Tax – Brown – Fall 2006

I. Gross income:  Included in GI?  
Rule:  GI includes all income from whatever source derived.  Authority:  § 61(a) & Glenshaw Glass (broad DEF).  Congress adopts broad DEF of income.  

§ 61(a)(1) – Except as otherwise provided in this subtitle [§§61-140], GI = “all income from whatever source derived, including but not limited to:”  

(1) Compensation for services, including fees, commissions, fringe benefits, and similar items;

(2) GI derived from business;

(3) Gains derived from dealings in property;

(4) Interest;

(5) Rents;

(6) Royalties;

(7) Dividends;

(8) Alimony and separate maintenance payments;

(9) Annuities;

(10) Income from life insurance and endowment contracts;

(11) Pensions;

(12) Income from discharges of indebtedness;

(13) Distributive share of partnership GI;

(14) Income in respect of a decedant; and

(15) Income from an interest in an estate or trust.  

Glenshaw Glass Rule:  Use this test if it isn’t clear that $ falls into GI:  Must pass 3 prongs to include it in GI.  
(1) Accession to wealth

(2) Clearly realized; and 

(3) Complete dominion

A. Prizes and awards (besides qualified scholarships):
Rule:  § 74(a) :  In gen’l, prizes and awards are included in GI, unless you donate it directly to charity pursuant to the rules in § 74(b).  

Exception 1:  May exclude it if qualified scholarship (§ 117  

Exception 2:  May exclude it from GI if donated to charity:  
(1) Primarily in recognition for religious, charitable, scientific, educational, artistic, literary, or civic achievement

(2) Recipient didn’t nominate himself for the prize or contest

(3) Recipient is not required to render substantial future services as a condition to receiving the prize

(4) The prize or award is transferred by the payor to a governmental unit or organization described in § 170(c)(1) or § 170(c)(2), pursuant to a designation made by the recipient.  

Exception 3:  § 74(c) – Exception for certain emp’ee achievement awards.  
B. Windfall Property in Kind

Treasure trove:  Constitutes income once it is within “undisputed possession.”    
II. Exclusions:  Can anything be excluded from GI?  
§61(a)(1) – Except as otherwise provided in this subtitle [§§61-140], GI means all income from whatever source derived…

[Must have a specific code provision to exclude something from GI]

Rule 1:  Certain fringe benefits provided by emp’ers to emp’ees may be excluded from GI.  

Context:  Employer-employee
Overall Limits:  Most of these rules are subject to a non-discrimination requirement – that all employees have access to the benefits, and not just the executives.

A. Meals & lodging:  

Excludable:  Meals & lodging furnished on premises – as long as for “convenience of emp’er.”  

Limits:  

(1) Must be for “convenience of employer.”  § 119

(2) Must be in-kind, not cash reimbursement

(3) Lodging must be necessitated by the job and not just that it would facilitate better performance

Exceptions to limits:  

(1) Preacher’s residences, rectories.  

Authorities:  § 119, Regs. § 1.119-1, Comm’r v. Kowalski

Employer:  Probably gets a deduction under § 162 for trade or business expenses.  

B. Employer pays for school:

Excludable:  Up to $5,250/year<v>

Limits:  

(1) Not limited to job-related

(2) Only excludable for tuition, books, supplies – not housing or living expenses

Authorities:  § 127

C. Dependant care:  
Excludable:  Up to $5,000/year<v>

D. Free stuff from emp’er:  

Excludable:  Free service or good in emp’er’s line of business

If it costs the emp’er nothing – the empty airline seat, where emp’er’s capacity exceeds demand for service.  Probably harder if consumable good and not a service, but possible.  

Authorities:  § 132 (Miscellaneous fringe benefits)

E. Emp’ee discounts from emp’er:  

Excludable:  May exclude the amount of the discount from GI if less than 20% discount or if less than the average profit margin of the product.  

Limits:  

Authorities:  § 132 (Miscellaneous fringe benefits)

F. Working condition fringe:  

Excludable:  If emp’ee uses pens provided by emp’er on the job, emp’ee may exclude the pens because emp’ee would otherwise be able to deduct the pens as a trade or business expense under § 162.  

Authorities:  § 132 (Miscellaneous fringe benefits)

G. De minimis fringe benefits:  
Authorities:  § 132 (Miscellaneous fringe benefits)

H. Qualified transportation:  

Excludable:  Up to $105 (2006) may be excluded from GI for transit pass, and up to $205 (2006) may be excluded for parking.  

Authorities:  § 132(f)(2)(A) (Miscellaneous fringe benefits) (adjustment for 2006, per A#1)
I. Cafeteria plans:  

§125

Authorities:  § 125
J. Worker’s compensation:  
K. Tuition reimbursement:  
Excludable:  Up to $5,250 (adjusted for inflation), but it must be an actual plan – several requirements.  

Authorities:  § 127
Rule 2:  Certain personal benefits may be excluded from GI.  

