425NT Chapter 1

Gross Income (Emphasis on Individuals)

[“If it moves, tax it.”]

(L. Bravenec, rights reserved, 20 Mar. 01)

Assignment: Study Gleim, Unit I.1.   This handout discusses some considerations relating to taxation of income 

Reminders: 

R-1.
The tax formula for the Federal income tax— 

+ Gross income (without exclusions)

-  Deductions

= Taxable income

x Rate

= Schedular tax

-  Credits

= Real tax

-  Prepayments (withheld and estimated taxes)

= Tax owing (or to be refunded)

Review: the Clinton’s income tax return Appendix 1-C.

R-2, R-3, & R-4.   Several other reminders are found in Appendix 1-A.

Studying for the CPA exam:


We will not have a complete lecture on the Gleim material in Unit I.1, because most of it is very familiar to you.   I have a few suggestions for you.

CPA-1.
The taxation of Social Security retirement benefits illustrates the mind-numbing complexity of the tax laws.   You will be reminded why you dislike taxation.   It is obvious to the instructor that the computation found on p. 30 of Gleim is impractical for a CPA examination, but that you can be expected to “eye-ball” a problem and get a reasonable solution.   Consider questions 8, 10, and 11 of Gleim, pages 47 and 48.   If you simply know the “lower” and “upper” base amounts, you can get the correct answer. [Do you think that tax specialists memorize the computation formula for SS retirement benefits, or do they “eye-ball” and also rely on computer programs?]


For quick computation for a taxable year, add one-half of the taxpayer’s Social Security retirement benefit to all income reported on lines 7 – 19 and 21 of the Form 1040.   If this amount exceeds the “lower” base amount for the taxpayer’s filing status, a part of his/her SS retirement benefit will be taxable.   In such a case, the formula to be applied depends on whether the SS retirement benefit also exceeds the “upper” base amount.  The “lower” and “upper” base amounts for 2000 are:

Lower_    Upper _
$        0    $         0
Married persons filing separately who lived with their spouses at 

any time during the year (Y-2). 

$32,000   $44,000
Married couples filing jointly (Y-1).

$25,000   $34,000 
All others [single (X), head of household (Z), qualifying 

widow/widower with a dependent child (Y-1), or married 

individuals filing separately who did not live with their spouses at 

any time during the year (Y-2)].

[See bottom of p. 8 for a non tax practical problem relating to social security benefits.]

CPA-2.
If alimony payments decrease or terminate during the first 3 calendar years of alimony payments, the taxpayer-payer may be subject to recapture in the 3rd year.   (And the former spouse can deduct in the 3rd year part of the alimony payments that he/she previously reported.)   See Gleim, pp. 27 and 28.   The taxpayer is subject to the recapture rule in the 3rd year if the alimony he/she pays in the 3rd year decreases by more than $15,000 from the 2nd year or the alimony he/she pays in the 2nd and 3rd years decreases significantly from the alimony he/she paid in the 1st year.


2nd year alimony recaptured is = 2nd year alimony – [$15,000 + 3rd year alimony].


1st year alimony recaptured is = 1st year alimony – [(2nd year alimony – 2nd year recapture + 3rd year alimony) ÷ 2) + $15,000]

CPA-3.
Several provisions restructure transactions to deal with inadequate interest.   Gleim, pp. 31 and 32.

a. Installment sales

(1) Price >$3,000; payments due >6 months after date of sale; many exceptions

(2) Interest tested and imputed at Applicable Federal Rate (“AFR”)

(3) Effect—reduction of sales/purchase price; increase in interest income/expense

b. Original issue discount, Gleim, p. 32.

(1) Maturity >1 year from date of issuance

(2) OID = stated redemption price at maturity – issue price.

c. Below-market loans (other than the above), Gleim, pp. 31 and 32. 

