PART VII: FEDERAL INCOME TAXATION

General Rules
566. Who must file a return?

A return must be filed for taxable year 2014 by every individual whose gross income equals
or exceeds the following limits:'

(1) Married persons filing jointly—$20,300 (if one spouse is 65 or older—$21,500;
if both spouses are 65 or older—$22,700).

(2)  Surviving spouse (see Q 641)—$16,350 (if 65 or older—$17,550).
(3) Head-of-household (see Q 642)—-$13,050 (if 65 or older—$14,600).
(4)  Single persons—$10,150 (if 65 or older—$11,700).

(5)  Married filing separately—if neither spouse itemizes, a return must be filed if gross
income equals or exceeds $3,950 in 2014 regardless of age.

(6)  Dependents—every individual who may be claimed as a dependent of another must
file a return for 2014 if he has unearned income in excess of $1,000 (plus any
additional standard deduction if the individual is blind or elderly) or total gross
income that exceeds the sum of any additional standard deduction if the individual
is blind or elderly plus the greater of (a) $1,000 or (b) the lesser of (i) $350 plus

earned income, or (ii) $6,200.

(7)  Ifyouare blind, you may need to attach supporting documentation to a tax return
to support your claim for the additional standard deduction. The additional standard
deduction for taxpayers who are blind at the end of the tax year is not considered
when determining a taxpayer’s filing threshold amount.

Certain parents whose children are required to file a return may be permitted to include
the child’s income over $2,000 on their own return, thus avoiding the necessity of the child

filing a return. See Q 591.

A taxpayer with self-employment income must file a return if net self-employment income
is $400 or more. See Q 655.

Planning Point: A taxpayer must file a return if any of the following special taxes are due:
1. Alternative minimum tax.

2. Additional tax on a qualified plan, including an individual retirement arrangement (IRA), or
other tax-favored account. If you are filing a return only because you owe this tax, you can
file Form 5329 by itself.

1. IRC Secs. 6012(a), 63(c), 151; Rev. Proc. 2013-35,2013-47 IRB 537.
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Q 567 2015 TAX FACTS ON INSURANCE & EMPLOYEE BENEFITS

3. Household employment taxes. You can file Schedule H by itself if you are filing a return only

because you owe this tax.
4. Social si ~_Jity and Medicare tax on tips you did not report to your employer or on wages
you received from an employer who did not withhold these taxes.

5. Recapture of first-time homebuyer credit.

6. Write-in taxes, including uncollected social security and Medicare or RRTA tax on tips you
reported to your employer or on group-term life insurance and additional taxes on health
savings accounts.

7. Recapture taxes.

8. Additional tax on a health savings account (HSA), Archer MSA, or Medicare Advantage
MSA distributions. If you are filing a return only because you owe this tax, you can file Form
5329 by itself.

9.  Wages of $108.28 or more from a church or qualified church-controlled organization that is
exempt from employer social security and medicare taxes.

Even if you are not required to file a federal tax return, you may want to file one if withholdings @
of tax have occurred, or you are eligible for a refundable credit, such as the Earned Income
Credit.

567.Who must pay the estimated tax and what penalties are imposed for
underpayment of the tax?

Taxpayers are generally required to pay estimated tax if failure to pay would result in an
underpayment (see below) of federal income tax.' Taxpayers must include the alternative mini-
mum tax, additional Medicare tax, net investment income tax, and estimated self-employment
tax in their calculation of estimated tax (see Q 653 and Q 655, respectively).” An underpayment
is the amount by which a required installment exceeds the amount, if any, paid on or before
the due date of that installment (due dates are April 15, June 15, September 15 and January 15
of the following year).’ The required amount for each installment is 25 percent of the required
annual payment.*

Generally, the “required annual payment” is the lower of (a) 90 percent of the tax shown
on the return for the taxable year (or, if no return is filed, 90 percent of the tax for the year), or
(b) 100 percent of the tax shown on the return for the preceding year (but only if the preced-
ing taxable year consisted of 12 months and a return was filed for that year).> However, for an
individual whose adjusted gross income for the previous tax year exceeded $150,000 (75,000
in the case of married individuals filing separately), the required annual payment is the lesser
of (a) 90 percent of the current year’s tax, as described above, or (b) the applicable percentage

. IRC Sec. 6654.

. IRC Sec. 6654(d)(2)(B)(i).
. IRC Secs. 6654(b), 6654(c).
4. IRC Sec. 6654(d)(1)(A).

5. IRC Sec. 6654(d)(1)(B).
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PART VII: FEDERAL INCOME TAXATION Q 568

of the tax shown on the return for the preceding year. The applicable percentage for tax years
beginning 2002 or later is 110 percent.'

As an alternative to the required annual payment methods in the preceding paragraph, tax-
payers can pay estimated tax by paying a specified percentage of the current year’s tax, computed
by annualizing the taxable income for the months in the taxable year ending before the month
in which the installment falls due. The percentages that apply under the annualization method
are: 22.5 percent (1st quarter), 45 percent (2nd quarter), 67.5 percent (3rd quarter), and
90 percent (4th quarter).”

However, regardless of the method used to calculate estimated taxes, there is no interest
penalty imposed if: (1) the tax shown on the return for the taxable year (or, if no return is filed,
the tax) after reduction for withholdings is less than $1,000; or (2) the taxpayer owed no tax for
the preceding year (a taxable year consisting of 12 months) and the taxpayer was a U.S. citizen
or resident for the entire taxable year.” Otherwise, underpayment results in imposition of an
interest penalty, compounded daily, at an annual rate that is adjusted quarterly so as to be three
percentage points over the short-term applicable federal rate.” (See Q 589).

If the taxpayer elects to apply an overpayment to the succeeding year’s estimated taxes,
the overpayment is applied to unpaid installments of estimated tax due on or after the date(s)
the overpayment arose in the order in which they are required to be paid to avoid an interest
penalty for failure to pay estimated income tax with respect to such tax year.” For application
of the estimated tax to trusts and estates, see Q 663.

568. What is an individual’s “taxable year”?

The basic period for computing income tax liability is one year, known as the taxable year.
The taxable year may be either (a) the calendar year or (b) a fiscal year. A “calendar year” is a
period of 12 months ending on December 31. A “fiscal year”is a period of 12 months ending on
the last day of a month other than December.®

Generally, a taxpayer may decide whether he wishes to use the calendar year or fiscal year
in reporting his tax liability. Most individuals report on a calendar year basis. The year used
for reporting tax liability must generally correspond to the taxpayer’s accounting period.”
Thus, if the taxpayer keeps books on a fiscal year basis he cannot determine his tax liability on
a calendar year basis. But if the taxpayer keeps no books, he must report on a calendar year
basis.® Once the taxpayer has chosen his tax year, he cannot change without the permission
of the Internal Revenue Service.” A principal partner cannot change to a taxable year other

. IRC Sec. 6654(d)(1)(C).

. IRC Sec. 6654(d)(2).

. IRC Sec. 6654(e).

. IRC Sec. 6621(2)(2).

. Rev. Rul. 99-40, 1999-2 CB 441.

. IRC Secs. 441(a), 441(b), 441(d), 441(e).
. IRC Sec. 441(f)(1).

. IRC Sec. 441(g).

. IRC Sec. 442.
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Q 569 2015 TAX FACTS ON INSURANCE & EMPLOYEE BENEFITS

than that of the partnership unless he establishes, to the satisfaction of the IRS, a business
purpose for doing so.'

Under certain circumstances, partnerships, S corporations, and personal service corpora-
tions are required to use the calendar year for computing income tax liability.

A short period return is required (1) where the taxpayer changes his annual accounting
period, and (2) where a taxpayer has been in existence for only part of a taxable year.’ A short
period is treated in the law as a “taxable year.”4

If the short period return is made because of a change in accounting period, the income
during the short period must be annualized, and deductions and exemptions prorated.’ But
income for the short period is not required to be annualized if the taxpayer is not in existence
for the entire taxable year.®

For the final regulations affecting taxpayers who want to adopt an annual accounting period
(under IRC Section 441), or who must receive approval to adopt, change, or retain their annual
accounting periods (under IRC Section 442), see Treas. Regs. §§1.441-0, 1.441-1, 1.441-2,
1.441-3, 1.441-4;TD 8996.7

For the general procedures for establishing a business purpose and obtaining approval to
adopt, change, or retain an annual accounting period, see Rev. Proc. 2002-39.°

The procedure under which IRC Section 442 allows individuals (e.g., sole proprietors) filing
tax returns on a fiscal year basis to obtain automatic approval to change their annual accounting
period to a calendar year is set forth in Revenue Procedure 2003-62.°

The exclusive procedures for (1) certain partnerships, (2) S corporations, (3) elect-
ing S corporations, (4) personal service corporations, and (5) trusts to obtain automatic
approval to adopt, change, or retain their annual accounting period are set forth in Revenue
Procedure 2006-46."°

569. What are the basic steps in computing an individual’s tax liability?

The computation is made up of these basic steps:

...Gross income for the taxable year is determined (see Q 570 to Q 614).

. IRC Sec. 706(b)(2).

. See IRC Secs. 441(i), 706(b), 1378.

. IRC Sec. 443(a).

. IRC Sec. 441(b)(3).

. IRC Secs. 443(b), 443(c).

. Treas. Reg. §1.443-1(a)(2).

. 67 Fed. Reg. 35009 (5-17-2002).

. 2002-1 CB 1046, as modified by, Notice 2002-72,2002-2 CB 843, and further modified by, Rev. Proc. 2003-79, 2003-2 CB 1036.

. 2003-2 CB 299, modifying, amplifying, and superseding, Rev. Proc. 66-50, 1966-2 CB 1260, and modifying and superseding, Rev. Proc. 81-40,
1981-2 CB 604. See also Ann. 2003-49, 2003-2 CB 339.

10.2006-45 IRB 859.
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PART VII: FEDERAL INCOME TAXATION Q 570

...Certain deductions are subtracted from gross income to arrive at adjusted gross income

(see Q 619, Q 620).
... The deduction for personaland dependency exemptionsis determined (see Q 626,Q 627).

...Itemized deductions (taking into consideration any limitations thereon) are totaled (see
Q 629 to Q 635), compared to the standard deduction (see Q 638), and (generally) the greater
amount, along with the deduction for exemptions, is deducted from adjusted gross income to
arrive at taxable income.

... The proper tax rate is applied to taxable income to determine the tax (see Appendix A).

... The following amounts are subtracted from the tax to determine the net tax payable or
overpayment refundable: (1) credits (see Q 643), and (2) prepayments toward the tax (e.g., tax
withheld by an employer or payments made on an estimated tax return).

The steps in calculating the alternative minimum tax are explained in Q 653.

Gross Income

570. What items are included in gross income? What items are excluded
from gross income?

Gross income includes all income (whether derived from labor or capital) less those items
that are excludable by law. Thus, gross income includes salary, fees, commissions, business profits,
interest and dividends, rents, alimony received, and gains from the sale of property—but not the
mere return of Capital.]

Some of the items that can be excluded from gross income and received tax-free by an
individual taxpayer are: gifts and inheritances;” gain (within limits) from the sale of a personal
residence (see Q 7781); at least 50 percent of gain (within limits) from the sale of certain
qualified small business stock held for more than five years (see Q 7521 and Q 7522); interest
on many bonds of a state, city or other political subdivision (see Q 7642); Social Security and
railroad retirement benefits (within limits—see Q 590); veterans’ benefits (but retirement pay is
taxable);’Workers” Compensation Act payments (within limits);* death proceeds of life insurance
and, as to death proceeds of insurance on the life of an insured who died before October 23,
1986, up to $1,000 annually of interest received under a life income or installment option by
a surviving spouse;’ amounts paid or expenses incurred by an employer for qualified adoption
expenses in connection with the adoption of a child by an employee if the amounts are furnished
pursuant to an adoption assistance program;® contributions to a “Medicare Advantage MSA” by
the Department of Health and Human Services;” exempt-interest dividends from mutual funds

. IRC Sec. 61(a).

. IRC Sec. 102.

. IRC Sec. 104(a)(4).

. IRC Sec. 104(a)(1).

. IRC Secs. 101(a), 101(d).
. IRC Sec. 137.

. IRC Sec. 138.
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Q 571 2015 TAX FACTS ON INSURANCE & EMPLOYEE BENEFITS

(see Q 7851); interest on certain U.S. savings bonds purchased after 1989 and used to pay higher
education expenses (within limits—see Q 7666);' contributions paid by an employer to Health
Savings Accounts;” distributions from Health Savings Accounts used to pay qualified medical
expenses;’ and federal subsidies for prescription drug plans.*

571. How are the commissions, including insurance commissions, of a
sales representative taxed?

Commissions are generally taxable as ordinary income in the year received, regardless of
whether the taxpayer is on a cash or accrual method of accounting, and regardless of whether
the taxpayer has a contingent obligation to repay them. Commissions on insurance premiums,
however, are a special situation. (See Q 3515 regarding the limitation on certain employers’
deductions).

