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1. [bookmark: _Toc229487645]General Structure
· [bookmark: _Toc229487646]Gross Income (§61) = “[A]ll income from whatever source derived.”
· [bookmark: _Toc229487647]AGI (§62) = Gross Income – ATL Deductions (§62(a))
· [bookmark: _Toc229487648]Taxable Income (§63):  = AGI – Personal exemptions (§ 151(d)—$3500 but phaseout) – greater of…
· Standard Deduction—§ 63(c)
· Married Individuals Filing Joint Returns and Surviving Spouses (§ 1(a)):  $10,900
· Heads of Households (§ 1(b)):  $8,000
· Unmarried Individuals (other than Surviving Spouses and Heads of Households) (§ 1(c)) and Married Individuals Filing Separate Returns (§ 1(d)):  $5,450
· OR Itemized Deductions—§ 63(d)—see Deductions, infra part 3
· [bookmark: _Toc229487649]Tax = (Taxable Income * rate)
· Rates on Code § 1(a)-(d) p. 1 and xi.
· [bookmark: _Toc229487650]Less applicable credits (generally nonrefundable)—see Credits, infra part 4
2. [bookmark: _Toc229487651]Gross Income
Included if (1) accession to wealth, (2) clearly (or constructively) realized, and (3) complete dominion.
Included:
· Prizes and awards (§ 74(a)) EXCEPT
· Some if donated to charity (§ 74(b))
· Employee achievement awards (§ 74(c))
· Qualified scholarships (§ 117)
· State Taxes Previously Deducted AND Refunded (§111(a))
· Wages
· Includes employer payments of federal taxes, etc. (Old Colony 33)
· Employer payments of state taxes are deductable under §164, and so cancel out the income assuming itemization.
· Capital Gains/Losses
· Discharge of Indebtedness (§108)
· Not includable to the extent it would have been deducted (§108(e)(2))
· Not includible if qualified mortgage forgiveness (§ 163(h))
· Income in Kind
· Compensation for medical care INCLUDIBLE if previously deducted (§ 104(a))
Excluded:
· Gifts and Bequests (§102) EXCEPT
· Gifts to Employees INCLUDIBLE unless
· de minimis (§102(c))
· certain employee achievement awards (§ 74(c))
· Gifts of Income INCLUDIBLE (§ 102(b)(2))
· Gifts of Property (inter vivos)
· Transferee has basis of transferor
· subject to the split basis rule (§ 1015)
· EXCEPT gift transfers of annuities (§72(e)(4)(C)):
· Giftor pays tax on excess of FMV over Basis.
· Giftee’s basis becomes FMV.
· Property from Decedent
· Basis stepped up to time of death (or 6 months thereafter) (§ 1014)
· Damages from PHYSICAL injury/sickness (§ 104(a)(2))
· But dignitary torts and emotional distress torts INCLUDIBLE in income
· Note:  Structured settlement better—interest tax-free
· Interest on State and Local Bonds (§103)
· Employer Contributions to Health Plan (§106)
· Federal Tax Refund (§275)
· Employer-Provided Childcare (§129)
· Excludes up to $5,000 of employer expense, and amount excluded cannot exceed earned income.
· “Non-Statutory” Fringe Benefits (§132)
· Meals-and-lodging Provided for Convenience of Employer § 119
· Meals must be furnished on employer’s premises.
· Acceptance of lodging must be requirement for job.
· Lessor does not recognize building improvements to real property made by lessee. (§109)
· Does not alter Lessor’s basis in property. §1019.
· Purchase price reduction (§ 108(e)(5))
· debt of purchaser of property 
· to the seller of same, 
· which arose out of the purchase of same

3. [bookmark: _Toc229487652]Deductions
· [bookmark: _Toc229487653]ATL Deductions (§ 62(a))
· IRA and other Retirement Contributions (§219)
· IRA contributions of up to $5,000
· [bookmark: _Toc229487654]Itemized Deductions 
· §§161 – 210 (generally)
· Subject to phaseout under §68
· Miscellaneous Deductions (§67) – 
· (Ordinary and Necessary) Trade or Business Expenses (§162)
· APPLIES ONLY TO CURRENT EXPENSES (See Current/Capital Expense Dichotomy)
· Includes educational expenses to maintain skills for existing job
· CLEs covered, law school not (as preparation for the job).
· Cannot deduct a potted plant or painting for your office. (§162)
· Business/Personal Borderline governed by §132; allows income exclusion for:
· No-additional-cost service
· E.g. free flights for airline employees
· Qualified employee discount
· Working condition fringe (§162 or §167)
· De minimis fringe
· Qualified transportation fringe
· Qualified moving expense reimbursement
· Qualified retirement planning services
· Qualified military base realignment and closure fringe
· Pre-Opening expenses deductable under §195.
· Can choose if current or capitalized.
· Expenses for Production of Income (§212)
· Deductable to the extent it exceeds 2% of AGI, subject to phaseout.
· Other Deductions
· Deductable Interest (§163)
· No deduction for interest on indebtedness used to pay for tax-exempt bonds (§265(a)(2))
· If the interest is on a house, will not trace back to the munis.
· If interest is not on house, a portion is non-deductable. 
· Investment Interest (not to exceed investment income) (§163(d))
· Any unused deduction has a perpetual carryforward.