A. Gifts & inheritance:
Excludable:  Property received tax free if it is a gift

Limits:  

(1) Detached and distinterested generosity std.:  Looks to donor’s motive

(2) Presumption against “gifts” in emp’er-emp’ee context

(3) Gain which exceeds the basis in the property is taxable under § 61(a)(1) under “gain.”

a. Living gift:  Donee takes donor’s basis, usually.  
b. At death:  Donee’s basis is the value of the property at decedant donor’s death, usually.  Built-in gain is not taxable.  

(4) Transfers to spouse:  treated as gift, and § 1041 beats § 1015

Exceptions to limits:  

(1) Built-in gain may be tax exempt if gift at death.  

Authorities:  § 102, Duberstein (motive of donor:  “detached and disinterested generosity,” Farid-es-Sultaneh v. Comm’r (gift can mean different things in income tax v. estate tax worlds)

Donor:  

Excludable:  Up to $12,000 annual exclusion per donee, or up to $1M in donor’s lifetime.  $12,000 does not go toward the $1M exclusion.  

B. Scholarships:  
Qualified scholarships

Limits:  

(1) Limited to tuition, fees, supplies – not living expenses

(2) Must lead to a degree

(3) Scholarship

Authorities:  § 117

C. Welfare
Rule:  Unemployment compensation is taxable, but most other compensation is not taxable.  

D. Damages and certain insurance benefits

Murphy case

E. Prizes donated directly to charity

See inclusions – § 74(b)  

III. Deductions:  
Non-itemized:  

A. The Personal Expense Deduction:  
Amount deductible:  $3,300 for 2006, so that each T/P and each dependent is entitled to a $3,300 deduction.  § 151(d).  

Limits:  Phased out under § 151(d)(3) once your AGI reaches a certain threshold point:  

Unmarried individual:  Threshold point = $150,000

Married, filing jointly:  Threshold point = $225,750*

* Marriage penalty exists for higher income married couples.  

Limits:  § 151(d)(3)(E):  The “applicable fraction” reduces the steepness of the PE deductions (§ 151(d)(3)(E)).

Married, filing jointly:
Phaseout begins at $225,750 AGI
Phaseout complete, at $348,250
But for 2006, at $409,594**

Head of household:

Phaseout begins at $188,150 AGI
Phaseout complete, at $310,650
But for 2006, at $371,994**

Unmarried individuals:
Phaseout begins at $150,500 AGI
Phaseout complete, at $273,000
But for 2006, at $334,344**

Married, filing separately:
Phaseout begins at $112,875 AGI
Phaseout complete, at $174,125
But for 2006, at $204,797**

**2006 Quirk:  Under § 151(d)(3)(E), (2006) only 2/3 of the amount of the reduction under § 151(d)(3)(A) or (B) occurs.  

B. The Standard Deduction

Amount deductible:  $5,150 for an unmarried individual (or married filing separately), $7, 550 for head of household, $10,300 for married, filing jointly.*  §63(c)(2)
* An attempt to eliminate the marriage penalty by making it 2 X the individual’s standard deduction.    
Above the line:  

A. Moving expenses § 217

B. Interest on Educational Loans
Amount deductible:  Up to $2,500.  

Limits:  Phased out under § 221(b)(2)(B) when “modified AGI” (use AGI) exceeds $50,000 for unmarried individual, $105,000 for married filing jointly.  The phaseout is complete at $65,000 for unmarried individual, $135,000 for married filed jointly.  

Calculation:  No calculation needed if > $65K or >$105K ( No interest deduction.  

Individual:  $2,500 X (actual AGI – $50,000)/$15,000.  

Married:  $2,500 X (actual AGI – $105,000)/$30,000. 
C. Deductions:  Trade or business expenses:  

§ 162(a) allows T/P to deduct “ordinary and necessary expenses paid or incurred during the T/Y in carrying on any trade or business, including”

(1) rxable allowance for salaries
(2) traveling expenses while away from home
(3) rentals or other payments required to be made as a condition to the continued use or possession as long as for purposes of trade or business and T/P has no title or equity in the property

“Necessary” just means “helpful” and is not a very strict test.  

“Ordinary” means that it is typical in that line of business or industry and is a little more strict.  

Easy cases:  


Salaries ( deductible under § 162(a)(1)

Travel expenses while away from home if < 1 Yr ( deductible under § 162(a)(2)

Office rent ( deductible under § 162(a)(3), assuming he has no equity in the property

Apply the ordinary and necessary test to others:  

Utilities, office supplies, etc.  
Utilities are easily O&N.  

Education:  

Note:  Professional or vocational education related to a new trade or business is not usually deductible under § 162 because it fails the “carrying on” requirement and the “expense” requirement.  It looks more like a cap-ex than an expense, primarily b/c it has a life that extends beyond the taxable year.  
Regs 1.162-5 allow you to deduct educational expenses related to trade or business:  

Rqmts:  Regs. 1.162-5 say deductible if the education helps maintain or improve the skills required by the individual in his job or is required by employer or the law to maintain a license to practice.  