General rule for insurance commissions. First year and renewal commissions are taxable to the
agent as ordinary income in the year received. If the agent works on commission with a drawing
account, the amount he reports depends upon his contract with the company. If the drawing
account is a loan that must be repaid (or upon which he remains personally liable) if he leaves,
he reports only commissions actually received. If the drawing account is guaranteed compen-
sation, he reports this compensation and any commissions received in excess of the amount
that offsets his draw. This rule applies even if the agent uses the accrual method of accounting.5
The procedure by which an insurance company may obtain automatic consent to change its
method of accounting for cash advances on commissions paid to its agents is set forth in Revenue
Procedure 2001-24.°

The Tax Court held that an agent’s advance commissions were not compensation where
they were repayable on demand, bore interest, and were secured by earned commissions as well
as by the personal liability of the agent. Thus, even though the amounts were reported to the
taxpayer as income on Form 1099-MISC, they were not income.” The IRS determined that cash
advances made to an agent by an insurance company were income in the year of receipt where
the agent was not unconditionally obligated to repay the advances, and any excess in advances
over commissions earned would be recovered by the insurance company only by crediting
earned commissions and renewals against such advances.® These positions are consistent with
other IRS rulings and prior case law.’ A salesman who was discharged from the obligation to
repay advance commissions received in previous years was required to recognize income in the
year of discharge.lOThe Tax Court determined that an agent had cancellation of indebtedness
income where earned commissions had been used to offset advanced commissions (which were

. See IRC Sec. 135.

. IRC Sec. 106(d).

. IRC Sec. 223(£)(1).

. IRC Sec. 139A.

. See Rev. Rul. 75-541,1975-2 CB 195; Security Assoc. Agency Ins. Corp. v. Comm., TC Memo 1987-317; Dennis v. Comm., TC Memo 1997-275.

. 2001-10 IRB 788.

. Gales v. Comm., TC Memo 1999-27; acq. in result, 1999-2 CB 3.

. TAM 9519002.

. See Rev. Rul. 83-12,1983-1 CB 99 (also released as IR 82-150); Geo. Blood Enter., Inc. v. Comm., TC Memo 1976-102. (See Rev. Proc. 83-4,
1983-1 CB 577 for guidance in complying with these rules.)

10.McIsaac v. Comm., TC Memo 1989-307. See also Cox v. Comm., TC Memo 1996-241; Diers v. Comm., TC Memo 2003-229.
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PART VII: FEDERAL INCOME TAXATION Q573

actually loans). Accordingly, the agent was held to have received gross income at the time any
pre-existing deficiency in her commission account was offset, irrespective of the fact that she
never received an actual check.'

The Tax Court has held that amounts received by a district manager upon the termination
of his agency contract are treated as ordinary income, and not capital gain resulting from the
sale of a capital asset, if the money received was compensation for the termination of the right
to receive future income in the form of commissions.’

The Tax Court also held that where a retired insurance agent did not actually own any
company assets he returned to the insurance company upon his retirement, termination pay-
ments received by the agent were not proceeds from a sale of capital assets subject to capital
gain treatment, but instead were ordinary income.’

572. How are the commissions on an insurance agent’s own policies
taxed?

Commissions on policies purchased by the agent for himself, on his own life or on the life
of another, are taxable to him as ordinary income. Such commissions are considered compensa-
tion, not a reduction in the cost of the policies.* This rule applies to brokers as well as to other
life insurance salesmen.’

573.How are an insurance agent’s commissions taxed if they are received
pursuant to a deferred income plan?

If, before he retires, an insurance agent enters into an irrevocable agreement with the insur-
ance company to receive his renewal commissions in level installments over a period of years,
only the amount of the annual installment will be taxable to him each year—instead of the full
amount of commissions as they accrue.® Although the Oates case and Rev. Rul. 60-31 concern
deferred compensation arrangements during retirement years, the same principle should apply if
the agent during his lifetime elects a level commission arrangement for payments after his death.
The IRS determined that an insurance agent’s contributions of commissions to his company’s
nonqualified deferred compensation plan will not be includable in the agent’s gross income or
subject to self-employment tax until actually distributed.” In Olmsted, the insurance company,
by agreement with the agent, substituted an annuity contract for its obligation to pay future
renewal commissions. The Tax Court and the U.S. Court of Appeals for the Eighth Circuit held
that the agreement was effective to defer tax until payments were received under the annuity.8
However, the IRS did not acquiesce to the Olmsted decision.”

1. Harper v. Comm., TC Summary Op. 2007-133.

2. Clark v. Comm., TC Memo 1994-278. See also Farnsworth v. Comm., TC Memo 2002-29, Parker v. Comm., TC Memo 2002-305.

3. Baker v. Comm., 118 TC 452 (2002), aff 4, 2003 U.S. App. LEXIS 15509 (7th Cir. 2003). See also Trantina. v. United States, 512 F. 3d 567,
2008-1 USTC 950,138 (9th Cir. 2008).

. Ostheimer v. U.S.,264 F.2d 789 (3rd Cir. 1959); Rev. Rul. 55-273,1955-1 CB 221.

. Comm. v. Minzer, 279 F.2d 338 (5th Cir. 1960); Bailey v. Comm., 41 TC 663 (1964); Mensik v. Comm., 37 TC 703 (1962), aff d, 328 F.2d 147
(7th Cir. 1964).

. Comm. v. Oates, 207 F.2d 711 (7th Cir. 1953); Rev. Rul. 60-31, 1960-1 CB 174; Let. Ruls. 9540033, 9245015.

. Let. Rul. 9609011.

. Comm. v. Olmsted Inc. Life Agency, 35 TC 429 (1960), aff d, 304 F.2d 16 (8th Cir. 1962).

. Non-acq.,1961-2 CB 6.
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574. What are the tax consequences if an insurance agent sells or assigns
the agent’s right to receive renewal commissions?

Assignment of renewal commissions. If the agent assigns the agent’s right to renewal commissions
as a gift, he still must pay income tax on them as they are received by the donee.' The Tax Court
determined that an insurance agent had to pay income tax on his commission income despite
the assignment of that income to his S corporation. The court noted that the agent was the
true earner of the income and that he made no valid assignment of his employment agreement
with the insurance company.’ In Zaal, a 1998 memorandum decision, the Tax Court held that
an agent’s transfer to a corporation of his right to receive renewal commissions was ineffective
for tax purposes, since it constituted an anticipatory assignment of income rather than a sale of
property. Citing Helvering v. Eubank, the court held that the commission income continued to be
taxable to the agent, not to the corporation to which he transferred the rights.’

Sale of renewal commissions. It appears likely that a bona fide, arm’s length sale of a right to
receive renewal commissions can successfully transfer the federal income taxation of renewal
commissions to the purchaser. The Court of Appeals for the Second Circuit has held that in
the event of a sale of the right to receive renewal commissions, the sale price would constitute
ordinary income to the agent in the year received.*The court in Cotlow added that the purchaser
receives the renewals tax free until he recovers his cost; then the excess is taxable to him as ordi-
nary income as it is received. Other cases have held that the purchaser must amortize his cost.
In other words, he can exclude from gross income each year only that portion of the purchase
price that the renewals received in that year bear to the total anticipated renewals.’

575. How are commissions received after the death of the insurance
agent taxed?

Commissions owed to an agent before he died, but paid after his death, are includable in his
gross income on his final return. Renewal commissions payable after his death are “income in
respect of a decedent”; consequently, the value of the right to the commissions is includable in
the agent’s gross estate. The renewal commissions are taxable income to whoever receives them
(e.g, his estate, beneficiaries, or a trust).6 However, the person who receives the commissions
is entitled to take an income tax deduction against them for any portion of federal estate taxes
and generation-skipping transfer taxes attributable to their value. If the decedent has purchased
renewal commissions from another agent, the recipient will be allowed to amortize any portion
of the decedent’s cost unrecovered at his death.” If the recipient of the right to commissions
sells or otherwise disposes of his right to receive them, he is taxed on the fair market value of
the right in the year of sale or other disposition (e.g,, gift). But if the recipient dies, the fair
market value of the right to commissions will not be included in his final return; the person

. Helvering v. Eubank, 311 U.S. 122 (1940); Hall v. U.S., 242 F.2d 412 (7th Cir. 1957).

. Isom v. Comm., TC Memo 1995-383.

. Zaal v. Comm., TC Memo 1998-222. See also McManus v. Comm., TC Summ. Op. 2006-68.

. Cotlow v. Comm., 228 F.2d 186 (2nd Cir. 1955); see also, Turner v. Comm., 38 TC 304 (1962).

. Latendresse v. Comm., 243 F.2d 577 (7th Cir. 1957); Hill v. Comm., 3 BTA 761 (1926).

. Latendresse v. Comm., above; Est. of Goldstein v. Comm., 33 TC 1032 (1960), aff d, 340 F.2d 24 (2nd Cir. 1965); Est. of Remington v. Comm., 9
TC 99 (1947).

7. Latendresse v. Comm., above.
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PART VII: FEDERAL INCOME TAXATION Q577

who receives the income right from the second decedent by will or inheritance pays tax on the
commissions as they are received by him.!

576. How are an insurance agent’s commissions treated for self-employ-
ment tax purposes?

Termination payments received by former insurance salesmen are not included in self-
employment income if: (1) the amount is received after the termination of the agent’s agreement
to perform for the company; (2) the agent does not perform services for the company after
the date of the termination of the service agreement and before the end of the taxable year;
(3) the agent enters into a covenant not to compete with the company for at least a 1-year period
beginning on the date of the termination; and (4) the amount of the payment (a) depends pri-
marily on policies sold by or credited to the agent’s account during the last year of the service
agreement or to the extent such policies remain in effect for some period after termination
of service, or both, and (b) does not depend to any extent on the length of service or overall
earnings from services performed for such company (without regard to whether eligibility for
payment depends on length of service).? For termination payments that do not fall within the
above description, earlier case law and rulings may apply.

The Tax Court held that because an independent insurance agent’s renewal commis-
sions were tied to the quantity and quality of the taxpayer’s prior labor, and those payments
derived from the carrying on of the taxpayer’s business as an independent insurance agent,
the taxpayer’s renewal commissions were not exempt from self-employment tax.’ The Tax
Court also held that an insurance agent was liable for self-employment tax because he was not
a statutory employee, but instead was engaged in a self-employed trade or business activity.*

The Eleventh Circuit Court of Appeals held that the FICA statute does not impliedly provide
a private cause of action to purported “employees” — in this case, insurance agents claiming they
had been improperly classified as independent contractors — to sue their purported “employer”
for nonpayment of the employer’s portion of FICA taxes.’

577. What is an insurance premium rebate? What are the income tax
consequences of rebating premiums?

Generally

Insurance premium rebates are unlawful in most states. A premium rebate is a transaction
in which a life insurance agent returns all or a portion of his commission to the purchaser of a
life insurance policy, or simply pays the policy’s first-year premium without contribution from
the purchaser. The amount of the commission, allowance and/or bonus paid by the insurance
company to the agent for the sale of the policy often exceeds the policy premium. The purchaser
of the policy receives free or less expensive life insurance coverage.

. IRC Sec. 691(a); Treas. Reg. §1.691(a)-1.

. IRC Sec. 1402(k).

. Gilbert v. Comm., TC Summary Op. 2005-176.

. Byer v. Comm., TC Summary Op. 2006-125.

. See McDonald v. Southern Farm Bureau Life Ins. Co.,291 F. 3d 718,2002 U.S. App. LEXIS 9110 (11th Cir. 2002).
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Income Tax to the Agent

As mentioned above, almost all states have anti-rebating statutes that prohibit the sharing
of insurance commissions with unlicensed persons. The tax consequences to the agent may
vary, depending on the laws of the state in which the agent resides, as well as the position of
the respective circuit court. In one state where such an anti-rebating statute was in force, the
Ninth Circuit Court of Appeals found that an agent who rebated a premium was considered
to have received taxable income in the amount of the total commission earned on the sale of
the policy, including any portion used by the agent to rebate the premium to the insured.' The
agent in that case argued that the portion of the premium rebated should be excluded from
income since the rebate was in the nature of a price adjustment. The court did not agree with
this characterization.?

Furthermore, the agent in the Alex case was not permitted to offset commission income
earned on the sale of the policy with a business expense deduction for the payment of premiums
because the Code disallows deductions for any payment that is illegal under a generally enforced
state law that subjects the payor to a criminal penalty or to the loss of a license or privilege to
engage in a trade or business.’ However, in the Custis case, an agent who rebated premiums was
allowed to deduct the amount of the rebates under IRC Section 162 as business expenses since
he was able to show that the state anti-rebating statute was not generally enforced.

