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I.  Divestiture of assets.
a.  Compliance with conflicts of interest provisions may require divestiture of property.  In such a case, the taxpayer has the following options:

1.  Give away the assets.  The officer will need to file a gift tax return (and possibly pay gift tax) if any recipient receives more than $10,000 in cash or property in a calendar year.

     A.  Exceptions:

i. Payments to an educational institution or medical care provider for someone’s tuition or

medical treatment.

ii.  Gifts to charity
 (which should result in a tax deduction).

     2.  Sell the assets.  The sale may result in taxable gain or a deductible loss.

   A.  The taxpayer may reinvest the assets in any permissible investment.

i.  One option is a Qualified Trust.
  In such a trust, the trustee, in his/her discretion, may repurchase assets similar to those divested (however, the taxpayer cannot make this request nor have any role in managing the trust).  Use of this type of trust may result in taxation of the trust as a separate entity.  Trust tax rates are higher than those applicable to individuals, and max out at 39.6% at income levels over $8,450.

     3.  Obtain a certificate of divestiture and roll the assets into “permitted property.”

A. Permitted property is either (1) any obligation of the United States, or (2) any

          diversified investment fund approved by Office of Government Ethics regulations.

i.  A diversified investment fund may be either an open-ended mutual fund or any common trust fund maintained by a bank, as defined in 26 U.S.C. § 584(a).

B.  Rollover pursuant to a certificate of divestiture does not result in taxation, as long as the entire amount divested is rolled into permitted property within 60 days of the sale.

i.  The rollover is reported to the IRS on Form 8824.

ii.  Replacement (permitted) property takes the divested property's basis.

iii.  The divested property's holding period is added to that of the replacement property.

II.  Home Sales.

a.  Servicemembers must sometimes vacate their homes pursuant to orders.  The changes brought about by the Taxpayer Relief Act of 1997 make it more difficult for some servicemembers to avoid taxation when they sell their homes.

     1.  Old rules:

          A.  Those ages 55 and over had a one-time exclusion of capital gains up to $125,000.

          B.  Everyone else could defer capital gains by rolling the proceeds of the sale into a home

          of equal or greater value.

i.  Servicemembers had 4 years to complete the rollover.  Service overseas, or certain orders into government quarters, could extend the rollover period to 8 years for servicemembers.

ii.  Cases and regulations developed a "facts and circumstances" test which allowed some servicemembers to claim a home as a principal residence (and thereby avoid triggering the rollover period) after moving pursuant to orders.

     2.  New rules.  The Taxpayer Relief Act of 1997 simplified the rules, and offers most taxpayers a more generous and flexible exclusion.

          A.  An individual may exclude up to $250,000 of capital gains if, during the 5-year period

          ending on the date of the sale, he/she owned and used the home as the principal residence

          for at least 2 years.

          B.  Couples may exclude up to $500,000 of capital gains if (1) they are married and file a

           joint return; (2) either spouse meets the 2-year ownership test; (3) both spouses meet the 2-

          year use test, and; (4) neither spouse excluded gain from the sale of another home in the

          previous two years.

          C.  The "use test" requires that the taxpayer actually live in the home as his/her principal

          residence.  Arguments based on individual facts and circumstances are almost irrelevant.

          However, the 2 years of use need not be continuous.

          D.  If the taxpayer has used the home as business or rental property, the exclusion does not

    apply to any depreciation "allowed or allowable" after 6 May 1997.
  This gain will be

          taxed at a rate of 25%.

     3.  Under the “2-of-5 rule," a taxpayer can receive a reduced exclusion if he/she does not meet

     the required 2 years of ownership or use because of "a change in place of employment, health,

     or, to the extent provided in regulations, unforeseen circumstances."
  The term “unforeseen

     circumstances” has not yet been explained in regulations or explored by the courts.