(1) Interest tested and imputed at Applicable Federal Rate

(2) Two payments/receipts—(a) interest paid by borrower and received by creditor and (b) gift, compensation, dividend, etc., between borrower and creditor

Tax planning for miscellaneous items:

TP-1.
Principal residence, p. 38 of Gleim.  TP Question #1.  Angie Aggie and Tracie Teasip are in identical situations.   The principal residence of each taxpayer is worth $200,000 and cost her $50,000 ten years ago.   Each is now purchasing and moving to a smaller residence.   Here are the alternatives that each is considering for the use of the old residence:


X.
Convert the old residence to rental property and use it as an investment.

Y. Sell the old residence for $200,000 and purchase rental property with the $200,000 proceeds

Answers:

A. Angie (the wise taxpayer) will use alternative X; and Tracie (the foolish taxpayer) will use alternative Y.

B. Angie will use alternative Y; and Tracie will use alternative X

C. Alternatives X and Y give the same income tax result.

TP-2.
Life insurance proceeds, p. 33 of Gleim.   TP Question #2.  Angie Aggie and Tracie Teasip are 50-50 shareholders of the AT Corp.   They are concerned that, on the death of the first of them to die, her shares in AT Corp. will be purchased by the corporation (“entity purchase”) or the survivor (“cross purchase”).   They will need to purchase life insurance on their lives in order to fund any buyout of the decedent’s shares.    However, because both are over 60 years of age, they are uninsurable.   Angie remembers that she has a $250,000 life insurance policy, on which she has paid premiums of $50,000.   Tracie recalls that she has a similar policy.   Their alternatives are:

X. They enter into an agreement (“cross purchase” agreement) under which the survivor agrees to purchase the deceased’s shares of AT Corp. stock.   Angie will sell the LI policy on her life to Tracie, and Tracie will sell the LI policy on her life to Angie, so that the survivor will have a source of funds to make the purchase.

Y. They enter into an agreement (“entity purchase” agreement) under which AT Corp. agrees to purchase the deceased’s shares.   Angie will sell her LI policy to the corporation, and Tracie will do likewise, so that the corporation will have a source of funds to make the purchase.

Answers:

A. Angie (the wise taxpayer) favors alternative X; and Tracie (the foolish taxpayer) favors alternative Y.

B. Angie favors alternative Y; and Tracie favors alternative X.

C. Alternatives X and Y give the same income tax result.

TP-3.
Compensation for injury, pp. 37 and 38 of Gleim.   TP Question #3.   Angie Aggie and Tracie Teasip work for the Chauvinist Corp.   Both have been sexually harassed over the years and recently were physically assaulted.   As a result of the harassment and the assault, both had mental suffering.   Shortly after the assaults, each sued the corporation.   Possibilities for the lawsuit are:

X. Hire a lawyer who sues for a lump sum for total damages without distinguishing between the harassment and related mental suffering and the physical assault and related mental suffering.

Y. Hire a lawyer who sues for damages both for harassment and related mental suffering and for physical assault and related mental suffering, clearly distinguishing between the two.

Answers:

A. Angie (the wise taxpayer) wants to use X; and Tracie (the foolish taxpayer) wants to use Y.

B. Angie wants to use Y; and Tracie wants to use X.

C. X and Y give the same income tax result.

Tax planning for employee compensation:


Being an “analytical” tax person, I classify employee compensation into five income tax patterns:


The first pattern is “single current taxation,” such as the typical salary.   For income tax purposes the employee reports income and the employer a deduction at the same time and in the same amount.  There is no deferral.   Both employee and employer are subject to FICA.


The second pattern involves “double taxation,” in the sense that the employee reports income, but the employer does not get a matching deduction.   An example of this “double taxation” involves unreasonable compensation, which the employee reports as income but which the employee does not deduct.   Some situations involve subtle “double taxation,” such as group term life insurance in excess of $50,000, forfeitable stock, and stock options.


A third pattern involves “no taxation,” in the sense that the employee reports no income, but the employer has a deduction.   Neither party is subject to FICA.   Examples of “no taxation” include many employee fringe benefits.


In the fourth pattern the employer has a current deduction, but the employee reports income in a later year.   I call this pattern “one-sided deferred taxation.”  The best example of “one-sided deferred taxation” is qualified retirement plans, under which the employer deducts currently his/her/its contributions to the plan.   The employee is not taxed until and as when he/she draws retirement benefits, but all are taxed as ordinary income (even though attributable in part to post-contribution appreciation on capital assets.   However, none of the employee’s retirement benefits are subject to FICA.


The fifth pattern involves “two-sided deferred recognition,” in the sense that both the employee’s income and the employer’s deduction are deferred.   The best example of this pattern is deferred compensation, under which the employment agreement calls for this compensation to be paid in the future.   However, deferred recognition compensation is subject both to the income tax and to FICA when it is paid.


