




I.  In General

A.  Legislative Grace

CHAPTER 4
INCOME EXCLUSIONS


B.  Strict interpretation and application

C.  Reasons for tax relief

2.   Equity - avoid double taxation

3.   Social Goals - encourage provision of goods and/or services by private
sector; encourage individuals to take actions that protect themselves
medically and financially.  

4.   ADMINISTRATIVE CONVENIENCE



II.  Donative Items

A.  Gifts

1.  Gifts made in a business setting

B.  Inheritances

Note:  Exclusions for gifts and inheritances is limited to FMV of gift.  Any 
subsequent income is taxable.

C.  Life Insurance Proceeds

1. 	Proceeds taken in installments  --  If the proceeds are taken over
time and there is some element of interest, then the excluded
amount is determined in the same fashion as with annuities.  (See
example 7 in the text).

2. 	Policies obtained for consideration  --  If beneficiary pays 
consideration for insurance policy, the proceeds from the policy are
taxable to the extent they exceed his/her investment.
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a.   Exception for insurance used to fund buy-sell agreements; key 
man protection.  Done to allow business owners to maintain
continuity of business in the event of the death of one of the
owners.  The exclusion applies even if there is a windfall to the
business from the insurance proceeds.

D. 	Scholarships  --  Cannot require the student to perform any future
services.

2.  	Direct Cost Limitation  --  Cannot exceed the direct costs of student’s
college education.  This includes tuition, fees, books, supplies and
other required equipment.  Not allowed to exclude amounts used for
personal living expenses (i.e., room and board are fully taxable).



III.  Employment Related Exclusions  --  Costly to the government.

A.  Importance in compensation packages


1. 

2. 


Deduction for employer, no income to employee.

Intended to provide equity in cases of double taxation and act as
incentive to employers and employees to engage in the specified
activity.


B. Foreign Earned Income - provides relief from double taxation.  A taxpayer
receiving foreign earned income has the option of:

1.    Excluding up to $97,600 of foreign earned income
or
2.    Include foreign earned income in gross income and take a tax credit
for foreign taxes paid (credit cannot exceed U.S. tax on FEI).

Note:  The credit is the lesser of actual foreign taxes paid or the U.S. tax
that would have been paid on the foreign income.

a.   To take advantage of the exclusion, the taxpayer must either be a
bona-fide resident of the foreign country or be present in the
foreign country 330 days in 12 consecutive months.




C.  Payments made on behalf of an employee
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1.    Payments to Qualified Pension Plans - A deferral of income; payment
into a qualified pension plan is not taxed currently.  Earnings on
pension plan are also deferred. Income is taxed when it is withdrawn
from the plan.

a.   In many pension plans, the employee can also make a contribution
to the pension plan from current salary.  This contribution (and
earnings thereon) can also be deferred (reduction in gross current
salary).

2.   Group-term life insurance - premiums paid on the first $50,000 of
group-term life insurance are excludable.

a.   The insurance must be term insurance (not whole life) and must be
nondiscriminatory in it's coverage.  

b.   Premiums paid on insurance in excess of $50,000 must be
included in taxable income (per IRS table).

TABLE 4-1
GROSS INCOME FROM GROUP-TERM LIFE INSURANCE
IN EXCESS OF $50,000

   Includable Income per $1,000

Employee's Age   
Under 25  

Monthly 
 $ .05 

Annually 
 $ .60

  25 to 29                               .06                        .72

  30 to 34  
  35 to 39  
  40 to 44  
  45 to 49  
  50 to 54  
  55 to 59  
  60 to 64  
  65 to 69  
  70 and Over

   .08  
   .09  
   .10  
   .15            
   .23  
   .43  
   .66  
  1.27  
  2.06  

   .96
  1.08
         1.20
  1.80
  2.76
         5.16
         7.92
        15.24
        24.72




3.  Health & Accident Insurance - premiums paid by an employer are
excluded (employee, spouse, dependents).
a. Self-insured plans – excludible as long as they don’t
discriminate in favor of highly compensated employees.
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4.   Meals & Lodging Provided by the Employer - To exclude the value of
meals provided by an employer, the meals must be:

a.   Provided on the employer's premises
and
b.   For the employer's convenience (there must be a substantial
noncompensatory business purpose for the provision of the
meals)

c.   To exclude the value of lodging, the meals requirements must be
met and the lodging must be required as a condition of
employment (i.e. you must live in the lodging or you can't have the
job)


5.
































6.