III.  Personal Money Allowance.
a.  Certain senior officers
 are entitled to a Personal Money Allowance
 “in recognition of additional expenses peculiar to the military ranks or positions in question.”

b.  The recipient does not have to account for expenditures of the PMA and may spend it (or save it) as desired.  Therefore, offsetting expenses can only be taken as miscellaneous itemized deductions.

c.  PMA will appear on the officer’s W-2, and is taxable by both federal and state governments.

IV.  Business and entertainment expenses.

a.  Business expenses.

     1.  A military officer is engaged in a trade or business.
  Expenses paid or incurred in carrying

     on a trade or business may be deductible if they are “ordinary and necessary.”

          A.  “Ordinary” means common and accepted in the field of business.

          B.  “Necessary” means helpful and appropriate for the business.

b.  Entertainment expenses.

     1.  In addition to meeting the ordinary and necessary tests, expenditures for entertainment

     must meet one of two other tests to be deductible:

          A.  “Directly related” test.  The main purpose of the business-related entertainment was the

          active conduct of business, business was conducted, and the taxpayer had more than a

          general expectation of getting some specific business benefit at some time in the future.

          B.  “Associated with” test.  The entertainment must be associated with the taxpayer’s trade

          or business and directly precede or follow a substantial business discussion.

c.  Limitations on deductions.

     1.  Expenses must be reasonable.

     2.  No deductions for “personal, living, or family expenses.”
  For example, while meals

     purchased for others in the office might be deductible, your meal (and that of your spouse) is

     probably a nondeductible personal expense.  The cost of a wife’s formal dress is not

    deductible, even if purchased for a mandatory military function.
 

     3.  Activities that are “social” rather than “business” are not deductible.  The IRS considers

     officers’ clubs social (and, therefore, dues are nondeductible).

     4.  Even allowable meal or entertainment expenses are only 50% deductible.

     5.  Expenses are only deductible to the extent that, along with any other miscellaneous

     itemized deductions, they exceed 2% of the officer’s adjusted gross income (AGI - Form

    1040, Line 33).

d.  Potentially deductible expenses:

     1.  Business cards, coins, purchasing a meal for subordinates during duty hours (and probably

     after duty hours as well, if the leader intends to produce a direct benefit to his/her organization

     by improving morale or esprit de corps),
 a change of command ceremony
 (but not a

     retirement ceremony),
 perhaps a hail and farewell (except for food the taxpayer consumes).

e.  Cases.

     1.  Fogg v. Commissioner.
  A Marine lieutenant colonel deducts the costs associated with a change of command ceremony reception and the cost of contributions to a squadron unit fund.  Fogg introduced evidence showing that all commanders were required to engage in “official entertaining,” including change of command ceremonies, and that his career might have been jeopardized if he failed to contribute to the squadron fund.  The Tax Court found that the reception was required by Fogg’s employer (even though he was not under a direct order to have one) and that it directly flowed from a business ceremony (thereby satisfying the “associated with” test).  The court also found that the contributions to the squadron fund were deductible since they were appropriate, helpful, and necessary to Fogg’s career.  However, dues paid to the officers’ club and the Blue Angel Association were not allowed. 

     2.  Pollock v. Commissioner.
  A naval officer was appointed Governor of American Samoa.  In connection with his duties, he was required to extend courtesies (for which he was not reimbursed) to representatives of other countries.  The court determined that the continuance of the officer’s military standing, from which his income derived, would have been seriously jeopardized had he failed to make the expenditures.  Since his expenditures were ordinary and necessary, they were deductible.

     3.  Preston v. Commissioner.
  An Air Force Colonel and his wife deducted club dues, money spent attending parties, and expenses for food and drink for themselves and associates and visitors to their base.  The court stated that “[t]he presumptive nondeductibility of personal expenses may be overcome only by clear and detailed evidence as to each instance that the expenditure in question was different from or in excess of that which would have been made for the taxpayer’s personal purposes.”  The Prestons could not meet their burden of proof.
     4.  Carlisle v. Commissioner.
  Expenses incurred in securing a medical discharge are not deductible, since they are not ordinary and necessary to the business of being an Army officer.

f.  Substantiation requirements.