[I have prepared an extensive list of various kinds of employee benefits, found in Appendix 1-B.   However, these are classified by character of benefit and not by the above five-pattern scheme.  Appendix 1-B is not recommended for reading.]


Let’s summarize these five patterns as follows:

Pattern


    _
Employer    _
Employee    _
Example

      _
I.   Single, current taxation
Deduction
InclusionFICA
Reasonable compensation

II   Double taxation
a. Obvious

No deduction
InclusionFICA
Excessive compensation
b. Subtle


Deduction is <
InclusionFICA
Group term LI>$50,000

c.
Subtle


No deduction
Capital gain
Stock & stock options

III. No taxation



a. Obvious

Deduction
Exclusion
Many fringe benefits 

b. Subtle


No inc./ded.
Exclusion
Interest-free loan=/<$10,000

IV. 1-sided deferred taxation
Deduction
Dfd. Income
Qualified retirement plan

V. 2-sided deferred taxation
Dfd. ded.
Dfd. Inc.FICA
Non qualified dfd. comp.

TP-4.
Compensation for services—group term life insurance.   TP Question #4.   Angie Aggie goes to work for the Benefits Corp.   As part of her employer’s cafeteria plan, she is offered group term life insurance of $550,000.   Because she is age 40, the following are possible annual premium “costs” relating to this insurance:









1st $50,000
$500,000

Uniform premiums under Reg. §1.79-3(d)(2)

$60

$600


Premium payment by employer (Benefits Corp.)
$40

$360


Employee’s 3rd party alternative (if he/she pays)
$35

$300

How much annual compensation will Angie have if she selects the $550,000 of group term life insurance coverage?   (Benefits Corp. will have an annual deduction of $400.)

A. $660


D.
$360

B. $600


E.
$300

C. $400

TP-5.
Compensation for services—cafeteria plans, p.  43 of Gleim.  TP Question #5.   If you were selecting a non-taxed benefit under your employer’s cafeteria plan based solely on income tax considerations, which one of the following benefits would you select?

A. Medical insurance

B. Accident insurance (loss of limb, loss of sight, etc.)

C. Disability (wage continuation) insurance

D. Child & dependent care assistance

TP-6.
Compensation for services—corporate stock.   Compensation to an employee or independent contractor (“SP” herein for service provider) for his/her services could be in the form of an interest in the entity for whom the services are performed, i.e., stock in a corporation or an interest in a partnership.   We will limit our discussion to SP’s receipt of stock in the corporation (“X Co.) for which he/she performs services.  Frequently, SP’s stock in will be “forfeitable” in the sense that if he/she does not perform future services and/or earnings of the entity do not reach targeted levels, he/she must re-sell the X stock for the amount less than the value of the stock.
   Here are some of the questions that arise when SP is transferred X stock for services. 

a. When does SP receive, and X pay, compensation for FIT and FICA/SET purposes?   What is the amount of this compensation?

b. When does compensation income stop and capital gains appreciation begin?   When does SP’s holding period begin?   Are “dividends” paid to SP treated as compensation (subject to FICA/SET) or as dividends?

To answer all of the above questions, look for the compensation-date.   There is only one.  The amount and time of compensation are determined by the compensation-date.   Also, SP becomes the owner of the stock for Federal taxation purposes when the compensation-date occurs.   [SP will generally be the owner of the stock for state law purposes when it is transferred to him/her, and thus could have voting and dividend rights even though he/she does not own the stock for Federal taxation purposes.]

The compensation-date occurs at the time of the transfer of stock to the service provider only if either his/her rights in the stock are “non forfeitable” or he/she makes an election for immediate taxation when the stock is first transferred to him/her.  Otherwise, the compensation-date occurs when “forfeitability” limitations (restrictions) end.   Until the compensation-date occurs, any “dividends” to the service provider are considered to be compensation income to him/her.

Consider the following examples:

Example 1. On March 31, 2001, Xerxes owns all of the 100 shares of common stock of X Inc., which have a book value of $997.50 per share.   On 1 April 2001 X Inc. hires SP as its manager and “transfers” 25 shares of stock to SP in exchange for $10 per share.   (After the transfer to SP, the 125 outstanding shares of stock have a book value of $800 per share.)  When SP’s employment terminates, he/she must resell the 25 shares of stock to X at the current book value.   SP leaves X on 1 May 2007 and sells the 25 shares to X for $15,000 per share book value.   