The Court of Appeals for the Tenth Circuit decided that an insurance agent who expressly
agreed with his clients to waive his right to collect basic commissions on policies sold by him
was not in receipt of taxable income. The agent was required to collect and remit only the net
premiums due on the policies he sold, which he did. The court found that since he was never in
receipt of the basic commissions, taxable income could not be imputed to him. The court did
not address the issue of whether the transactions violated state anti-rebating laws.*

Income Tax to the Purchaser

A federal district court and the Tax Court have determined that the purchasers of universal
and whole life policies are subject to tax on the full amount of any premiums illegally rebated
to them by the agents who sold the policies.’ The courts rejected the purchasers’ argument that
the agents’ reimbursements were really price adjustments. The court in Woodbury stated that the
reimbursements were analogous to kickbacks and, as such, were includable in the purchasers’
gross income. The court also rejected the purchasers’ argument that their tax liability should be
limited to the term element of the universal life policies. The fact that the purchasers did not
intend to renew the policies did not convert the universal policies into term life insurance for
tax purposes. The Tax Court has expressed its agreement with the district court’s conclusions
set forth in the Woodbury decision. In Wentz, it noted that the insurance agent was, in effect,

. Alex v. Comm., 628 F.2d 1222 (9th Cir. 1980), aff g 70 TC 322 (1978).

. See also Custis v. Comm., TC Memo 1982-296; Kreisberg v. Comm., TC Memo 1979-420.

. IRC Sec. 162(c)(2). See Kreisberg, above.

. Worden v. Comm., 2 F.3d 359 (10th Cir. 1993).

. Woodbury v. U.S.,93-2 USTC 950,528 (D.N.D. 1993), aff d per curium, 27 F.3d 572 (8th Cir. 1994); Wentz v. Comm.,105 TC 1 (1995); Haderlie
v. Comm., TC Memo 1997-525.
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PART VII: FEDERAL INCOME TAXATION Q579

a purchaser of the policies, and that he realized income in the amount of the kickbacks. Both
the Tax Court and the Woodbury district court stated that the taxation of both the seller and the
purchaser engaged in such an illegal scheme was permissible.

The Service has concluded that the purchaser of alife insurance policy is subject to income
tax on the value of the free insurance coverage obtained as a result of receiving a premium
rebate.! However, the Service stated that the valuation process itself was outside the scope
of the memoranda; thus, it is unclear how the Service will calculate the actual value of the
free coverage. (See Q 3899 and Q 3843 for an explanation of how employer-provided life
insurance coverage is valued under split dollar arrangements and qualified retirement plans,
respectively).

578. Who is taxed on the income from property that is transferred to a
minor under a uniform “Gifts to Minors” act?

Asageneral rule, the income is taxable to the minor. However, in the case of unearned income
of most children under age 19 (age 24, if the child is a full-time student), the unearned income
taxable to the child generally will be taxed at the parents’ marginal rate when it exceeds $2,000
(in 2013 and 2014, as adjusted for inflation). To the extent that income from the transferred
property is used for the minor’s support, it may be taxed to the person who is legally obligated
to support the minor.” State laws differ as to a parent’s obligation to support. The income will
be taxable to the parent only to the extent that it is actually used to discharge or satisty the
parent’s obligation under state law.’

579. When does a cash basis taxpayer “receive” income? What is the
doctrine of constructive receipt?

Asa general rule, taxable income must be computed under the method of accounting regu-
larly used by the taxpayer.*There are two commonly accepted methods for recognizing income
and expense: (1) the cash basis and (2) the accrual basis.”

Under the cash basis method, the general rule is that all items that constitute gross income
(whether in the form of cash, property or services) are includable for the taxable year in which
they are actually or constructively received.® Salary checks received in one year but not cashed
until a later year are income when received unless substantial restrictions are placed on current
negotiation or the issuer is insolvent.” A taxpayer who refused to cash a check in which his entire
qualified plan balance was erroncously distributed was unsuccessful in deferring the date on
which it was deemed received.®

. TAMs 9214008, 9214007, 9214006.

. Rev. Rul. 56-484,1956-2 CB 23; Rev. Rul. 59-357,1959-2 CB 212.

. IRC Sec. 677(b).

. IRC Sec. 446(a).

. IRC Sec. 446(c).

. IRC Sec. 451(a); Treas. Reg. §1.451-2(a).

. Chapman v. Comm., TC Memo 1982-307; Baxter v. Comm., 816 F.2d 493 (9th Cir. 1987), rev'g in part TC Memo 1985-378.
. See Let. Rul. 9826036.
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As a general rule, expenses are deductible by a cash basis taxpayer for the taxable year in

which they are paid.'

The doctrine of constructive receipt of income affects only cash basis taxpayers. Under this
doctrine, a cash basis taxpayer is required to report income that has been credited to his account
or set apart for him in such a way that he may draw on it freely at any time — even though he
has not actually received it.” Thus, a cash basis taxpayer must report the interest credited to his
bank savings account in the year it is credited regardless of whether he withdraws the interest
or leaves it on deposit (see Q 7844).

However, the doctrine applies only where the taxpayer’s control of the income is unre-
stricted. Thus, a sum is not constructively received if it is only conditionally credited, or if it
is indefinite in amount, or if the payor has no funds, or if it is subject to any other substantial
limitation. However, the courts say, generally, that there can be no constructive receipt of an
amount that is available only through surrender of a valuable right.’

Under the accrual method, income is includable for the taxable year in which the right to
receive the income becomes fixed and the amounts receivable become determinable with reason-
able accuracy.® Expenses are deductible for the taxable year in which the liability for payment
becomes definite and the amounts payable become reasonably certain, but only to the extent
that economic performance with respect to the item has occurred.’

For the revised comprehensive procedures by which taxpayers may obtain automatic con-
sent to change their method of accounting, see Rev. Proc. 2011-14.°

The Tax Court held that a contract for a deed resulted in a completed sale of real property
for tax purposes in the year that the contract was executed; therefore, income attributable to
that disposition was required to be recognized and reported in the taxable year in which the
contract was executed.’ Controlling sharcholders of a privately held company that sold deriva-
tive instruments through flow-through entities were required to recognize their pro rata share
of the gain in the year that the shares were sold.® An investor who experienced losses on foreign
currency contracts that required repayment on a future maturity date, but who was unable to
post adequate collateral in the year the losses were sustained, was entitled to deduct the losses
in the year in which the debt was repaid.” Under the constructive receipt doctrine, the mere
right of an employee to make an election to cash out future vacation leave under the employer’s
plan would not result in taxable income for the employee under the cash method of accounting
if the employee chose not to make such an election. 10

. IRC Sec. 461(a).

. Treas. Reg. §1.451-2. See, e.g., Visco v. Comm, 281 F.3d 101 (3rd Cir. 2002), aff"g, TC Memo 2000-77 (employment-related dispute).
. See Cohen v. Comm.,39 TC 1055 (1963).

. Treas. Reg. §1.451-1(a).

. IRC Sec. 461(h).

. Rev. Proc. 2011-14, IRB 2011-4, as modified by Rev. Proc. 2014-16,2014 IRB LEXIS 59.

. Keith v. Comm., 115 TC 605 (2000).

. FSA 200111011.

. FSA 200106005.

0.Let. Rul. 200130015.
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580. What are the tax consequences of a discharge of indebtedness?
General

Gross income generally includes income from discharge of indebtedness.' However, debt
discharge is excluded from gross income if the discharge: (1) occurs in aTitle 11 bankruptcy
case; (2) occurs when the taxpayer is insolvent; (3) the indebtedness discharged is “qualified
farm indebtedness”;” (4) in the case of a taxpayer other than a C corporation, the indebtedness
discharged is “qualified real property business indebtedness”; or (5) the indebtedness discharged
is “qualified principal residence indebtedness” (see “Mortgage Forgiveness Debt Relief Act of
2007,” Q 581) that is discharged before January 1, 2014.°

The Treasury regulations reiterate that the discharge of indebtedness, in whole or in part,
generally results in the realization of income. For example, if an individual performs services
for a creditor, who in consideration thereof cancels the debt, the debtor realizes income in the
amount of the debt as compensation for his services. A taxpayer may realize income by the
payment or purchase of his obligations at less than face value. In general, if a shareholder in a
corporation that is indebted to him gratuitously forgives the debt, the transaction amounts to a
contribution to the capital of the corporation to the extent of the principal of the debt.*

581. What is the Mortgage Forgiveness Debt Relief Act of 2007 (MFDRA
2007) and how does it impact the tax consequences of a discharge of
indebtedness?

Asdiscussed in Q 580, qualified principal residence indebtedness discharged before January
1, 2014 is excludable from gross income under MFDRA 2007, the American Taxpayer Relief
Act of 2012 (“ATRA”) extended the applicable time period through 2013. The principal resi-
dence debt exclusion (under IRC Section 108(a)(1)(E)) takes precedence over the insolvency
exclusion (under IRC Section 108(a)(1)(B)) unless the taxpayer elects to apply the insolvency
exclusion in lieu of the principal residence debt exclusion.®The principal residence debt exclu-
sion applies to discharges of indebtedness on or after January 1, 2007.7

Basis reduction. The amount excluded from gross income by reason of the exclusion for
qualified principal residence indebtedness must be applied to reduce (but not below zero) the
basis of the principal residence of the taxpayer.8

Qualified principal residence indebtedness. For purposes of this exclusion, “qualified
principal residence indebtedness” means “acquisition indebtedness” (within the meaning
of IRC Section 163(h)(3)(B)—see Q 7934), with respect to the principal residence of the

. IRC Sec. 61(a)(12).

. See IRC Section 108(g)(2), as amended by ATRA.

. IRC Sections 108(c)(3), 108(a)(1)(A), 108(a)(1)(B), 108(a)(1)(C), 108(a)(1)(D); IRC Sec. 108(a)(1)(E).
. Treas. Reg. §1.61-12(a).

. IRC Sec. 108(a)(1)(E), as amended by EESA 2008.

. IRC Sec. 108(a)(2)(C).

. Act Sec. 2(d), MFDRA 2007.

. IRC Sec. 108(h)(1).
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taxpayer, except that the amount of excludable indebtedness is limited to $2,000,000 (i.e.,
instead of $1,000,000)."

Exception for certain discharges not related to the taxpayer’s financial condition. The principal
residence debt exclusion does not apply to the discharge of a loan if the discharge is on account
of services performed for the lender or any other factor not directly related to a decline in the
value of the residence or to the financial condition of the taxpayer.2

Ordering rule. If any loan is discharged, in whole or in part, and only a portion of that loan
is qualified principal residence indebtedness, the exclusion will apply only to so much of the
amount discharged as exceeds the amount of the loan (as determined immediately before such
discharge) that is not qualified principal residence indebtedness.’

Principal residence. For purposes of this exclusion, the term “principal residence” has the
same meaning as when used in IRC Section 121.* See Q 7781.

582. What is a below-market loan?

Editor’s Note: The Sarbanes-Oxley Act of 2002 (P.L. 107-204) adopted new securities law
provisions intended to deter and punish corporate and accounting fraud and corruption, ensure
justice for wrongdoers, and protect the interests of workers and shareholders of publicly-traded
corporations. However, it would appear that one provision of the Act indirectly impacts below-
market loans made to executives of publicly-traded corporations. See Q 585.

Generally, a below-market loan is any demand loan with an interest rate that is below
the applicable federal rate (see below) or any term loan in which the amount received by the
borrower exceeds the present value of all payments due under the loan. A demand loan is any
loan that is payable in full at any time on the demand of the lender, or that has an indefinite
maturity. All other loans are generally term loans.”The IRC essentially recharacterizes a below-
market loan as two transactions: (1) an arm’s-length loan requiring payment of interest at the
applicable federal rate, and (2) a transfer of funds by the lender to the borrower (“imputed
transfer”).®

Below-market loans include gift loans (Q 583), and compensation-related loans and
corporation-shareholder loans (Q 584). In addition to these types of loans, below-market loans
in which one of the principal purposes is tax avoidance or, to the extent provided for in regula-
tions, in which the interest arrangements have a significant effect on the federal tax liability of
cither party, will also be subject to the rules governing below-market loans. (See Q 583, Q 584
and Q 585)” The Service has determined that the interest arrangements of certain loans will
not be considered as having a significant effect on the federal tax liability of either party—tax-

. IRC Sec. 108(h)(2).

. IRC Sec. 108(h)(3).

. IRC Sec. 108(h)(4).

. IRC Sec. 108(h)(5).

. IRC Secs. 7872(e), 7872(f).

. Prop. Treas. Reg. §1.7872-1(a).
. IRC Sec. 7872(c)(1).
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exempt obligations, obligations of the U.S. government, life insurance policy loans, etc.—and,
unless one of the principal purposes is tax avoidance, such transactions will not be subject to
the below-market loan rules.'

