tax without deduction and credit amount tax liabilities


Exception: (1) relinquish right to amount b/f perfom service
would have decreased if the amount earlier had not be GI.



(2) they do not control how the money is spent

Tax Benefit rule – if deduct taken is disallowed later then include

(2) Income from property is earned by property owner (coupons)
Amount in GI






Ripeness – owner only taxed when income of prop becomes due

Exception §111 – applies when the amount disallowed

Earned income from sale of property – the owner of the title who

Did not income taxpayers tax the year the deduct allowed

does all the work of finds buyer/ neg income is the one who is taxed

- congress assumed the deduct disallowed was last taken

- hence c/n transfer income to child by giving part of title before clos

- if part deduct counted and part not then the amount

Assigning Income through use of Entities 


disallowed will be assumed the part taken.


(1) Partnership- partnership pays 0 tax and the individual taxpayers








pay tax on the income received by the partnership.
NONRECOGNITION





Assignment – can make someone a partner b/c allowed under State
Like kind exchanges § 1031– no gain/ loss recognized if like kind

law – make partship a gift. Donee cap interest but donor do all work
Prop is exchanged for like kind (investment and trade and bus prop)

(a) first allocate income to donor for com of services at FMV
(does not apply to personal property, stocks, bonds or inventory)

(b) then allocate donor and donees interest with remaining income
Basis of new prop:  old prop – any money received + any recog gains
(2) Corporation – corp pays tax and distributes income to sharehold
When prop not solely exchanged for like kind/ some ($) §1031(b)

in dividends which are taxed a second time.
The realized gain is to the extend of the boot (the $)


Assignment – taxpayer transfers stock to fam members and it shifts
When two properties are exchanged and one assume a mortgage

dividend income to new holder. Expensive to shift – double taxation
- the amount assumed in mortgage is characterized as a boot

(3) Trust – beneficiaries taxed when distributed to them not trust
When both parties in exchange assume liabilities – literally then a boot
Ways income in the trust is taxed.
But mitigation rule-the party assumes more liability has boot over excess
(a) Simple – distribute income when made and trusts deducts it all
Starker exchanges- delay in time of exchange/ one receives before give
(b) Complex – tax trust now and give credit when it distributes
There are two requirements if not simultaneous:



Clifford/ Grantor Trust – when the grantor is taxed on trust income
(1) the property to has to be identified within 45 days of transfer 

§ 670 revoke – if he has power to revoke then he is taxed on income
(2) title has to be received within 180 days of transfer


§ 673 reversion –taxed is value of reversionary interest exceeds 5%
Intermediary – (trustees and escrow agents)



§ 677- if portion of trust w/o approval of an adverse party the income
Involuntary Conversions §1033- relatively the same as “like-kind”

of the trust may be distributed to the grantor or grantors spouse.
Non recognition rules apply if (1) the property is converted into

- applies if income may be used to satisfy an obligation – support
Similar property (2) the property is converted into money and then


exception – if money may be used for support of child
Taxpayer purchases similar property (excess $ is boot)



however if used for such purpose then it will be taxed.
Basis: Old – any $ received + any recognized gains (- losses)


Involuntarily Converted- property condemned, or if wholly


ALIMONY/ CHILD SUPPORT/ PROPERTY SETTLEMENTS
Or partially destroyed, stolen, seized etc.



Alimony the Following must apply§71 (GI/ deduct §215)
Similar property – stricter than like kind (compare rel w/ prop)

(1) payment made in cash (check/ money order)
Sale of Principal Residence §121 - may exclude gain if taxpayer

(2) payments received by spouse of made on behalf of (bills)
Has owned and used residence for 2 of the last 5 years. Only use 

(3) must be made under a divorce or separation agreement
Provision for one residence at a time and only once every 2 years.

- a decree or written instrument incident to decree/ written separation
Amount Limits – no more than $250,000/ $500,000 if married.

(4) If decree cannot be members of same household/ not apply to sep








(5) no liability to con payments after death (magic words/ state law)
UNSTATED INTERESTS





(6) can agree to make payments not alimony for tax purposes – n/ vv
Applies when someone makes a loan below the applicable federal

(7) the payment may not be child support
Rate. The amount not accounted for is deemed to be transferred

Property settlement – not GI nor can deduct
By the lender to borrower and then retransferred from borrower 

Front Loading – so cannot call property alimony - prevention
To lender as if the interest had actually be stated. – foregone interest

§71f the amount of excess alimony is required to be included in
Foregone Interest Calculations




payors GI and payee may deduct it in 3rd post separation year.
Present Value – how much you put aside now to accumulate the

Calculation: 2nd excess: (2nd amount – (3rd amount +15,000) 
Desired amount in a certain time period.



1st excess: (1st amount – (2nd and 3rd average + 15,000) 
Two Types of Loans (calculate Foregone interest)



Excess to be deducted = 1st excess + 2nd excess)
(1) Term Loan- difference between amount transferred and the 

Problems the lawyer will run into w/ clients
present value of all payments called for on the loan by its terms.

Payor- angry b/c huge amount is GI in 3rd year, but interest free loan
(2) Demand Loan – the applicable federal rate for the tax year

Payee – losses time value of money and the deduction is not worth
on the amount loaned. Add the interest at the end of each year

much if she does not have much GI b/c will unlikely deduct whole
until paid.