Results: The stock was not subject to a “forfeitability” limitation when it was transferred to SP on 1 April 2001.  Thus, the compensation-date is 1 April 2001.

SP has compensation income, and X has compensation expense (cost), of $19,750 (25 x $790) on 1 April 2001.

SP has a basis of $20,000 in the stock ($19,750 + $250) and a holding period which commences on 2 April 2001.

SP has LTCG (long term capital gain) of $355,000 [$375,000 - $20,000] on 1 May 2007.

Example 2. On 31 March 2001 Xerxes owns the 100 shares of common stock of X Inc., which have a book value of $997.50 per share.   On 1 April 2001 X Inc. hires SP as its manager and “transfers” 25 shares of stock to SP in exchange for $10 per share.  (After the transfer to SP, the 125 outstanding shares of stock have a book value of $800 per share.)   If earnings of the corporation do not reach targeted levels by 31 December 2005, SP must return these shares to X Inc. in exchange for $10 per share.   (This is a “forfeitability” limitation.)   SP does not elect to be taxed on 1 April 2001.  Earnings reach the targeted levels, and the forfeitability limitation ends on 31 December 2005, when the stock has a book value of $10,000 per share.   SP sells the 25 shares on 1 May 2007 for $15,000 per share book value.

Results: Because the stock was subject to a “forfeitability” limitation when it was transferred to SP on 1 April 2001, and because SP did not make the election for immediate taxation, the compensation-date is not 1 April 2001.   Instead, the compensation-date is 31 December 2005, when “forfeitability” ends.

SP has compensation income, and X has compensation expense (cost), of $249,750 (25 x $9,990) on 31 December 2005.

SP has a basis of $250,000 in the stock ($249,750 + $250) and a holding period which commences on 1 January 2006.

SP has LTCG of $125,000 ($375,000 - $250,000) on 1 May 2007.

Example 3. Same as example 2, except that SP elects to be taxed at the time of transfer.   

Results: Because SP made the election for immediate taxation, the compensation-date is 1 April 2001 and not 31 December 2005. 

SP has compensation income, and X has compensation expense (cost), of $19,750 (25 x $790) on 1 April 2001.

SP has a basis of $20,000 in the stock ($19,750 + $250) and a holding period which commences on 2 April 2001.

SP has LTCG of $355,000 [$375,000 - $20,000] on 1 May 2007.

Summary for Ex. 1, Ex. 2, and Ex.3:
2001 (#1&#3)
2005 (#2)  _
Amount of SP’s compensation income
$  19,750
$249,750

Amount of X’s compensation deduction
$  19,750
$249,750

SP’s basis in stock



$  20,000
$250,000

SP’s holding period begins on

2 April 01
1 Jan. 06

SP’s LTCG on 1 May 2007


$355,000
$125,000

Summary of results:


SP’s total income


$374,750
$374,750


X’s total deductions


$  19,750
$249,750

Now, let’s try a group problem.

TP Question #6. On 31 March 2001 Xenon owns the 100 shares of common stock of X Inc., which have a book value of $1,150 per share.   On 1 April 2001 X Inc. hires SP as its manager and “transfers” 50 shares of stock to SP in exchange for $100 per share.   (After the transfer to SP, the 150 outstanding shares of stock have a book value of $800 per share.)  If earnings of the corporation do not reach targeted levels by 31 December 2005, SP must return these shares to X Inc. in exchange for $100 per share.   (This is a “forfeitability” limitation.)   Earnings reach the targeted levels, and the forfeitability limitation ends on 31 December 2005, when the stock has a book value of $10,000 per share.   SP sells the 50 shares on 1 May 2007 for $15,000 per share book value.

Suggested: Fill in the blanks below assuming (1) that SP makes the election to be taxed on 1 April 2001 [giving a compensation-date of 1 April 2001] and (2) that he/she does not so elect [giving a compensation-date of 31 December 2005].




_(1) [2001]_
_(2) [2005]_
Amount of SP’s compensation income
__________
__________

Amount of X’s compensation deduction
__________
__________

SP’s basis in stock



__________
__________

SP’s holding period begins on

__________
__________

SP’s LTCG on 1 May 2007


__________
__________

Summary of results:


SP’s total income


__________
__________


X’s total deductions


__________
__________

Question—what is the best compensation-date for Federal income tax results?