Applicable Federal Rate

The applicable federal rate (see Q 589) for demand loans is the short-term rate in effect
during the period for which the forgone interest is being determined, compounded semian-
nually.” In the case of a below-market loan of a fixed principal amount that remains outstand-
ing for the entire calendar year, forgone interest is equal to the excess of the “blended annual
rate” for that calendar year multiplied by the outstanding principal over any interest payable on
the loan properly allocable to the calendar year. The blended annual rate is published annually
with the AFRs for the month of July.’ The blended annual rate for the calendar year 2011 was
0.40 percent, the blended annual rate for calendar year 2012 was 0.22 percent, and the blended
annual rate for calendar year 2013 was 0.22 percent. *

For term loans, the applicable federal rate is the corresponding federal rate (i.e., short-,
mid-, or long-term) in effect on the day the loan was made, compounded semiannually.”

The applicable federal rates are determined by the Secretary on a monthly basis.® The
Secretary may by regulation permit a rate that is lower than the applicable federal rate to be
used under certain circumstances.’

Reporting Requirements

In any taxable year in which the lender or the borrower either has imputed income or
claims a deduction for an amount imputed under IRC Section 7872, he must: (1) attach a state-
ment to his income tax return explaining that it relates to the amount includable in income or
deductible by reason of the below-market loan rules; (2) provide the name, address and taxpayer
identification number of the other party; and (3) specify the amount includable or deductible
and the mathematical assumptions and method used in computing the amounts imputed.®

583. What are the income tax consequences of a below-market loan that
is categorized as a gift loan?
A below-market demand or term loan is a gift loan if the foregoing of interest is in the

nature of a gift.gThe lender is deemed to have transferred to the borrower and the borrower
is deemed to have transferred to the lender an amount equal to the forgone interest.'° “Forgone

. Temp. Treas. Reg. §1.7872-5T.

. IRC Sec. 7872(f)(2)(B).

. Rev.Rul. 86-17,1986-1 CB 377.

. Rev. Rul. 2010-18, Rev. Rul. 2012-20, 2012-27 IRB 1, Rev. Rul. 2013-15.
. IRC Sec. 7872(f)(2)(A).

. IRC Sec. 1274(d).

. See IRC Sec. 1274(d)(1)(D).

. Prop. Treas. Reg. §1.7872-11(g).

. IRC Sec. 7872(f)(3).

0.IRC Sec. 7872(a)(1).
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interest” is the excess of the amount of interest that would have been payable if it accrued at the
applicable federal rate and was payable on the last day of the calendar year over any interest
actually payable on the loan during such period.' In the case of below-market gift loans between
natural persons, the transfer is treated, for both the borrower and the lender, as occurring on
the last day of the borrower’s taxable year.2 The amount of forgone interest is included in the
gross income of the lender; deductibility by the borrower depends on how the interest is clas-
sified for tax purposes (i.e., personal, passive, etc.—see Q 7932).

These rules do not apply to any below-market gift loan between individuals on any day
the aggregate outstanding amount of all loans made directly between them (husband and wife
are treated as one person) does not exceed $10,000; however, this de minimis exception will
not apply to any gift loan directly attributable to the purchase or carrying of income-producing
assets.’ In addition, a special rule limits the amount of income included in the lender’s gross
income to the borrower’s net investment income for the year if: (1) the aggregate outstanding
amount of all loans made directly between individuals does not exceed $100,000; (2) the lender
has a signed statement from the borrower, stating the amount of borrower’s net investment
income properly allocable to the loan; (3) the time or amount of investment income cannot
be manipulated by the borrower, and (4) tax avoidance is not one of the principal purposes of
the interest arrangernents.4 Net investment income equals the excess of investment income
over investment expenses, plus any amount that would be includable as interest on all deferred
payment obligations were the original issue discount rules to apply. Deferred payment obliga-
tions include annuities, U.S. savings bonds and short-term obligations. Net investment income
will be treated as zero in any year it does not exceed $1,000.°

For the gift tax consequences of below-market gift loans, see Q 740.

584. What are the income tax consequences of a below-market loan
that is categorized as a compensation-related loan or a corporation-
shareholder loan?

In the case of demand loans that are compensation-related (e.g., employer to employee,
between an independent contractor and the individual for whom the services are provided and,
under proposed regulations, between a partnership and a partner in certain circumstances) or
corporation-sharcholder loans, the same transfer and retransfer of forgone interest is deemed
to have occurred as explained in gift loans, Q 583.°The lender in a compensation-related loan
will have interest income to the extent of the forgone interest and a corresponding deduction for
compensation paid (if reasonable). The borrower will have compensation income, buta deduction
for the forgone interest will be subject to the limitations on interest deductions (see Q 7932).
The same consequences result in corporation-shareholder loans except that the forgone interest
is treated as a dividend; therefore, there is no deduction available to the lender-corporation.

. IRC Sec. 7872(e)(2).

. IRC Sec. 7872(a)(2); Prop. Treas. Reg. §1.7872-6(b)(3).

. IRC Sec. 7872(c)(2); Prop. Treas. Reg. §1.7872-8(b)(3).

. IRC Sec. 7872(d)(1); Prop. Treas. Regs. §§1.7872-8(c), 1.7872-11(g)(3).
. IRC Sec. 7872(d)(1)(E).

. IRC Secs. 7872(c)(1)(B), 7872(c)(1)(C); Prop. Treas. Reg. §1.7872-4(c).
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In the case of below-market term loans that are compensation-related or corporation-
shareholder loans, the lender is deemed to have transferred to the borrower and the borrower
is deemed to have received a cash payment equal to the excess of the amount loaned over the pres-
ent value (determined as of the date of the loan, using a discount rate equal to the applicable
federal rate) of all payments required to be made under the terms of the loan.' The excess is
treated as original issue discount and, generally, treated as transferred on the day the loan was
made. The lender can deduct the amount treated as original issue discount as compensation in
compensation-related loans and will include such amount as interest income as it accrues over
the term of the loan. The borrower will have includable compensation on the day the loan is
made, but deductions (if allowed—see Q 7932) for the “imputed” interest can be taken only as
such interest accrues over the loan period. With regard to corporation-sharcholder loans, the
same results occur except that the amount treated as original issue discount is considered a
dividend, and there is no deduction available to the lender-corporation.

Compensation-related loans and corporation-shareholder loans, whether demand or term,
are not subject to either of the above rules on any day the aggregate outstanding amount of all
loans between the parties does not exceed $10,000 and tax avoidance is not one of the princi-
pal purposes of the interest arrangements.” With respect to term loans that are not gift loans,
once the aggregate outstanding amount exceeds $10,000, this de minimis exception no longer
applies, even if the outstanding balance is later reduced below $10,000.

In a case of first impression involving below-market loans made to noncontrolling
sharcholders, the Tax Court held that the below-market loan rules may apply to a loan to
a majority or a minority shareholder. The court also held that direct and indirect loans are
subject to these rules.*

585. What securities law restrictions apply to a below-market loan?

Section 402 of the Sarbanes-Oxley Act of 2002 (P.L. 107-204) amended Section 13 of the
Securities and Exchange Act of 1934 (15 USC 78m) to prohibit “issuers” (i.e., publicly-traded
companies) from directly or indirectly (1) extending or maintaining credit, or (2) arranging for
the extension of credit, or renewing an extension of credit, in the form of a personal loan to or
for any director or executive officer (or equivalent) of that issuer.

The narrow exceptions to thisrule are loans made for the following purposes: home improve-
ment; consumer credit; any extension of credit under an open-end credit plan; a charge card;
or any extension of credit by a broker or dealer to buy, trade, or carry securities. To fall within
the exception, the loan must also be (1) made or provided in the ordinary course of business
of the company, (2) of a type that is generally made available by the company to the public, and
(3) made on market terms, or terms that are no more favorable than those offered by the issuer
to the general public for such extensions of credit.

1. IRC Sec. 7872(b)(1).

2. IRC Sec. 7872(c)(3).

3. IRC Sec. 7872(f)(10).

4. Rountree Cotton, Inc. v. Comm., 113 TC 422 (1999), aff d per curiam, 87 AFTR 2d 92001-718 (10th Cir. 2001).
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Thus, it would appear that a below-market loan made by a publicly-traded company to a
director or executive officer for a purpose other than those outlined in the exceptions would
be prohibited under the securities laws. Extensions of credit maintained by a company on
July 30, 2002 are not subject to the prohibition so long as no material modification is made
to any term of the loan and the loan is not renewed on or after that date.

586. What is an installment sale? How is it taxed?

Editor’s Note: JGTRRA 2003 reduced capital gain rates for sales or exchanges occurring
on or after May 6, 2003 and before January 1, 2013." For tax years beginning after 2012, the
American Taxpayer Relief Act of 2012 (“ATRA”) permanently set capital gain rates at O percent
for taxpayers in the 10 and 15 percent income tax brackets, 15 percent for taxpayers in the 25,
28, 33 and 35 percent income tax brackets and 20 percent for taxpayers in the 39.6 percent
income tax bracket. For the tax treatment of installment payments, see Q 608.

An installment sale is a disposition of property (other than marketable securities, certain
real property, and “inventory”) where at least one payment is to be received by the seller after
the close of the taxable year in which the disposition occurs.” It is not necessary that there be
more than one payment.

Unless the taxpayer elects out on or before the due date, including extensions, for filing
his federal income tax return for the taxable year in which the disposition occurred, any gain
must be reported under this method.” An election out is made by reporting all of the gain on
the transaction in the year of the sale. A decision by the taxpayer not to elect out is generally
irrevocable unless the IRS finds that the taxpayer had good cause for failure to make a timely
election.” Good cause will not be found if the purpose of a late election out is tax avoidance.’
However, where a taxpayer intended to use the installment method but failed to do so through
his accountant’s error, the IRS permitted the taxpayer to revoke his election out of the install-
ment method.® Similarly, the IRS has granted permission to revoke an election out where the
election was not the result of a conscious choice by the taxpayer.” But see Krause v. Comm.* (hold-
ing that an election out will not be revoked when one of the purposes for the revocation is the
avoidance of federal income taxes).

Loss cannot be reported on the installment method.” Dealers generally are not per-
mitted to use the installment method (with exceptions for farm property and certain
timeshares and residential lots)."” See Q 7517 for the treatment of gain from the sale of

publicly traded stock.

. IRC Sec. 1(h), as amended by JGTRRA 2003 and ATRA; see also TIPRA 2005, Sec. 102.
. IRC Sec. 453(b).

. IRC Secs. 453(a), 453(d); Bolton v. Comm., 92 TC 303 (1989).

. Treas. Reg. §15A.453-1(d); Rev. Rul. 90-46,1990-1 CB 107.

. Let. Rul. 9230003.

. Let. Rul. 9218012. See also Let. Rul. 200226039.

. Let. Ruls. 9419012, 9345027.

. TC Memo 2000-343.

. See IRC Sec. 453.

0.IRC Secs. 453(b)(2)(A), 453(1)(2).
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Under the installment method, the total payment is divided into (a) return of the seller’s
investment, (b) profit, and (c) interest income. Generally, where the sale price is over $3,000
and any payment is deferred more than one year, interest must be charged on payments due
more than six months after the sale at least at 100 percent of the “applicable federal rate,” com-
pounded semiannually, or it will be imputed at that rate." However, the following are exceptions
to this general rule:

(1)  iflessthan 100 percent of the AFR, arate of no greater than 9 percent, compounded
semiannually, will be imputed in the case of sales of property (other than new IRC
Section 38 property) if the stated principal amount of the debt instrument does
not exceed $5,339,300 in 2012, $5,468,200 in 2013 or $5,557,200 in 20142 @

(2)  iflessthan 100 percent of the AFR, arate of no greater than 6 percent, compounded
semiannually is imputed on aggregate sales of land during a calendar year between
an individual and a member of his family (i.e., brothers, sisters, spouse, ancestors,
and lineal descendants) to the extent the aggregate sales do not exceed $500,000
(the general rule of 100 percent of the AFR, compounded semiannually, applies
to the excess);’ and

(3) arate of 110 percent of the AFR, compounded semiannually, applies to sales or
exchanges of property if, pursuant to a plan, the transferor or any related per-
son leases a portion of the property after the sale or exchange (“sale-leaseback”
transactions).*

The applicable federal rate (see Q 589) will be the lowest of the AFRs in effect for any
month in the 3-month period ending with the first calendar month in which there is a binding
contract in Writing.5

All interest received by the taxpayer is ordinary income.® In some cases, depending on
the property and amount involved, the interest (or imputed interest) to be paid over the
period of the loan must be reported as “original issue discount” that accrues in daily portions;
in other cases the interest is allocated among the payments and that much of each payment
is treated as interest includable and deductible according to the accounting method of the
buyer and seller.

Once interest is segregated, any depreciation is recaptured and recognized as ordinary
income in the year of sale to the extent of gain on the sale.” In the case of an installment sale of
IRC Section 1250 property (i.e., generally, most real estate subject to the allowance for depre-
ciation under IRC Section 167),° regulations state that unrecaptured IRC Section 1250 gain

. IRC Sec. 483.