     1.  Memorialize the amount spent, the date, the place, the names of the individuals on which

     the money is spent, the business relationship between you and those individuals, the

     business discussed (or the business purpose of the expenditure), and the nature of the

     entertainment (if applicable).  Attach receipts.  Keep the information at least three years after

     filing your tax return.

     2.  The burden of substantiating the expense and proving its deductibility is always on the

     taxpayer.

g.  Reporting requirements.

     1.  Report expenses on Form 2106.  Allowable deductions are carried over to Schedule A.

V.  Employer-provided home-to-work transportation

a.  Employer provided home-to-work transportation is taxable,
 even if provided for security reasons.  The cost of commuting is a personal expense, and does not qualify as a deductible business expense.

     1.  The cost of a driver included in the employer-provided transportation is also taxable.  The

     valuation of his/her services is “the amount that an individual would have to pay in an arm’s-

     length transaction to obtain the same or comparable chauffeur services in the geographic area,

     including the time the chauffeur is on call as well as actual driving time.”

b.  Valuation.  The taxpayer may chose between the General and Special valuation methods:

     1. General Valuation Method.  “[T]he amount that an individual would have to pay in an arm’s

     length transaction to lease the same or comparable vehicle on the same or comparable

     conditions in the geographic area in which the vehicle is available for use.”

     2.  Special Valuation Methods.

          A.  Annual Lease Value.  Determined by taking the value of the vehicle as reported in IRS

          schedules and subtracting out business use.

          B.  Commuting Vehicle Value.  The vehicle is valued at $1.50 per one-way commute.

          When a bodyguard/driver is made available for a bona fide business-oriented security

          concern, the $1.50 includes his/her services.

          C.  Cents-Per-Mile Value.  For tax year 2001, the taxpayer multiplies the number of miles

          by a rate of 34.5 cents per mile.
  If a bodyguard/driver is made available for a bona fide

          business-oriented security concern, the requirement of adding his/her value is waived.

c.  The CNO publishes annual guidance (including examples) on this issue, generally in December.

VI.  Estate planning concerns.
a.  Once a married individual’s (or couple’s) gross estate exceeds $675,000 (in 2001), he/she may want the estate tax advantages of a Credit Shelter Trust (sometimes called a Bypass Trust).

     1.  Although only 2% of estates pay estate tax, those that do may be diminished considerably.

     Estate tax rates range from 37% to 55%.

b.  The gross estate includes property you own outright, jointly held property, most life insurance on your life (including SGLI), some property given away within 3 years of death, property you gave away but retained some interest in or control over, annuities you pass to beneficiaries, etc.

     1.  Note that your gross estate may be much larger than your “probate estate.”  Property that

     avoids probate because it’s held jointly or governed by a beneficiary designation is added into 

     your gross estate to determine estate tax.

c.  Summary of estate taxation.

     1.  A taxpayer may pass an unlimited amount of property to his/her U.S. citizen spouse at

     death, tax-free.  This is called the marital deduction.

     2.  Property passing to someone other than the spouse (or a charity) is subject to estate tax.

          A.  Estate tax on the first $675,000 (in 2001)
 is offset by the unified credit, a statutory

          credit put in place to ensure that only the wealthiest Americans pay estate tax.

     3.  Spouses often hold property jointly.  When one spouse dies, the other takes all the property

     with little (or no) need for probate proceedings.  However, because the marital deduction

     keeps property passing to the spouse from being subject to taxation, the deceased’s unified

     credit is wasted.  On the death of the surviving spouse, his/her unified credit will shield

     $675,000.  However, had the couple not wasted the unified credit of the first spouse to die,

     they could have shielded the equivalent of two unified credits, or $1.35 million (in 2001).

d.  Credit Shelter Trust (CST).

     1.  A trust that exposes $675,000 (or less) to taxation in order to use up the unified credit.

     2.  To keep from triggering the marital deduction (and defeating the purpose of the CST), the

     CST must ultimately give the money to someone other than the surviving spouse.