Solution – state in instrument that amount is not alimony
Gift Loan (not apply if loan less than $10,000)



§ 1041 property settlement/ basis
Transfer: B: not income(102)  L: no tax consequences


§1041(a) no gain/loss recog for prop transfer between spouses
Retransfer B: deducted maybe  L: GI




or ex-spouses incident to divorce. (1st 6 years presumed)
- Limitation if retransfer is less than §100,000 then the


§1041(b) the basis of above would be adjusted basis of transferor
retransferred amount shall not exceed the Bs investment Income

- thus party would want to acquire property with higher basis so
Compensation Loan





they can report less income (two items w/ diff basis but same FMV)
Transfer: Employee/B: GI   Employer/L: deducted as bus expense

Child Support – not GI nor can deduct
Retransfer: Employee/B: deducted maybe  Employer/ L: GI


may be stated as such or simply reduced on happening on 
Corp-Shareholder Loan (not apply if loan less than $10,000)

contingency related to the child (when child reaches majority)
Transfer: Share/B: GI(dividend)   Corp/L: not deduct b/c n/ salary

Dead beat dads – if amount paid is less first consider CS then alimon
Retransfer: Share/B deduct maybe  Corp/L: GI



Lawyering – state clearly what amount is CS and what is alimony
CAPITAL GAINS/LOSSES





§1245 recapture –  dep personal proper in trade or bus (179)
General – the gains are taxed at a different rate than ordinary

Deduct depreciation for ord income thus if recapture amount
Income/ the max 15% but 10% for lower income



should be ordinary gain.
Capital gain/loss §1221 (definitions)




Rule – the gain realized from sale is ordinary to the extent of either
The gain or loss from the sale or exchange of an capital asset

(1) the gain realized (received – basis) or (2) the depreciation taken
Sale or exchange – usually not an issue- the thing transferred 

whichever is smaller.
Must continue to exist. Thus receiving insurance from invol


- If amount realized is higher than depreciation then the excess enters 
Conversions is not b/c the contract is extinguished.


The main hotchpot under § 1231
Capital Asset- property whether or not connected w/ trade or bus

§1250 Recapture – real estate (depreciable/ thus buildings)
But the following are not capital assets:



The amount recaptured as ord income is the difference between
(1) Inventory property held primarily for sale to customers


the depreciation taken under acc method and what would have

Futures contracts – inventory is highly interrelated

been taken had there been straight line depreciation.

Prop subdivided for sale- will be inventory unless 

-no longer really applicable b/c straight line required in 1986 amd.

(1) the prop was previously not held for sale


applies only the parties who have purchased building before 86

(2) no sub improvements have been made on prop

and low income housing using accelerated methods.

(3) subdivided in 5 lots or less



§ 1231 Property – only applies to amounts not recaptured.
(2) Depreciable and real property used in trade or bus


Applies to dep bus property, real estate, and prop invol converted.
- not apply to investment depreciable property.



§1221  declared this property as not a capital asset and invol conver
(3) Copyrights and similar prop (lit, music, letter, memo etc.)

is not a sale or exchange so thrown out and § 1231 captures it.
- not cap asset in hands of (a) creator (b) person created for


Main hotchpot – net all gains/losses of § 1231 property (cond)
or (c) person who received with transferred basis from a or b

If gains exceed losses – then net gain is long-term and entered into
§1235 – you can sell rights to product then cap asset treatement

§ 1222 netting process. (just characterizes as long-term) 
(4) Accounts receivable- ARs acquired in ordinary cousr of bus/ 

If losses = or exceed gains – the loss is treated as ordinary loss
records of a co of what people owe.




Subhotchpot – applies to gain/losses from casualty invol conversions
(5) Publications of the US gov. – not a cap asset if held by


(tests items twice) First net the gains and losses here together.
taxpayer who received the pub or one with transferred basis


If overall net loss – loss is ordinary loss (no sale or exchange)
from one who received the publication.




If there is a net gain – then the items go into main hotchpot
Holding Period § 1223





§ 1231c – 1231 gain shall be treated as ordinary to the extent it
Long-term capital gains/losses – held for more than yr and day

does not exceed nonrecaptured ordinary losses from the 5 preceding
Short-term capital gain/losses – when prop is held for less than yr

years. (treats as if gain and loss where is same year)
Calculations §1222





- Solution – just sell the property with a gain before selling property 
1st – separate long-term and short-term gains and losses and net

with a loss.
If both have the same sign (+ or -)

Gains (+) the net short term is treated as ordinary and the

Net long-term gains is treated as cap gain and taxed in lower bracket

Losses (-)
(1) deduct a max of $3,000 for the year taking the amount first

from short-term and then whatever left from long-term

(2) Carry-forward what you do not deduct to year two. The 

amount will most likely be characterized as long-term

maybe some short term. (put amount in its separate pile for netting)

If both of the signs are Different: - then net the long term and 

Short term nets together to get a net loss or net gain.

- the character of net gain or loss will be that of the

number with the largest absolute value from the net LT and ST

- ST is ordinary and LT is capital if gain (loss as above)

Corporate Liquidation – assets are liquidated and creditors

Paid off and the rest is distributed to shareholders. The 

Liquidation is treated as if the stock is sold. The amount received

Is subtracted from their basis in the stock The liquidated amount 

Is cap gain.

Pay back of a capital gain – if you take the amount as a cap gain

In the year you recorded it, then when you have the payback the 

Amount you took as a gain, the you would report it as a capital loss.