A. The best date is 1 April 2001 for both SP and X.

B. The best date is 31 December 2005 for both SP and X.

C. The best date is 1 April 2001 for SP and 31 December 2005 for X.

D. The best date is 31 December 2005 for SP and 1 April 2001 for X.

TP-7.
Compensation for services—stock options.   Stock options will be either nonqualified stock options (NQSOs) or incentive stock options (ISOs).   Read Gleim, pp. 42 and 43.


Nonqualified stock options (NQSOs) theoretically could be taxed when granted to the SP, but in reality will not be.   When the SP exercises such an untaxed option, he/she is subject to the rules relating to corporation stock as compensation.


Incentive Stock Options (ISOs) are subject to special rules that avoid compensation income to the SP and a compensation expense to X when SP does not sell the stock for two years after exercise of the option.


Example 4.  On 1 April 2001 X grants SP an option to purchase 100 shares of its stock for $100 per share at a time, exercisable on or before 30 March 2003.   On 1 April 2001, X stock is trading at $100 per share.   The stock to be acquired will not be subject to “forfeitability” limitations.   SP exercises the option on 14 February 2003 at a time when X stock is trading at $200 per share.   SP sells the stock on 14 February 2006 for $500 per share.   Assume alternatively that the option is an incentive stock option (ISO) and that it is a non qualified stock option (NQSO).


Results
:




_    ISO   _
_  NQSO      _
Amount of SP’s compensation income
$    0

$10,000 in ‘03

Amount of X’s compensation deduction
$    0

$10,000 in ‘03

SP’s basis in stock



$10,000
$20,000

SP’s holding period begins on

14 Feb. 03
14 Feb. 03

SP’s capital gain on 14 Feb. 2006

$40,000
$30,000

Summary of results:


SP’s total income & gain

$40,000
$40,000


X’s total deductions


$    0

$10,000


Thought question #1.  It is obvious why the SP prefers ISOs over stock and over NQSOs.    But is it to X’s advantage to issue ISOs over stock and over NQSOs?

Thought question #2 (the incorporation decision).   Would you recommend to a self-employed person that he/she incorporate his/her business in order to take advantage of employee exclusions?

[Thought question 3.  Non tax question relating to Social Security benefits.  (You may ignore this one.)   Assume that one of your clients is considering whether he/she should draw SS retirement benefits on reaching age 65 or age 70.   For each month that SS retirement benefits are delayed after reaching age 65, the monthly benefit will increase by .5%.   Thus, if the client retires at age 70, his/her monthly benefit will be 30% more than if he/she retired at age 65.   Assume that his/her SS retirement benefit would be $1,600 per month ($19,200 per year) if he/she retires at age 65 and $2,080 per month ($24,960 per year) if he/she retires at age 70.   What is the best age to begin drawing SS retirement benefits?  Try this algebraic formula in which “X” represents the number of years (without considering the time value of money) at which total benefits payable when retirement is at age 65 will equal total benefits when retirement is at age 70:

1.
X (19,200) = (X –5) x (24,960

3.
Then, 124,800 = 5,760X

2.
Then, 19,200X = 24,960X – 124,800 

4.
And X = 21 2/3 years

Thus, the taxpayer would have to live to age 86 2/3 before the total delayed increased payments equal the total base payments, without considering the time value of money.

What would you recommend to your client?]

Appendix 1-A: Some Reminders

R-2.
Federal Corp. Income Tax Rate Schedule


Savings 
Savings
_   Increments  _
_%_
Tax on Bracket
@34%_
@35%  _
1st            50,000 
15
       7,500

   9,500
   10,000

Next        25,000
25
       6,250

   2,250
     2,500

Next        25,000
34
       8,500

          0 
        250

(total for 1st 100,000)
 11,750

Next      235,000
39
     91,650

(11,750)
(    9,400)

Next   9,665,000
34
3,286,100



    96,650
 (total for 1st 10,000,000)
  100,000

Next   5,000,000
35
1,750,000




 0

Next   3,333,333
38
1,266,666



(100,000)

>      18,333,333
35

R-3.
Individual Income Tax Rate Schedules (2000)

_%_
X (“Single”)_
Y-1 (“Married-Jt”)
Y-2 (“Married-Sep”)
Z (“Head of H’hold”)
15
1st       26,250
1st      43,850