Limits:  Can’t deduct educational expenses that are “minimum educational requirements” or that would “qualify him for a new trade or business.”  
Itemized:  
D. Start-up costs:  
Where the § 162 “carrying on” requirement is not met but all other § 162 requirements are met, § 195 allows you to amortize business start up costs over first 60 months of the business.  

Education related to start-up is not usually deductible under § 195 because it fails the “expense” requirement.  It looks more like a cap-ex than an expense, primarily b/c it has a life that extends beyond the taxable year.  

Miscellaneous itemized:  

Below the line deductions – subject to the § 67 and § 68 floors, plus you won’t take it unless it exceeds the standard deduction.  

Limit on miscellaneous itemized deductions:  

Limit on all itemized deductions:  

§ 68 – If AGI exceeds $150,500:  Then your deduction is phased out, using a 3% floor.  
(Same if AGI exceeds $75,250 for a married individual filing separately)

§ 68(f) – provides some marriage penalty relief to higher income married couples.  

Always ask:  Do the total itemized deductions exceed the std deduction?  

IV. Credits:  
A. EITC:

V. Schedules & Std. Deductions:  

Using 2006 adjustments:  
§1(a)
Married Individuals Filing Joint Returns and Surviving Spouses


If Taxable Income Is:



The Tax Is:


Not Over $15,100



10% of the taxable income


Over $15,100 but not over $61,300

$1,510 plus 15% of the excess over $15,100


Over $61,300 but not over $123,700

$8,440 plus 25% of the excess over $61,300


Over 123,700 but not over $188,450

$24,040 plus 28% of the excess over $123,700


Over $188,450 but not over $336,550

$42,170 plus 33% of the excess over $188,450


Over $336,550



$91,043 plus 35% of the excess over $336,550

§1(b)   Heads of Households

If Taxable Income Is:



The Tax Is


Not over $10,750



10% of the taxable income


Over $10,750 but not over $41,050

$1,075 plus 15% of the excess over $10,750


Over $41,050 but not over $106,000

$5,620 plus 25% of the excess over $41,050


Over $106,000 but not over $171,650

$21,857.50 plus 28% of the excess over $106,000


Over $171,650 but not over $336,550

$40,239.50 plus 33% of the excess over $171,650


Over $336,550



$94,656.50 plus 35% of the excess over $336,550

§1(c) Unmarried Individuals (Other than Surviving Spouse & Heads of Households)


If Taxable Income Is:



The Tax Is: 


Not Over $7,550



10% of the taxable income


Over $7,550 but not over $30,650

$755 plus 15% of the excess over $7,550


Over $30,650 but not over $74,200

$4,220 plus 25% of the excess over $30,650*

Over $74,200 but not over $154,800

$15,107.50 plus 28% of the excess over $74,200


Over $154,800 but not over $336,550

$37,675.50 plus 33% of the excess over $154,800


Over $336,500 



$97,653 plus 35% of the excess over $336,500

* Below the line, may still incur a marriage penalty where you have one income.  It would bump you into a higher marginal tax rate at a lower income.  

§1(d) Married Individuals Filing Separate Returns

If Taxable Income Is:



The Tax Is:


Not Over $7,550



10% of Taxable Income


Over $7,550 but not over $30,650

$755 plus 15% of the excess over $7,550


Over $30,650 but not over $61,850

$4,220 plus 25% of the excess over $30,650*

Over $61,850 but not over $94,225

$12,020 plus 28% of the excess over $61,850


Over $94,225 but not over $168,275

$21,085 plus 33% of the excess over $94,225


Over $168,275



$45,521.50 plus 35% of the excess ov er $168,275

* Below the line, may still incur a marriage penalty where you have one income.  It would bump you into a higher marginal tax rate at a lower income.  

VI. Trends:  
A. Income tax to consumption tax

B. Elimination of the estate tax

C. Elimination of the marriage penalty:  § 63(c) makes the std deduction for the married couple 2 X that of an unmarried individual.  

D. Rate reductions

VII. Gift Tax:  

Rates are the same as those of the estate tax, but not subject to the 2010 repeal.  

Excludable:  Tax free limit per donee (2006):  $12,000.  

Excludable:  Tax free limit for lifetime (not scheduled to adjust):  $1M

2009++:  Rate will drop to 35%
VIII. Estate Tax:  

2006-2008:  Taxes the transfer  of property by a decedant where the value of the estate is more than $2 M for 2006-08, and the top tax rate is 46%, by 2009 it will be phased down to 45%.  

2009:  Taxes estates only if more than $3.5 M, and top tax rate is 45%.  

2010:  The estate tax and generation skipping taxes are repealed for one year.  

2011:  The estate tax is revived under pre-2001 rules so that estates valued at over $1M will be taxed and the top rate will be 55%.  