. IRC Sec, 1274A, Rev. Rul. 2012-33,2012-51 IRB 710, Rev. Rul. 2013-23,2013-48 IRB 590.
. IRC Sec. 483(e)(3).

. IRC Sec. 1274(e).

. IRC Sec. 1274(d)(2)(B).

. Treas. Reg. §1.483-1.

. IRC Sec. 453(i).

. See IRC Sec. 1250(c).
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(which is generally taxed at a maximum marginal rate of 25 percent—see Q 608) must be taken
into account before any adjusted net capital gain (taxed at a maximum of 20%/15%/0%see
Q 608)." This means that the allocation of unrecaptured IRC Section 1250 gain is front-loaded,
not prorated over the life of the installment transaction.

For installment sales of IRC Section 1250 property occurring before May 7, 1997, the
amount of unrecaptured IRC Section 1250 gain that is taken into account on payments received
after May 6, 1997 under the regulations is determined as follows: amounts received after the
sale date but before May 7, 1997 are treated as if unrecaptured IRC Section 1250 gain on pay-
ments received before May 7, 1997 had been taken into account before adjusted net capital gain.”
In other words, the taxpayer is permitted to treat payments after May 6, 1997 as though the
regulations had already been applied to earlier payments. Also, if the amount of unrecaptured
IRC Section 1250 gain on payments received after May 6, 1997 and before August 23, 1999
would have been less under the Internal Revenue Code than the amount as determined under
the regulations, the lesser amount may be used to determine the amount of unrecaptured IRC
Section 1250 gain that remains to be taken into account.’

Once depreciation has been recaptured, any adjusted net capital gain (see Q 608) is allo-
cated to each payment by determining a profit percentage (ratio of total profit to be realized
to total selling price, exclusive of interest and any recaptured depreciation) that is applied to
the noninterest portion of each installment.*Thus, if the selling price (the principal amount or
imputed principal amount) was $10,000 and the total profit to be realized after depreciation
has been recaptured is $2,000, 20 percent ($2,000/$10,000) of each dollar collected (after
segregating interest) is gain that must be reported as income for that taxable year. Whether the
gain is adjusted net capital gain or ordinary income is determined by the type of asset sold and

the length of the holding period.

In determining the ratio, contract price may have to be adjusted for outstanding indebted-
ness on the property.’

587. How are sales between related parties taxed?

There are strict rules governing installment reporting of sales between “related” parties.
Except as noted below, “related” persons include the following: (1) members of the same fam-
ily (i.e., brothers, sisters, spouses, ancestors and lineal descendants); (2) an individual and a
corporation of which the individual actually or constructively owns more than 50 percent of
the stock; (3) a grantor and a fiduciary of a trust; (4) fiduciaries of two trusts if the same person
is the grantor of both; (5) a fiduciary and a beneficiary of the same trust; (6) a fiduciary of a
trust and a beneficiary of another trust set up by the same grantor; (7) a fiduciary of a trust and
a corporation of which the grantor of the trust actually or constructively owns more than 50
percent of the stock; (8) a person and an IRC Section 501 tax-exempt organization controlled

1. Treas. Reg. §1.453-12(a).

2. Treas. Reg. §1.453-12(b).

3. Treas. Reg. §1.453-12(c).

4. See IRC Sec. 453(c).

5. Treas. Reg. §15A.453-1. See, however, Professional Equities, Inc. v. Comm., 89 TC 165 (1987).
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PART VII: FEDERAL INCOME TAXATION Q 587

by the person or members of his family (as described in (1) above); (9) a corporation and a
partnership if the same person actually or constructively owns more than 50 percent of the
stock of the corporation, and has more than a 50 percent interest in the partnership; (10) two
S corporations if the same persons actually or constructively own more than 50 percent of
the stock of each; (11) an S corporation and a C corporation, if the same persons actually or
constructively own more than 50 percent of the stock of each; or (12) generally, an executor
and a beneficiary of an estate.'

For purposes of determining the ownership of stock, an individual is considered to own
stock owned by family members (brothers and sisters, spouse, ancestors and lineal descendants),
and stock owned by a corporation, partnership, estate, or trust in proportion to the interest in
the entity owned by the individual or a family member, or a partner owning stock in the same
corporation in which the individual owns stock.” A different definition of “related” generally
applies to sales made before October 24, 1986. A different definition of “related” also applies in
the case of sales of depreciable property, as explained below.’

If a related purchaser disposes of the property before the related seller has received the
entire selling price, a special “second disposition” rule applies. This rule provides that the amount
realized on the second disposition, (to the extent it exceeds payments already received by the
related seller) will be treated as though it had been received by the related seller on the date of
the second disposition. However, this rule generally does not apply if:

(1)  the second disposition occurs more than two years after the first disposition;

(2)  the second disposition is an involuntary conversion, the threat of which did not
exist at the time of the first disposition;

(3)  the second disposition occurs after the death of either of the related parties; or

(4)  neither disposition had as one of its principal purposes the avoidance of income

tax.*

If an installment sale between related parties is canceled or payment is forgiven, the seller
must recognize gain in an amount equal to the difference between the fair market value of the
obligation on the date of cancellation (but in no event less than the face amount of the obliga-
tion) and the seller’s basis in the obligation.” The Service ruled that no disposition occurred
on the substitution of new installment notes, without any other changes, because there was
no evidence that the rights accruing to the sellers under the installment sale had either disap-
peared or been materially altered.®

A sale of depreciable property between related parties may not be reported on the install-
ment method, unless it is shown that avoidance of income tax was not a principal purpose. For

. IRC Secs. 453(f)(1), 318(a), 267(b).
. IRC Secs. 453(f)(1), 318(a), 267(c).
. See IRC Sec. 453(g).

. IRC Sec. 453(e).

. IRC Sec. 453B(f).

. FSA 200125073.

N AW N
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purposes of this rule only, “related persons” refers generally to controlled business entities,
not natural persons related by family.'

588. What is an interest surcharge?

Generally, an interest surcharge is applied to installment obligations in which deferred
payments for sales during the taxable year exceed $5,000,000. Exceptions to this rule are pro-
vided for: (1) property used or produced in the trade or business of farming, (2) timeshares and
residential lots, and (3) personal use property.’

The amount of the interest surcharge is determined by multiplying the “applicable
percentage” of the deferred tax liability by the underpayment rate in effect at the end of
the taxable year. The “applicable percentage” is determined by dividing the portion of the
aggregate obligations for the year that exceeds $5,000,000 by the aggregate face amount of
such obligations that are outstanding at the end of the taxable year. If an obligation remains
outstanding in subsequent taxable years, interest must be paid using the same percentage rate
as in the year of the sale.’ In addition, if the installment obligation is pledged as security for
a loan, the net proceeds of the loan will be treated as a payment received on the installment
obligation (up to the total contract price); however, no additional gain is recognized on sub-
sequent payments of such amounts already treated as received. The date of such constructive
payment will be (a) the date the proceeds are received or (b) the date the indebtedness is
secured, whichever is later.*

Planning Point: This interest surcharge on installment sales with deferred payments can be
minimized in some cases by splitting the sale between a husband and wife, and between two
taxable years. For example, a $20 million business owned by a couple could be split into two
$10 million sales, and the transaction could be completed in two stages: $5 million per spouse
in December, followed by $5 million per spouse in January. Structured this way, the sale would
not trigger the interest surcharge. Robert S. Keebler, CPA, MST.

589. What is the applicable federal rate?

The applicable federal rate (AFR) is used in determining the amount of interest in the case
of certain below-market loans for both income and gift tax purposes (see Q 582, Q 740), in
imputing interest on debt instruments given on the sale or exchange of property (see Q 586,
Q 7775), and for determining interest and present values in connection with deferred pay-
ments for the use of property or services (see Q 7769).

The applicable federal rates are determined by the Secretary on a monthly basis (and
published in a revenue ruling). The rates—short-term, mid-term and long-term—are based on
the average market yield on the outstanding marketable obligations of the United States with
maturity periods of three years or less, more than three but not more than nine years, and over
nine years.’ The AFRs can be found at: www.taxfactsonline.com.

. IRC Sec. 453(g).

. IRC Sec. 453A(b).

. IRC Sec. 453A(c).

. IRC Sec. 453A(d)(1). See Revenue Act of 1987 Conf. Rept., at pages 22-23.
. IRC Sec. 1274(d)(1).

L O R S A
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In the case of any sale or exchange, the applicable federal rate will be the lowest 3-month
rate. The lowest 3-month rate is the lowest of the AFRs in effect for any month in the 3-month
period ending with the first calendar month in which there is a binding contract in writing.1

The Secretary may by regulation permit a rate that is lower than the applicable federal rate
to be used under certain circumstances.?

To determine the appropriate AFR to apply in the case of below-market loans, see Q 582
and Q 740.To determine the appropriate AFR in the case of deferred rent, see Q 7769.

590. Are Social Security and railroad retirement benefits taxable?

If a taxpayer’s modified adjusted gross income plus one-half of the Social Security benefits
(including tier I railroad retirement benefits) received during the taxable year exceeds certain base
amounts, then a portion of the benefits received must be included in gross income and taxed as
ordinary income. “Modified adjusted gross income”is a taxpayer’s adjusted gross income (disre-
garding foreign income, savings bonds, adoption assistance program exclusions, the deductions
for education loan interest and for qualified tuition and related expenses) plus any tax-exempt
interest income received or accrued during the taxable year.’

A taxpayer whose modified adjusted gross income plus one-half of his Social Security
benefits exceed a base amount is required to include in gross income the lesser of (a) 50 percent
of the excess of such combined income over the base amount, or (b) 50 percent of the Social
Security benefits received during the taxable year.4The “base amount” is $32,000 for married
taxpayers filing jointly, $25,000 for unmarried taxpayers, and zero ($0) for married taxpayers
filing separately who have not lived apart for the entire taxable year.’

In a case of first impression, the Tax Court held that for purposes of IRC Section 86(c)(1)
(C)(ii), the term “live apart” means living in separate residences. Thus, where the taxpayer lived
in the same residence as his spouse for at least 30 days during the tax year in question (even
though maintaining separate bedrooms), the Tax Court ruled that he did not “live apart” from
his spouse at all times during the year; therefore, the taxpayer’s base amount was zero.*

In addition to the initial tier of taxation discussed above, a percentage of Social Security
benefits that exceed an adjusted base amount will be includable in a taxpayer’s gross income.
The “adjusted base amount” is $44,000 for married taxpayers filing jointly, $34,000 for unmar-
ried taxpayers, and zero ($0) for married individuals filing separately who did not live apart for
the entire taxable year.” If a taxpayer’s modified adjusted gross income plus one-half of his or
her Social Security benefits exceed the adjusted base amount, his gross income will include the
lesser of (a) 85 percent of the Social Security benefits received during the year, or (b) the sum

. IRC Sec. 1274(d)(2).

. See IRC Sec. 1274(d)(1)(D).

. IRC Sec. 86(b)(2).

. IRC Sec. 86(a)(1).

. IRC Sec. 86(c)(1).

. McAdams v. Comm., 118 TC 373 (2002).
. IRC Sec. 86(c)(2).

N A W N
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of — (i) 85 percent of the excess over the adjusted base amount, plus (ii) the smaller of — (A)
the amount that is includable under the initial tier of taxation (see above), or (B) $4,500 (single
taxpayers) or $6,000 (married taxpayers ﬁling jointly).]

Example 1: A married couple files a joint return. During the taxable year, they received $12,000 in
Social Security benefits and had a modified adjusted gross income of $35,000 ($28,000 plus $7,000 of
tax-exempt interest income). Their modified adjusted gross income plus one-half of their Social Security
benefits [$35,000 + (%2 of $12,000) = $41,000] is greater than the applicable base amount of $32,000 but
less than the applicable adjusted base amount of $44,000; therefore, $4,500 [the lesser of one-half of their
benefits ($6,000) or one-half of the excess of $41,000 over the base amount (V2 X (841,000 — $32,000),
or $4,500)] is included in gross income.

Example 2: During the taxable year, a single individual had a modified adjusted gross income of $33,000
and received $8,000 in Social Security benefits. His modified adjusted gross income plus one-half of his Social
Security benefits [$33,000 + (V2 of $8,000) = $37,000] is greater than the applicable adjusted base amount
of $34,000. Thus, $6,550 [the lesser of 85 percent of his benefits ($6,800), or 85 percent of the excess of
$37,000 over the adjusted base amount (85 percent X ($37,000 — $34,000), or $2,550) plus the lesser of
$4,000 (the amount includable under the initial tier of taxation) or $4,500] is included in gross income.

An election is available that permits a taxpayer to treat a lump sum payment of benefits as
received in the year to which the benefits are attributable.?