          A.  However, the CST may provide substantial benefits to the surviving spouse, including;

i.  The right to receive all income from the trust’s assets;

ii.  The right to receive principal from the trust under “ascertainable standards” (that is,

for his/her health, education, maintenance, and support);

iii.  The right to determine the ultimate beneficiaries of the CST.

e.  Examples of bad and good estate planning.  Each couple has total assets of $1.35 million.

     1.  Couple One:  Husband dies, leaves all to wife.  No CST to take advantage of Husband’s

     unified credit.  Wife does not remarry, and dies with gross estate of $1.35 million.  Estate tax

     is $270,800.  Wife leaves children $1,079,200.

     2.  Couple Two:  Husband dies, leaves $675,000 to CST.  Husband’s unified credit of 

     $675,000 eliminates tax.  During her lifetime, wife draws interest from the CST and takes 

     principal for purposes of health, education, maintenance, and support.  Wife dies.  Husband’s

     CST passes to couple’s children free of estate tax.  Wife’s unified credit eliminates her estate

     tax.  Couple leaves entire $1.35 million to children.

f.  Advance Medical Directives and Durable Powers of Attorney.

     1.  A Living Will tells health care providers what types of medical treatment you want to

     receive if you are incompetent (for example, do you want artificial respiration?  Feeding

     tubes?  Pain killers that might hasten death?).

          A.  Does not take effect unless you are unconsciousness/incompetent.

     2.  Health Care Powers of Attorney.

          A.  Appoints a family member or friend as surrogate decision maker, to decide on your

          treatment under an infinite number of unforeseeable circumstances (while a Living Will

          can only express your desires in a limited number of foreseeable circumstances).

          B.  Does not take effect unless you are unconsciousness/incompetent.

          C.  Called a “durable” power of attorney because it survives incompetency (most powers of

          attorney become ineffective if you become legally incompetent).

     3.  An individual may (and probably should) have both a Living Will and a Health Care

     DPOA.

     4.  A Durable Financial Power of Attorney allows a person of your choosing to handle your

     financial affairs (pay your bills, manage your investments, collect debts, make gifts, etc.).

          A.  You may choose to have the power come into effect when signed, or only if/when you

          become incompetent (a “springing” DPOA).

g.  Pros and cons of Living Trusts.

     1.  By transferring property into a Living Trust (also called a revocable, intervivos trust), an

     individual may:

          A.  Continue to use or control the property by naming himself/herself trustee;

          B.  Ensure uninterrupted management of property/investments if he/she becomes

          incompetent, by providing for a back-up trustee;

          C.  Avoid probate on property transferred into the trust, since the property belongs to the

          trust rather than the individual.  For an individual owning real estate in one or more

          jurisdictions outside of his/her state of residence, this can save time and money by avoiding

          probate in more than one state (“ancillary probate”).

     2.  Tax aspects of Living Trusts.

          A.  Although the trust owns the property for probate purposes, its value is still included in

          the estate of the deceased for purposes of the estate tax.  However, like a will, a Living

          Trust can arrange for the creation of a Credit Shelter Trust to save estate taxes.

          B.  Income in the trust is taxed to the individual who created it - in other words, there are

          no income tax advantages associated with a living trust.

     3.  Disadvantages of Living Trusts:

          A.  Military legal assistance attorneys do not draft them.  A couple should expect to pay a

          good civilian estate planning attorney a total of $2,000 to $4,000.

          B.  Since you cannot possibly transfer all of your property into a Living Trust, your lawyer

          will also draft a “pour-over will” (which “pours” property outside the trust into the trust at

          your death).  Some probate will be necessary for the will.

          C.  An increased level of formality is necessary when dealing with trust property (it no

          longer belongs to you, it belongs to the trust).

     4.  The benefits of a Living Trust can often be achieved with a traditional will and durable

     financial power of attorney (exception: avoiding ancillary probate).
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