1st      21,925

1st      35,150

28
Next   37,300
Next   62,100

Next   31,050

Next   55,650

31
Next   69,050
Next   55,500

Next   27,750

Next   56,250

36
Next 155,750
Next 126,900

Next   63,450

Next 141,300

39.6
>      288,350
>      288,350

>      144,175

>      288,350

R-4.
Social Security and Medicare—the FICA and the SET

Federal Insurance Contributions Act (FICA) on wages (2000)

Increments

Employee
Employer
Total_
1st 76,200

7.65%

7.65%

15.3%

>  76,200

1.45%

1.45%

  2.9%

[Note: Social Security tax is 6.2% on 1st 76,200 of wages; Medicare tax is 1.45% on all wages.]
Self-Employment Tax (SET) on Self-Employment Income  (Schedule SE to Form 1040) (2000)


FIT Non-
FIT

Increments

Deductible
Deductible
Total_
1st 76,200

7.65%

7.65%

15.3%

>  76,200

1.45%

1.45%

 2.9%

[Note: Social Security tax is 6.2% on 1st 76,200 of SEI; Medicare tax is 1.45% on all SEI.]
R-5.
Texas Franchise Tax
Greater of 4.5% of income or 0.25% of net worth

Questions:

1. Average & incremental rates: If a corporation has taxable income of $100,000 for 2001, what is its average rate? __________   What is its incremental (marginal) rate? __________  If a corporation has taxable income of $10,000,000 for 2001, what is its average rate? __________   What is its incremental (marginal) rate? __________

2. Changing jobs.   If you have change jobs and your total wages at both jobs exceeds $76,200, you are entitled to a refund of part of what tax?__________

Appendix 1-B: Employee Compensation

[Not certified as correct]



     Exclusion?
Comments



       _


The “Insurance” Group

1.  Group term life insurance

Premiums on 1st $50,000CP
yes



Premiums on >$50,000CP

no
Employee inclusion > employer deduction

Proceeds (on death)

yes


2.  Medical

Insurance
PremiumsCP,D,partialSE
yes
Itemized deduction potentially available if

    
BenefitsD,SE

yes
   employee bears the cost

Employer reimbursement

yes


3.  Accident (loss of hearing, etc.)

Insurance
PremiumsCP,D

yes


    
BenefitsD,SE

Yes

Employer payment of benefitD
yes


4.  Long term care

Insurance
PremiumsD

yes


     
BenefitsD,SE

yes


5.  Disability (wage continuation)

Insurance
PremiumsCP,D

yes
Benefits would be nontaxable if you paid



Benefits

no
   premiums with your own funds

Employer payment of wages
no


1.  Group legal services plan


Exclusion is applicable only to the extent of

Insurance
PremiumsCP,SE

yes
   insurance/benefit relating to $70/year 



BenefitsCP,SE

yes
   insurance premium (or equivalent)

Employer self-insuranceCP,SE
yes


The “Choice” Group

7. Cafeteria plans


yes
Items limited, #s 1,2,3,5,6,11, & 24 (401k)

8. Flexible spending plans

yes
Items limited (#s 2 & 11); also, use or lose.

Special Assistance Group

1.  Educational assistance ($5250/
yes


yr)SE(expires after 2001)

2.  Adoption assistance ($5000
yes
Comparable credit available

Max)(expires after 2001)

11. Child & dependent care 

yes
Comparable credit available

      assistance ($5,000
max)CP
12. Interest-free loan =/< $10,000
yes



      “On the Job” Group (#s 13-20 are “fringe benefits”)

13. Moving expenses


yes
Comparable deduction available

14. No-additional-cost serviceSE
yes


15. Qualified employee discounts
yes


16. Working conditionD,SE

yes
[Employer’s deduction limited?]

17. Parking ($175/mo. max)D,SE
yes 


18. Transportation ($65/mo. 

yes


max)D,SE
19. DeMinimusD,SE


yes


20. On premises athletic facilitiesD,SE
yes


21. Free meals on premisesD

yes
Convenience of employer

Employer deduction limited to 50%

[Meals at cost on premises (#14)
yes
Employer deduction limited to 50%]

Lodging on premises

yes
Convenience of employer

22, Interest-free loan for purchase 
yes
[Not available unless employee certifies that

      of residenceD (Employee 


   he/she will itemize deductions.]

      changes employment location)



23. Employee achievement awards
yes
$1600 max on all awards (no discrimination)

($400 max on all awards if discrimination D)

Deferred Compensation Group

24. Qualified retirement planSE
yes
Future FIT rates?

[401(k)CP]

25. Non qualified deferred comp.SE
yes
Future FIT and FICA rates?

Equity Group (stock & stock options as compensation)

26. Qualifying stock options (ISOsD)
yes
No compensation deduction/income.CG 

27. Other equity interestD,SE(partners)
yes
Employee&employer have matching income

(Stock & non qualifying stock

   &deduction when compensation-time 

options)




   occurs.CG [Until compensation-time, any 

   “dividends” to “S/H”  on stock are treated 

  as compensation.]