Any workers’ compensation pay that reduced the amount of Social Security received and
any amounts withheld to pay Medicare insurance premiums are included in the figure for Social
Security benefits.® In Green v. Comm.,* the taxpayer argued that his Social Security disability
benefits were excludable from gross income’ because they had been paid in lieu of workers’
compensation. The Tax Court determined, however, that Title II of the Social Security Act is
not in the nature of workers’ compensation. Instead, the Act allows for disability payments to
individuals regardless of employment. Consequently, the taxpayer’s Social Security disability
benefits were includable in gross income.

In a case of first impression, the Tax Court held that a taxpayer’s Social Security disability
insurance benefits (payable as a result of the taxpayer’s disability due to lung cancer that resulted
from exposure to Agent Orange during his Vietnam combat service) were includable in gross
income under IRC Section 86 and were not excludable under IRC Section 104(a)(4). The court
reasoned that Social Security disability insurance benefits do not take into consideration the
nature or cause of the individual’s disability. Furthermore, the Social Security Act does not
consider whether the disability arose from service in the Armed Forces or was attributable to
combat-related injuries. Eligibility for purposes of Social Security disability benefitsis determined
on the basis of the individual’s prior work record, not on the cause of his disability. Moreover,
the amount of Social Security disability payments is computed under a formula that does not
consider the nature or extent of the injury. Consequently, because the taxpayer’s Social Security
disability insurance benefits were not paid for personal injury or sickness in military service

1. IRC Sec. 86(a)(2).

2. IRC Sec. 86(e).

3. Rev. Rul. 84-173,1984-2 CB 16.
4. TC Memo 2006-39.

5. Under IRC Section 104(a)(1).
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within the meaning of IRC Section 104(a)(4), the benefits were not eligible for exclusion under
IRC Section 104(a)(4)."

Tax-exemptinterestisincluded in the calculation made to determine whether Social Security
payments are includable in gross income.? It has been determined that although this provision
may result in indirect taxation of tax-exempt interest, it is not unconstitutional .?

Railroad retirement benefits (other than Tier I benefits) are taxed like benefits received
under a qualified pension or profit sharing plan. For this purpose, the Tier Il portion of the taxes
imposed on employees and employee representativesis treated asan employee contribution, while
the Tier II portion of the taxes imposed on employers is treated as an employer contribution.*
Legislation enacted in 2001 provides increased benefits for surviving spouses and adjustments
to the Tier II tax rates.’

591.How is unearned income of certain children treated for federalincome
tax purposes?

Property Given Under the Uniform Gifts to Minors Act
or the Uniform Transfers to Minors Act

Taxable income derived from custodial property is, ordinarily, taxed to the minor donee.
To the extent that the custodian uses custodial income to discharge the legal obligation of any
person to support or maintain the minor, such income is taxable to that person.® For this pur-
pose, it makes no difference who is the custodian or who is the donor. State laws differ as to
what constitutes a parent’s obligation to support. A person who may be claimed as a dependent
by another may use a standard deduction of $1,000 in 2013 and 2014 (§950 in 2011 and 2012)
to offset unearned income (or, if higher, the dependent may take a standard deduction in the
amount of the sum of $350 (in 2013 and 2014) and his earned income, as indexed for inflation—
see Q 638). Dependents for which another taxpayer is allowed a personal exemption cannot
take a personal exemption for themselves (see Q 626).” For the treatment of unearned income
for children, see below.

Unearned Income of Certain Children

Under certain circumstances, children under the age of 19 (age 24 for students) must pay tax
on their unearned income above a certain amount at their parents’ marginal rate. (See Q 639
for the current tax rates). The tax applies to all unearned income, regardless of when the assets
producing the income were transferred to the child.

1. Reimels v. Comm., 123 TC 245 (2004), affid, 436 F.3d 344 (2d Cir. 2006); Haar v. Comm., 78 TC 864, 866 (1982), aff , 709 F.2d 1206 (8th Cir.
1983), followed.

. IRC Sec. 86(b)(2)(B).

. Goldin v. Baker,809 F.2d 187 (2nd Cir. 1987), cert. denied, 484 U.S. 816 (1988).

. See IRC Sec. 72(r)(1).

. See Secs. 101 and 204, The Railroad Retirement and Survivors’ Improvement Act of 2001.

. IRC Sec. 61; Rev. Rul. 56-484,1956-2 CB 23; Rev. Rul. 59-357,1959-2 CB 212.

. Rev. Proc. 2013-35,2013-47 IRB 537.
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The so-called “kiddie tax” applies to children who have not attained certain ages before
the close of the taxable year, who have at least one parent alive at the close of the taxable year,
and who have over $2,000 (in 2013 and 2014 and $1,900 for 2011 and 2012) of unearned

income.
The kiddie tax applies to:
(1) achild under age 18; or

(2)  achild who has attained the age of 18 if: (a) the child has not attained the age of
19 (24 in the case of a full-time student) before the close of the taxable year; and
(b) the earned income of the child does not exceed one-half of the amount of the

child’s support for the year.]

The tax applies only to “net unearned income.”“Net unearned income”is defined as adjusted
gross income that is not attributable to earned income, and that exceeds (1) the $1,000 stan-
dard deduction for a dependent child in 2013 and 2014, plus (2) the greater of $1,000 or (if the
child itemizes) the amount of allowable itemized deductions that are directly connected with
the production of his unearned income.’

“Earnedincome,”essentially, meansall compensation for personal services actually rendered.’
A child is therefore taxed at his own rate on reasonable compensation for services.

Regulations specify that “unearned income” includes any Social Security or pension pay-
ments received by the child, income resulting from a gift under the Uniform Gifts to Minors
Act, and interest on both earned and unearned income.* In the case of a trust, distributable
net income that is includable in the child’s net income can trigger the tax; however, most
accumulation distributions received by a child from a trust will not be included in the child’s
gross income because of the minority exception under IRC Section 665(b).’ Generally, the
tax on accumulation distributions does not apply to domestic trusts (see Q 663). The source
of the assets that produce unearned income need not be the child’s parents.® The application
of the “kiddie tax” to funds provided to a child by sources other than the child’s parents was
held constitutional.”

Example: Cole is a child who is 17 years of age at the end of the taxable year beginning on January 1,
2014. Both of Cole’s parents are alive at the end of the taxable year. During 2014, Cole receives $2,400 in
interest from his bank account and $1,700 from a paper route. Some of the interest earned by Cole from the
bank account is attributable to Cole’s paper route earnings that were deposited in the account. The balance
of the account is attributable to cash gifts from Cole’s parents and grandparents and interest earned prior to
2014. Some cash gifts were received by Cole prior to 2014. Cole has no itemized deductions and is eligible
to be claimed as a dependent on his parent’s return. Therefore, for the taxable year 2014, Cole’s standard

. IRC Sec. 1(g)(2).

. IRC Sec. 1(g)(4); Rev. Proc. 2013-15, 2013-5 IRB 444, Rev. Proc. 2013-35, 2013-47 IRB 537.
. IRC Secs. 911(d)(2), 1(g)(4)(A)().

Temp. Treas. Reg. §1.1()-1T, A-8, A-9, A-15.

. Temp. Treas. Reg. §1.1(i)-1T, A-16.

. Temp. Treas. Reg. §1.1(i)-1T, A-8.

. See Butler v. U.S., 798 F. Supp. 574 (E.D. Mo. 1992).

N A WL

482

BK-SBM-15TFINS-V1-140466-Part07.indd 482 10/14/2014 8:11:29 PM



PART VII: FEDERAL INCOME TAXATION Q 591

deduction is $2,050, the amount of Cole’s earned income, plus $350. Of this standard deduction amount,
$1,000 is allocated against unearned income, and $1,050 is allocated against earned income. Cole’s taxable
unearned income is $1,400, of which $1,000 is taxed without regard to section 1(g). The remaining tax-
able uncarned income of $400 is net uncarned income and is taxed under section 1(g). The fact that some
of Cole’s unearned income is attributable to interest on principal created by earned income and gifts from
persons other than Cole’s parents or that some of the unearned income is attributable to property transferred
to Cole prior to 2014will not affect the tax treatment of this income under section 1(g).

The parent whose taxable income is taken into account is (a) in the case of parents who
are not married, the custodial parent of the child (determined by using the support test for the
dependency exemption) and (b) in the case of married individuals filing separately, the individual
with the greater taxable income." If the custodial parent files a joint return with a spouse who
is not a parent of the child, the total joint income is applicable in determining the child’s rate.
“Child,” for purposes of the kiddie tax, includes children who are adopted, related by half-blood,

. . . !
or from a prior marriage of either spouse.

If there is an adjustment to the parent’s tax, the child’s resulting liability must also be
recomputed. In the event of an underpayment, interest, but not penalties, will be assessed

against the child.?

In the event that a child does not have access to needed information contained in the
tax return of a parent, he (or his legal representative) may, by written request to the IRS,
obtain such information from the parent’s tax return as is needed to file an accurate return.”
The IRS has stated that where the necessary parental information cannot be obtained
before the due date of the child’s return, no penalties will be assessed with respect to any
reasonable estimate of the parent’s taxable income or filing status, or of the net investment
income of the siblings.’

Certain parents may elect to include their child’s unearned income over $2,000 (in 2014) on
their own return, thus avoiding the necessity of the child filing a return. The election is available
to parents whose child has gross income of more than $1,000 and less than $10,000 (in 2014),
all of which is from interest and dividends.®

The election will not be available if there has been backup withholding under the child’s
Social Security number or if estimated tax payments have been made in the name and Social
Security number of the child. If the election is made, any gross income of the child in excess
of $2,000 in 2014 is included in the parent’s gross income for the taxable year. (However, the
inclusion of the child’s income will increase the parent’s adjusted gross income for purposes of
certain other calculations, such as the 2 percent floor on miscellaneous itemized deductions and
the limitation on medical expenses). Any interest that is an item of tax preference of the child
(e.g., private activity bonds) will be treated as a tax preference of the parent. For each child to

. Temp. Treas. Reg. §1.1(i)-1T, A-11, A-12.

. Temp. Treas. Reg. §1.1(1)-1T, A-13, A-14.
Temp. Treas. Reg. §1.1()-1T, A-17, A-19.

. Temp. Treas. Reg. §1.1(i)-1T, A-22.

. Ann. 88-70,1988-16 IRB 37.

. IRC Sec. 1(g)(7); Rev. Proc. 2008-66, above.
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whom the election applies, there is also a tax of 10 percent of the lesser of $1,000 or the excess
of the gross income of such child over $1,000. If the election is made, the child will be treated
as having no gross income for the year.' The threshold and ceiling amounts for the availability of
this election, the amount used in computing the child’s alternative minimum tax, and a threshold
amount used in computing the amount of tax are indexed for inflation.

For treatment of the unearned income of minor children under the alternative minimum

tax, see Q 653.

592. What is an Education Savings Account (also known as a Coverdell
Education Savings Account)?

Education IRAs were renamed Coverdell Education Savings Accounts (ESAs) in 2001.”
An ESA means a trust or custodial account created exclusively for the purpose of paying the
“qualified education expenses” of the designated beneficiary of the trust, and that is designated
as an ESA at the time it is created.’ The designated beneficiary of an ESA must be a life-in-being
as of the time the account is established.* ESAs are exempt from taxation (except for unrelated
business income tax, if applicable).’ Distributions from ESAs for “qualified education expenses”
(Q 594) are not includable in income and contributions to ESAs are not deductible.®

For guidance regarding certain reporting requirements and transition rules applicable to
Coverdell ESAs, see Notice 2003-53.7 See Q 695 for the estate tax treatment and Q 749 for
the gift tax treatment of ESAs.

593. What are the rules governing contributions to an Education Savings
Account?

Annual contributions may be made up until the due date (excluding extensions) for filing
the tax return for the calendar year for which such contributions were intended.®

Contributions must be made in cash and must be made on or before the date on which
the beneficiary attains age 18 unless the beneficiary is a special needs beneficiary. According to
the Conference Report, a special needs beneficiary will include an individual who because of
a physical, mental, or emotional condition (including learning disabilities) requires additional
time to complete his or her education.”

In general, aggregate contributions to an ESA on behalf of a beneficiary (except in the
case of rollover contributions) cannot exceed $2,000.' The maximum contribution amount is

. IRC Sec. 1(g)(7)(B).

. PL.107-22 (7-26-2001).

. IRC Secs. 530(b), 530(g).

. IRC Sec. 530(b)(1).

. IRC Sec. 530(a).

. IRC Sec. 530(d).

. 2003-33 IRB 362.

. IRC Sec. 530(b)(5).

. IRC Sec. 530(b)(1).
0.IRC Sec. 530(b)(1)(A)(iii).
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phased-out for certain high-income contributors. The maximum contribution for single filers is
reduced by the amount that bears the same ratio to such maximum amount as the contributor’s
modified adjusted gross income (MAGI) in excess of $95,000 bears to $15,000." For joint filers, the
maximum contribution is reduced by the amount that bears the same ratio to such maximum
amount as the contributor’s MAGI in excess of $190,000 bears to $30,000.” For this purpose,
MAGT s adjusted gross income without regard to the exclusions for income derived from certain
foreign sources or sources within United States possessions.’ For taxable years beginning after
2001, contributions to an ESA are not limited due to contributions made to a qualified state
tuition program in the same year.