General Fringe Benefits

a.   No-additional cost services - must be nondiscriminatory and in the
same line of business

b.   Discounts on goods & services - same limitations as no additional
cost services.  Discounts on goods limited to GP%.  Discounts on
services limited to 20% 

1)  Difference between Bargain Purchase  --  Employee discounts are
made available to all employees.  Bargain purchase is only 
available to a selected employee.

c.   Working Condition Fringes - Any thing that the employee could
have deducted had the employee paid for the item.  These can be
discriminatory.  Free parking is specifically defined as a working
condition fringe (limited to $245 per month in 2013; $240 in 2012).

d.   De Minimis Fringes - small items which are impractical to keep
track of (ADMINISTRATIVE CONVENIENCE).  Examples:  free
coffee, personal copies, holiday gifts…

Other Fringe Benefits

a.  Employer Provided Child Care ($5,000 max)
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b.  Employer's Athletic Facility (substantially all use by employees
and        their families).

c.  Nondiscriminatory Educational Assistance Plans ($5,250 max)

V.  Employer Benefit Plans

A. Cafeteria Plan  

1.   Company provides a menu of tax-free benefits (the benefits offered
must be those that are specifically excludable from tax) and their cost
to the company.  Each employee is allowed to choose a pre-
determined dollar amount of benefits from the plan or take the cash
equivalent of the benefits.

a. Only those benefits taken in cash are taxable.

B.  Flexible Benefits/Salary Reduction Plan

1.   The employee contributes a pre-determined amount into the plan out
of each paycheck (gross salary is reduced).  The amounts in the plan
are used to reimburse the employee for medical and/or child care
expenses.

a.  The employee determines the amount to contribute annually.  Any 
amounts not spent are lost to the employee; they cannot be
reimbursed nor can they be rolled to the next plan year for use.

  C.  Health Savings Accounts

1. Employer contributions are excluded from income and individual
contributions are deductible for adjusted gross income

2. Earnings on amounts in an HSA are excluded from income

3. Distributions from an HSA for medical expenses are generally 
excluded from income

4. Unused amounts from one year’s contribution may be carried forward
to pay future medical expenses

5. Can only be covered by a high-deductible health insurance plan
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($1,250 deductible for single, $2,500 deductible for married in 2013).

6. Max contribution = lesser of deductible or $6,450 ($3,250 single) in
2013.

Note that the tax effect of an HSA is similar to that of a flexible benefits plan
without the "use or lose" feature.

V. 	Returns of Human Capital  --  reimburse individuals for the costs of
injuries or to compensate them for injuries in such a way as to “make
them whole.”  Viewed as a return of human capital lost because of the
injury or sickness.

Note:  Payments that are meant to replace lost income do not constitute returns
of human capital and are taxable.

A.  Workers Compensation Payments  --  Although somewhat of a substitute
for earned income, Congress provided relief from taxation because
workers’ compensation is a result of job related injury.

B. Damages received on account of personal injury or sickness


1.






2.



3.


Payments for loss of income generally taxable

a.   If the loss of income payment is related to a personal physical
injury, the payment is excluded.

After August 19, 1996 - only damage payments that result from a
personal physical injury can be excluded.

After August 19, 1996 - all punitive damage payments are taxable.


C. Any payment received from a health & accident insurance policy that was
purchased by the taxpayer receiving the payment is excluded.

1.    Even loss of income payments (sick pay, disability pay) are
excludable under this provision

D. Payments received from Employer provided H&A plans that are:


1.


For permanent loss of or loss of use of body parts, disfigurement,
etc.




2.



3.
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Based on the nature of the injury and computed without reference to
the time hospitalized or the time absent from work.

Medical expense reimbursements up to actual medical costs


VI.  Investment Related Exclusions

A.  Municipal Bond Interest

1.   Interest on bonds of U.S. State & Local Governments (and U.S.
Possessions) is exempt from tax.

a.  Gains/losses from dealing in the bonds are not exempt from tax.

B.  Stock Dividends


1.


A dividend paid in the stock of the company issuing the dividend is
excluded from tax.  

a.   Effect on basis - reallocate basis from old shares into new shares

b.   If a cash option exists, the amount of the cash option is taxed even
if the stock is taken.

1) Basis of stock = income recognized


C.  Discharge of Indebtedness

1.   Exception to general income recognition rules for insolvent (liabilities
in excess of assets) debtors.

a.    If insolvent before discharge and the discharge makes the debtor
solvent, income must be recognized to the extent of solvency.
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2.   Exception for Qualified Real Property Business Indebtedness  


a. 




b. 















a. 


Debt must be incurred or assumed in connection with real
property used in a trade or business (doesn’t apply to production of
income or personal use property).

Amount of exclusion is the lessor of:

1. 	Property’s adjusted basis
or 
2. 	Excess of principal amount of debt over the
fair market value of the property.  NOTE:  Because of this
lessor of rule, part 2 of the rule restricts application of this
exception to those cases in which the property is worth less
than what is owed on the property (the property is
insolvent).

Basis of property must be reduced by amount excluded.  
The effect of this is to defer the discharge of debt income to future
periods through lower cost recoveries on the property (either
depreciation or at disposition).




C.  Improvements by a lessee  --  Owner does not have income when a lessee
makes improvements to the owner’s property or when the improved
property reverts to the owner at termination of the lease.  The gain on
improved property from improvements is deferred until the property is
sold, at which time the owner will have the wherewithal to pay the tax on
the increased value from the improvements by the lessee.  


1. 


The exclusion does not apply when the improvements are made in
lieu of rent.  Under cash-equivalent approach, the value of the
improvements are included in income.