Notes

“CP”
Fringe benefits which can be made available under a cafeteria plan, #7. 

“CG”
The forms of compensation in the equity group, after being fully vested (unrestricted), do not give rise to an employer deduction for subsequent appreciation but could give rise to capital gains taxation to the employee on this appreciation.

“SE” 
“Employee” exclusions are not available to the self-employed, partners, and 2% S/H-employees of S corp. except as noted by “SE”.   Also, these persons may deduct part of medical insurance premiums as a business expense (60% for 2001, 70% for 2002, and 100% thereafter) and the remainder as an itemized deduction.

“D” 
Fringe benefits that permit discrimination in favor of officers, S/Hs, and the highly compensated.

[From p. 4]

Pattern


    _
Employer    _
Employee    _
Example

      _
I.   Single, current taxation


Deduction


InclusionFICA


Reasonable compensation

   for current services

II   Double taxation
a. Obvious


No deduction


InclusionFICA


Excessive compensation
b. Subtle




Deduction is <


InclusionFICA


Group term LI>$50,000

c. Subtle




No deduction


Capital gain


Stock & stock options

III. No taxation



a. Obvious



Deduction


Exclusion


Many fringe benefits 

b. Subtle




No income or 

deduction


Exclusion


Interest-free loan=/<$10,000

IV. 1-sided deferred taxation


Deduction


Deferred Income


Qualified retirement plan

V. 2-sided deferred taxation


Deferred deduction


Deferred incomeFICA


Non qualified deferred









    compensation









Accrued vacation pay

Page 13 to Chapter 1 supplement

One student’s questions:

1)  Do we need to memorize formulas like the ones regarding alimony

recapture and annuity exclusions?

2)  How did you get the answer to TP-4 regarding group term life

insurance?  You explained it but it was a little hazy to me.

3)  Can you briefly explain inadequate interest and stock options
(nonqualified versus incentive)?

Non qualified stock options

Only one compensation-date.

The grant of the stock option can be the compensation-date only if either

1. The option is actively traded on an established market, or

2. All of these conditions are met:

a. The option is transferable by the optionee

b. The option is exercisable immediately by the optionee

c. The option or the stock is not subject to any conditions that have a significant effect on its market value.

d. The FMV of the option privilege is readily ascertainable.

If the compensation date is the date of grant, the later exercise of the option is not a compensation grant.   [Only one compensation date.]

If the compensation date is not the date of grant, the next possible compensation-date is the date of exercise.   Are the SP’s rights non forfeitable, or did he/she make the election for immediate taxation?


If so, the compensation date is the date of exercise.


If not, the compensation date is the date SP’s rights become nonforfeitable.

Incentive Stock Options

Problem:  On 1 April 2001 SP is granted an option to purchase 100 shares of X Corp. stock for $100 per share at a time when the stock is trading at $100 per share.   SP exercises this option on 1 May 2002 when the stock is trading at $150 per share.  Alternatively:

1. SP sells the stock on 1 May 2002 for $125 per share.

2. SP sells the stock on 1 May 2005 for $200 per shares.

3. SP continues to hold this stock until his death on 1 April 2010, when the stock is worth $500 per share.   His/her heir sells the stock for $510 per share on 1 May 2010.

What is the amount of compensation income, long term capital gain, or short term capital gain?

� Individuals take deductions in two steps:


+ Gross income


-  “Above the line” deductions


= Adjusted gross income


-  Personal/dependency exemptions and itemized deductions (or standard deduction)


= Taxable income





� For example, SP must re-sell the stock for the amount that he/she originally paid if earnings do not reach targeted levels.   If, on re-sale, SP is to be paid the appraised value, or a price based on a reasonable multiple of earnings, or the current book value of the stock, the stock is not “forfeitable.”


� All ordinary income (no capital gain and no stepped up basis on death)
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