Contributions in excess of the maximum annual contribution (as reduced for high-income
contributors) that are not returned before the first day of the sixth month of the taxable year
following the taxable year in which the contribution was made are subject to the 6 percent
excess contribution excise tax under Code section 4973(a).* Note that any excess contributions
from previous taxable years, to the extent not corrected, will continue to be taxed as excess
contributions in subsequent taxable years.’

594. How are distributions from an Education Savings Account treated?
What are “qualified education expenses”?

A distribution from an ESA is subject to income tax using the IRC Section 72(b) exclusion
ratio for investment in the contract.® However, distributions from an ESA are excludable from
income tax if the distributions received during the year are used solely for the “qualified educa-
tion expenses” of the designated beneﬁciary.7

Qualified education expenses include both “qualified higher education expenses” and
“qualified elementary and secondary education expenses.” Qualified higher education expenses
include tuition, fees, costs for books, supplies, and equipment required for the enrollment or
attendance of the student at any “eligible educational institution,” and amounts contributed
to a qualified tuition program.” Room and board (up to a certain amount) is also included
if the student is enrolled at least half-time.'” An “eligible educational institution” is any col-
lege, university, vocational school, or other postsecondary educational institution described
in section 481 of the Higher Education Act of 1965." Thus, virtually all accredited public,
nonprofit, and proprietary postsecondary institutions are considered eligible educational
institutions.'?

. IRC Sec. 530(c)(1).

. IRC Sec. 530(c)(1).

. IRC Sec. 530(c)(2).

. IRC Sec. 4973(e)(2).

. IRC Sec. 4973(e).

. IRC Sec. 530(d)(1).

. IRC Sec. 530(d)(2)(A).

. IRC Sec. 530(b)(2).

9. IRC Secs. 529(e)(3), 530(b)(2).
10.IRC Sec. 530(b)(2).

11.See IRC Sec. 529(e)(5).
12.Notice 97-60, 1997-2 CB 310, at 16 (Sec. 3, A16).
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Qualified education expenses must be reduced by any scholarships received by the indi-
vidual, any educational assistance provided to the individual, or any payment for such expenses
(other than a gift, devise, bequest, or inheritance) that is excludable from gross income. These
expenses must also be reduced by the amount of any such expenses that were taken into account
in determining the Hope Scholarship Credit or the Lifetime Learning Credit." (Note that for
taxable years beginning before 2002, these education credits could not be claimed in a taxable
year in which distributions from an ESA were excluded from income).’

Qualified elementary and secondary education expenses include tuition, fees, and costs
for academic tutoring, special needs services, books, supplies, and other equipment that
are incurred in connection with the enrollment or attendance of the designated beneficiary
at any public, private, or religious school that provides elementary or secondary education
(K through 12) as determined under state law. Also included are expenses for room and
board, uniforms, transportation, supplementary items and services (including extended day
programs) that are required or provided by such schools, and any computer technology or
certain related equipment used by the beneficiary and the beneficiary’s family during any of
the years the beneficiary is in school.’

If a designated beneficiary receives distributions from both an ESA and a qualified tuition
program and the aggregate distributions exceed the “qualified education expenses” of the des-
ignated beneficiary, then the expenses must be allocated among such distributions for purposes
of determining the amount excludable under cach.” Any “qualified education expenses” taken
into account for purposes of this exclusion may not be taken into account for purposes of any
other deductions, credits, or exclusions.’

Where distributions from the ESA exceed the “qualified education expenses” of the des-
ignated beneficiary for the year, the amount includable is determined by: (1) calculating the
amount subject to tax under IRC Section 72(b) (without regard to the following proration);
(2) multiplying the amount in (1) by the ratio of “qualified education expenses” to total distri-
butions; and (3) subtracting the amount in (2) from the amount in (1).°

Ifa distribution from an ESA is includable in the income of the recipient, the amount includ-
able in income will be subject to an additional 10 percent penalty tax unless the distribution is
(1) made after the death of the beneficiary of the ESA, (2) attributable to the disability of such
beneficiary (within the meaning of IRC Section 72(m)(7)), (3) made in an amount equal to a
scholarship, allowance, or other payment under IRC Section 25A(g)(2), or (4) includable in
income because expenses were reduced by the amount claimed as a Hope Scholarship Credit,
Lifetime Learning Credit, or American Opportunity Credit.”The penalty tax also does not apply
to any distribution of an excess contribution and the earnings thereon if such contribution and

. IRC Sec. 530(d)(2)(C).

. IRC Sec. 25A(e)(2), prior to amendment by EGTRRA 2001.
. IRC Sec. 530(b)(4).

. IRC Sec. 530(d)(2)(C)(ii).

. IRC Sec. 530(d)(2)(D).

. IRC Sec. 530(d)(2)(B).

. IRC Sec. 530(d)(4).
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earnings are distributed before the first day of the sixth month of the taxable year following the
taxable year in which the contribution was made.' However, the earnings are includable in the
contributor’s income for the taxable year in which such excess contribution was made.

No part of the assets of the ESA can be used to purchase life insurance.” Nor can the assets
of the ESA be commingled with other property except in a common trust fund or common
investment fund.’ If the beneficiary engages in a prohibited transaction, the account loses its
status as an ESA and will be treated as distributing all of its assets. If the beneficiary pledges
the account as security for a loan, the amount so pledged will be treated as a distribution from
the account.*

An amount may be rolled over from one ESA to another ESA without being treated as a
distribution (and without being subject to taxation) only if the beneficiary of the recipient ESA
is the same as the beneficiary of the original ESA, or a member of such beneficiary’s family. The
new beneficiary must be under age 30 as of the date of such distribution or change, except in
the case of a special needs beneficiary.” The rollover contribution must be made no later than
60 days after the date of the distribution from the original ESA. However, no more than one
rollover may be made from an ESA during any 12-month period.® Similarly, the beneficiary of
an ESA may be changed without taxation or penalty if the new beneficiary is a member of the
family of the previous ESA beneficiary and has not attained age 30 or is a special needs benefi-
Ciary.7 Transfer of an individual’s interest in an ESA can be made from one spouse to another
pursuant to a divorce (or upon the death of a spouse) without changing the character of the
ESA.* Likewise, non-spouse survivors who acquire an original beneficiary’s interest in an ESA
upon the death of the beneficiary will be treated as the original beneficiary of the ESA as long
as the new beneficiary is a family member of the original beneﬁciary.9

Upon the death of the beneficiary of the ESA, any balance to the credit of the beneficiary
must be distributed to his estate within 30 days. The balance remaining in an ESA must also be
distributed within 30 days after a beneficiary, other than a special needs beneficiary, reaches age
30." Any balance remaining in the ESA is deemed distributed within 30 days after such events. "'
The earnings on any distribution under this provision are includable in the beneficiary’s gross
income. '

Under Section 225 of BAPCPA 2005, funds placed in an “education individual retirement
account” (as defined in IRC Section 530(b)(1)) no later than 365 days before the date of the

. IRC Sec. 530(d)(4)(C).
. IRC Sec. 530(b)(1)(C).
. IRC Sec. 530(b)(1)(D).
. IRC Sec. 530(¢).

. IRC Sec. 530(b)(1).

. IRC Sec. 530(d)(5).

. IRC Secs. 530(b)(1), 530(d)(6).
. IRC Sec. 530(d)(7).

9. IRC Sec. 530(d)(7).
10.IRC Sec. 530(b)(1)(E).
11.IRC Sec. 530(d)(8).
12.IRC Sec. 530(d)(1).
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ﬁling of the bankruptcy petition may be excluded from the bankruptcy estate if certain condi-
tions are met.'

595. What is a qualified tuition program (also known as a 529 plan)?

A qualified tuition program is a program established and maintained by a state (or agency
or instrumentality thereof) or by one or more “eligible educational institutions” (see below)
that meet certain requirements (see below) and under which a person may buy tuition credits
or certificates on behalf of a designated beneficiary (see below) that entitle the beneficiary to a
waiver or payment of qualified higher education expenses (see below) of the beneficiary. These
plans are often collectively referred to as “529 plans.” In the case of a state-sponsored quali-
fied tuition program, a person may make contributions to an account established to fund the
qualified higher education expenses of a designated beneficiary.” Qualified tuition programs
sponsored by “cligible educational institutions” (i.e., private colleges and universities) are not
permitted to offer savings plans; these institutions may sponsor only pre-paid tuition programs.’

To be treated as a qualified tuition program, a state program or privately sponsored program
must:

(1)  mandate that contributions and purchases be made in cash only;
(2)  maintain a separate accounting for each designated beneficiary;

(3)  provide that no designated beneficiary or contributor may directly or indirectly
direct the investment of contributions or earnings (but see below);

(4)  notallow any interest in the program or portion thereof to be used as security for
a loan; and

(5) provide adequate safeguards (see below) to prevent contributions on behalf of a
designated beneficiary in excess of those necessary to provide for the beneficiary’s
qualified higher education expenses.4

(The former requirement that a qualified state tuition program impose a “more than de mini-

mis penalty” on any refund of earnings not used for certain purposes has been repealed.5 See
“Penalties,” in Q 597).

Withrespecttoitem (3),above, the IRSannounced aspecial rule stating that state-sponsored
qualified tuition savings plans may permit parents to change the investment strategy (1) once
cach calendar year, and (2) whenever the beneficiary designation is changed. According to
the IRS, final regulations are expected to provide that in order to qualify under this special
rule, the state-sponsored qualified tuition program savings plan must: (1) allow participants

. 11 USC 541(b), as amended by BAPCPA 2005.

. IRC Sec. 529(b)(1); Prop. Treas. Reg. §1.529-2(b).
. IRC Sec. 529(b)(1)(A).

. IRC Sec. 529(b).

. IRC Sec. 529(b)(3).
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to select among only broad-based investment strategies designed exclusively by the program;
and (2) establish procedures and maintain appropriate records to prevent a change in invest-
ment options from occurring more frequently than once per calendar year, or upon a change
in the designated beneficiary of the account. According to the IRS, qualified tuition programs
and their participants may rely on the 2001 guidance pending the issuance of final regulations

under IRC Section 529.!

A program established and maintained by one or more “cligible educational institutions”
must satisfy two requirements to be treated as a qualified tuition program: (1) the program
must have received a ruling or determination that it meets the applicable requirements for a
qualified tuition program; and (2) the program must provide that assets are held in a “quali-
fied trust.” “Eligible educational institution” means an accredited post-secondary college or
university that offers credit towards a bachelor’s degree, associate’s degree, graduate-level
degree, professional degree, or other recognized post-secondary credential and that is eligible
to participate in federal student financial aid programs.’ For these purposes, qualified trust is
defined as a domestic trust for the exclusive benefit of designated beneficiaries that meets the
requirements set forth in the IRA rules, (i.e., a trust maintained by a bank, or other person
who demonstrates that it will administer the trust in accordance with the requirements, and
where the trust assets will not be commingled with other property, except in a common trust
fund or common investment fund).*

The term qualified higher education expenses means (1) tuition, fees, books, supplies, and
equipment required for a designated beneficiary’s enrollment or attendance at an eligible edu-
cational institution (including certain vocational schools), and (2) expenses for special needs
services incurred in connection with enrollment or attendance of a special needs beneﬁciary.5
Qualified higher education expenses also include reasonable costs for room and board, within
limits. Generally, they may not exceed: (1) the allowance for room and board that was included
in the cost of attendance in effect on the date that EGTRRA 2001 was enacted as determined
by the school for a particular academic period, or if greater (2) the actual invoice amount the
student residing in housing owned and operated by the private college or university is charged
by such institution for room and board costs for a particular academic period.°

A safe harbor provides the definition of what constitutes adequate safequards to prevent
contributions in excess of those necessary to meet the beneficiary’s qualified higher education
expenses. The safe harbor is satisfied if all contributions to the account are prohibited once
the account balance reaches a specified limit that is applicable to all accounts of beneficiaries
with the same expected year of enrollment.” The total of all contributions may not exceed the
amount established by actuarial estimates as necessary to pay tuition, required fees, and room

. Notice 2001-55,2001-39 IRB 299.
. IRC Secs. 529(b)(1), 529(e)(5).

. See Prop. Treas. Reg. §1.529-1(c).

. IRC Sec. 529(b)(1).

. IRC Sec. 529(e)(3)(A).

. IRC Sec. 529(¢)(3)(B).

. Prop. Treas. Reg. §1.529-2(i)(2).
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and board expenses of the beneﬁciary for five years of undergraduate enrollment at the highest
cost institution allowed by the program.1

Reporting. Each officer or employee having control over a qualified tuition program must
report to the IRS and to designated beneficiaries with respect to contributions, distributions,
and other matters that the IRS may require. The reports must be filed and furnished to the
above individuals in the time and manner determined by the IRS.” In 2001, the IRS released
guidance regarding certain recordkeeping, reporting, and other requirements applicable to
qualified tuition programs in light of the amendments to IRC Section 529 under EGTRRA
2001.’° Qualified tuition programs and their participants may rely on Notice 2001-81 pending
the issuance of final regulations under IRC Section 529. (Note that reporting was not required

for calendar years before 1999).*

As a general rule, a qualified tuition program is exempt from federal income tax, except
the tax on unrelated business income of charitable organizations imposed by IRC Section 511 S

Under Section 225 of BAPCPA 2005, funds used to purchase a tuition credit or certificate
or contributed to an account under a QTP no later than 365 days before the date of the filing
of the bankruptcy petition may be excluded from the bankruptcy estate if certain conditions
are met.°

IRC Section 529 generally took effect for taxable years ending after August 20, 1996; special
transitional rules applied for earlier programs. See Q 597 for the tax treatment of distributions
from qualified tuition programs. See Q 696 for the estate tax treatment and Q 750 for the gift
tax treatment of qualified tuition programs.

Permanent extension of expiring provisions under PPA 2006: The qualified tuition program
provisions that were scheduled to expire by reason of the EGTRRA sunset provision included:
(1) the provision that makes qualified withdrawals from qualified tuition accounts fully exempt
from income tax; (2) the repeal of a pre-EGTRRA requirement that there be more than a de
minimis penalty imposed on amounts not used for educational purposes, and the imposition of
the 10 percent additional tax on distributions not used for qualified higher education purposes;
(3) the provision permitting certain private educational institutions to establish prepaid tuition
programs that qualify under IRC Section 529 if they receive a ruling or determination to that
effect from the IRS, and if the assets are held in a trust created or organized for the exclusive
benefit of designated beneficiaries; (4) certain provisions permitting rollovers from one account
to another account; (5) certain rules regarding the treatment of room and board as qualifying
expenses; (6) certain rules regarding coordination with Hope Scholarship and Lifetime Learn-
ing Credit provisions; (7) the provision that treats first cousins as members of the family for
purposes of the rollover and change in beneficiary rules; and (8) certain provisions regarding the

. Prop. Treas. Reg. §1.529-2(h)(2).

. IRC Sec. 529(d); Prop. Treas. Reg. §1.529-4.
. See Notice 2001-81,2001-52 IRB 617.

. Notice 97-52,1997-2 CB 306.

. IRC Sec. 529(a).

. 11 USC 541(b).
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education expenses of special needs beneficiaries. All of the above provisions have been made
permanent.l The Act also provides that the Secretary shall prescribe such regulations as may be
necessary or appropriate to prevent abuse of 529 plans.2

596. How does contribution to a qualified tuition program (also known as
a 529 plan) impact a taxpayer’s ability to claim education-related credits?
Can a taxpayer contribute both to a qualified tuition plan and an educa-
tion savings account?

A taxpayer may claim an American Opportunity or Lifetime Learning Credit and exclude
distributions from a qualified tuition program on behalf of the same student in the same tax-
able year if the distribution is not used to pay the same educational expenses for which the
credit was claimed.’ See Q 646. An individual is required to reduce his total qualified higher
education expenses by certain scholarships and by the amount of expenses taken into account in
determining the American Opportunity or Lifetime Learning credit allowable to the taxpayer
(or any other person).*

A contribution to a qualified tuition program can be made in the same taxable year as a
contribution to a Coverdell Education Savings Account for the benefit of the same designated
beneficiary without incurring an excise tax. (See Q 592.)° If the aggregate distributions from a
qualified tuition program exceed the total amount of qualified higher education expenses taken
into account gfter reduction for the American Opportunity and Lifetime Learning credits, then
the expenses must be allocated between the Coverdell Education Savings Account distributions
and the qualified tuition program distributions for purposes of determining the amount of the
exclusion.®

The total amount of qualified tuition and related expenses for the deduction for qualified
tuition and related expenses is reduced by the amount of such expenses taken into account in
determining the exclusion for distributions from qualified tuition programs. For these purposes,
the excludable amount under IRC Section 529 does not include that portion of the distribution
that represents a return of contributions to the plan.”

597. How are distributions from a qualified tuition program taxed?

Distributions from state qualified tuition programs are fully excludable from gross income
if the distributions are used to pay “qualified higher education expenses” (see Q 595) of the
designated beneficiary.® (For the general rule governing nonqualified distributions, see below).
Beginning in 2004, distributions from pre-paid tuition programs sponsored by private colleges

. Sec. 1304(a), PPA 2006.

. IRC Sec. 529(f).

. See IRC Sec. 529(c)(3)(B)(v).
. IRC Sec. 529(c)(3)(B)(v).

. IRC Sec. 4973(e).

. IRC Sec. 529(c)(3)(B)(vi).

. IRC Sec. 222(c)(2)(B).

. IRC Sec. 529(c)(3)(B).
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and universities are also fully excludable from gross income to the extent those distributions
are used to pay qualified higher education expenses of the designated ‘beneﬁciary.1

In the case of excess cash distributions, the amount otherwise includable in gross income
must be reduced by a proportion that is equal to the ratio of expenses to distributions.? In-kind
distributions are not includable in gross income so long as they provide a benefit to the dis-
tributee which, if paid for by the distributee himself, would constitute payment of a qualified
higher education expense.’

Nonqualified distributions (i.e., distributions that are not used to pay “qualified higher
education expenses”) are includable in the gross income of the distributee under the rules
of IRC Section 72 to the extent they are not excludable under some other Code provision.*
Distributions are treated as representing a pro rata share of the principal (i.e., contributions)
and accumulated earnings in the account.’ For purposes of applying IRC Section 72, the Code
provides that (1) all qualified tuition programs of which an individual is a designated beneficiary
must generally be treated as one program, (2) all distributions during a taxable year must be
treated as one distribution, and (3) the value of the contract, income on the contract, and
investment in the contract must be computed as of the close of the calendar year in which the
taxable year begins.®

The IRS announced in 2001 that the final regulations are expected to provide that
only those accounts maintained by a qualified tuition program and having the same account
owner and the same designated beneficiary must be aggregated for purposes of computing
the earnings portion of any distribution.” The IRS also stated that the final regulations are
expected to revise the time for determining the earnings portion of any distribution from
a qualified tuition account. Specifically, for distributions made after 2002 such programs
will be required to determine the earnings portion of each distribution as of the date of the
distribution. A different effective date applies to direct transfers between qualified tuition
programs.®

Penalties on nonqualified distributions. For taxable years beginning before 2002, a qualified
state tuition program was required to impose a “more than de minimis penalty” on any refund
of earnings not used for qualified higher education expenses of the beneﬁciary.9 See Proposed
Treasury Regulation Section 1.529-2 for the safe harbor definition of “more than de minimis.”
For taxable years beginning after 2001, the state-imposed penalty is repealed. '

. IRC Sec. 529(c)(3)(B).

. IRC Sec. 529(c)(3)(B).

. IRC Sec. 529(c)(3)(B).

. IRC Sec. 529(c)(3)(A).

. IRC Sec. 72(e)(9).

. IRC Sec. 529(c)(3)(D).

. Notice 2001-81,2001-2 CB 617.

. See Notice 2001-81,2001-2 CB 617.

. IRC Sec. 529(b)(3), prior to amendment by EGTRRA 2001.
0.IRC Sec. 529(b)(3).
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In place of that penalty, a 10 percent additional tax will be imposed on nonqualified
distributions in the same manner as the 10 percent additional tax is imposed on certain dis-
tributions from Coverdell Education Savings Accounts (see Q 594)." However, the 10 percent
additional tax will not apply to any payment or distribution in any taxable year before 2004
that is includable in gross income, but used for qualified higher education expenses of the
designated beneficiary.” According to the Conference Committee Report, this means that the
earnings portion of a distribution from a qualified tuition program of a private institution that
is made in 2003, and that is used for qualified higher education expenses, is not subject to the
additional tax even though the earnings portion is includable in gross income.*The 10 percent
additional tax also does not apply if the payment or distribution is (1) made to a beneficiary
on or after the death of the designated beneficiary, or (2) attributable to the disability of the
designated beneficiary.*

The IRS has announced that with respect to any distributions made after 2001, a qualified
tuition program will no longer be required to verify how distributions are used or to collect any
penalty, but the program must continue to verify whether the distribution is used for qualified
higher education expenses of the beneficiary and to collect a “more than de minimis penalty”
on nonqualified distributions made before 2002.°

Rollovers. Any portion of a distribution that is transferred within 60 days to the credit of a
“new designated beneficiary” (see below) who is a “member of the family” (see below) of the
designated beneficiary, is not includable in the gross income of the distributee. (In other words, a
distribution generally can be “rolled over” within 60 days from one family member to another).®
A change in designated beneficiaries with respect to an interest in the same qualified tuition
program will not be treated as a distribution provided that the new beneficiary is a member of
the family of the old beneficiary.” A transfer of credits (or other amounts) for the benefit of the
same designated beneficiary from one qualified tuition program to another is not considered a
distribution; however, only one transfer within a 12-month period can receive such rollover
treatment.gAccording to the Conference Committee Report, aprogram-to-program transfer on
behalf of the same beneficiary is intended to allow a transfer between a prepaid tuition program
and a savings program maintained by the same state, or a transfer between a state-sponsored plan
and a prepaid private tuition program.9

Generally, member of the family means an individual’s (1) spouse, (2) child or his descendant,
(3) stepchild, (4) sibling or step sibling, (5) parents and their ancestors, (6) stepparents, (7) nieces
or nephews, (8) aunts and uncles, or (9) in-laws, (10) the spouse of any of the individuals in

. IRC Secs. 529(c)(6), 530(d)(4).

. IRC Sec. 529(c)(6).

. H.R. Conf. Rep. No. 107-84.

. IRC Sec. 530(d)(4)(B).

. Notice 2001-81, above.

. See Prop. Treas. Regs. §§1.529-3(a) and (b); Prop. Treas. Reg. §1.529-1(c).
. IRC Sec. 529(c)(3)(C).

. IRC Sec. 529(c)(3)(C)(iii).

. H.R. Conf. Rep. No. 107-84 (EGTRRA 2001).

O 00 NN LW

493

BK-SBM-15TFINS-V1-140466-Part07.indd 493 10/14/2014 8:11:30 PM



Q598 2015 TAX FACTS ON INSURANCE & EMPLOYEE BENEFITS

(2) through (9), and (11) any first cousin of the designated beneficiary.! (However, for any
contracts issued before August 20, 1996, IRC Section 529(c)(3)(C) will not require that a
distribution be transferred to a member of the family or that a change in beneficiaries may be
made only to a member of the family).” A designated beneficiary is (1) the individual designated
at the beginning of participation in the qualified tuition program as the beneficiary of amounts
paid (or to be paid) to the program; (2) in the case of a rollover of a distribution or change
in beneficiaries within a family (as described above), the new beneficiary; and (3) in the case
of an interest in a qualified tuition program that is purchased by a state or local government
(or its agency or instrumentality) or certain tax-exempt 501(c)(3) organizations as part of a
scholarship program, the individual receiving the interest as a scholarship.’

Permanent extension of expiring provisions under PPA 2006: The tax-free treatment for quali-
fied distributions from 529 plans (i.e., withdrawals used to pay qualified higher education
expenses) under EGTRRA 2001 has been made permanent. In other words, this tax break
did not end on December 31, 2010, as originally scheduled under EGTRRA 2001.* For the
impact of PPA 2006 on other qualified tuition program provisions that were scheduled to
expire, see Q 595.

598. What is “tax basis”?

“Tax basis” is the method the Internal Revenue Code employs to keep a continuous total of
an individual’s “investment” in a particular item of property so that when the property is sold,
or otherwise transferred or disposed of, an accurate assessment of the individual’s gain or loss
can be made for tax purposes.’

When an individual acquires an item of property, he is considered to have also acquired an
initial tax basis in that property that, depending on the manner of acquisition, may be (1) its
cost, (2) its fair market value as of a specified date, or (3) a substituted tax basis. (Basis is a
“substituted basis” when it is determined in whole or in part by reference to the property’s
basis in the hands of a prior individual, or by reference to other property held at some time
by the person for whom the basis is determined.® See Q 599 to Q 601 as to which of these
applies to a given manner of acquisition). However, during the period of time the individual
owns the property his tax basis does not necessarily remain fixed at its initial basis. Instead,
it is adjusted during the period of ownership to reflect certain real or artificial additions to,
and returns of, the initial “investment.” (For example, tax basis is increased for such things
as improvements; it is reduced for such things as allowable depreciation or depletion). When
adjusted in this manner, an individual’s tax basis at a particular time is often referred to as
his “adjusted tax 