· Not deductable if used to buy tax-exempt assets (e.g. munis; §265)
· Generally, no deduction for interest used to pay for single-payment life insurance or annuities. (§264)
· Note that investors derive income from purchasing/selling securities, whereas traders (whose costs are deductable under §162/212) derive profits from the management of purchasing/selling. (Yeager 450)
· Mortgage interest (§163)
· On up to $1M of mortgage debt.
· Home Equity Loan Interest (§163)
· On up to $100k of debt.
· [bookmark: _Toc229487655]State and Local Taxes (income & property) (§164)
· Can elect to deduct state and local sales tax instead of property. (§164(b)(5))
· [bookmark: _Toc229487656]Losses  (§165):
· Generally, deductable up to lesser of [extent not compensated by insurance or otherwise] or [basis]. (§165(b))
· TRADE/BUSINESS: For an individual, if associated with loss incurred in trade or business (§162) or entered into profit (§212), deductable as above. §165(c)(1-2)
· CASUALTY: For an individual, deductable to extent each uncompensated casualty exceeds $100, and that the net of such casualty losses exceeds 10% of AGI (up to amount of basis).
· Basis is first allocated to compensation, then to deduction.
· WAGERING: Losses deductable to extent of wagering gains. (§165(d))
· THEFT: Fully deductable.
· CAPITAL LOSSES: See Capital Losses under Realization
· [bookmark: _Toc229487657]Charitable Contributions (§170)
· There is a cap under §170(b)
· You cannot take a donation deduction for something you received as a free sample or gift, unless you recognize income for same. (Haverly)
· If long-term capital asset, deduct fair market value if the donee can use it (e.g., oil painting  charitable art museum). (Reg. §1.170A-1(c))
· Otherwise, deduct lesser of FMV and Basis (§170(e))
· Medical Expenses (§213) in excess of 7.5% of AGI.
· Including insurance premiums. 
· Unrecovered Annuity Investment (§72(e)(3))
· Interest on Educational Loans (§221)
· Can deduct up to $2,500
· Subject to Phaseout
· [bookmark: _Toc229487658]Not Deductable
· Childcare Expenses (Smith)
· [bookmark: _Toc229487659]Current/Capital Expense Dichotomy
· Current assets are used up in the current year. Capital assets add value for a longer period.
· Current expenses can be deducted; Capital expenses may be allowed depreciation.
· Current: Repairs, Paper, pens, airline tickets, etc.
· Capital: Improvements, Trucks, buildings, airplanes, etc.
· Legal and I-Bank fees paid for merger are capitalized (not current) (Indopco)
· R&D expenses are current (§174)
· Option to Deduct certain property s.a. (§179)
· Tangible Property (e.g. real estate)
· Computer Software.
· Goodwill and other intangibles may be amortized (§197)
· Most depreciable assets are depreciated over a five-year period.
4. [bookmark: _Toc229487660]Credits
· Child Tax Credit (§24)
· $1,000 per child, reduced by $50 for each $1,000 or fraction thereof Modified AGI (generally equals AGI) is above:
·  (A) $110,000 in the case of a joint return,
· (B) $75,000 in the case of an individual who is not married, and
· (C) $55,000 in the case of a married individual filing a separate return.
· IRA Contributions, up to $2,000 (§25B)
· Phases out very quickly.
· Federal Income Tax Already Paid  (§31)
· This is refundable (e.g. if Credit > Taxes Owed)
5. [bookmark: _Toc229487661]Income in Kind
· Non-cash, or other illiquid income
· Glenshaw Glass: Broad holding: Income is any “undeniable accessions to wealth, clearly realized, and over which that taxpayers have complete dominion.”
· Katz-Mankiw – the includable proportion of a fringe benefit is the marginal cost to the employer minus the marginal revenue to the employer. If the benefit to the employer exceeds the cost to the employer, the recipient should receive no tax hit.
· [bookmark: _Toc229487662]Payment of Taxes:
· Third party payment of federal income tax is includable Old Colony Trust
· Employer would actually have to pay S/(1-T) total to do what they wanted.  Rev. Rul. 86-14
· Where S = Salary, T = TaxRate
· Employers can deduct as wages Id.
· Reimbursement of federal taxes erroneously paid is not includable Clark
· Derives from:  No income shall be realized from the discharge of indebtedness to the extent that it would have been deducted.  § 108(e)(2).
· Consider Gotcher (Trip to VW plant not taxed for Mr., but essentially vacation so Mrs. taxed.)
· [bookmark: _Toc229487663]“Non-Statutory” Fringe Benefits:
· Guidance in § 132
· “Solely for the benefit of the employer”  Deductible Regulation § 1.162-17(b)(1)
· Otherwise includable.  Regulation § 1.162-17(b)(1)
· Factors for fringes (first check statute) (This is from Mankiw, not statute)
· Does Business value > consumption value (would the taxpayer get this anyways?)
· Serve business interest beyond compensation?
· For the convenience of the employer? Benaglia (Hotel)
· Marginal cost increase for the employer see § 132
· Examples:  
· Villa Example  Includable
· Nice office  Excludable
· Lunch money which they could use however  Includable (Kowalski; Easy, it’s cash)
· Free trip to South America  Questionably Include Some! Turner (Opportunity to enjoy a luxury otherwise beyond their means but does save them some money)
· [bookmark: _Toc229487664]“Statutory Fringe Benefits” Exclusions
· Group Term Life Insurance § 79
· Accident/Health Plans § 106
· Up to $50,000 of coverage.
· Rental Value of Parsonages § 107
· Qualified Tuition Reduction §117(d)
· Cafeteria Plans § 125
· Employer-Provided Day Care Programs § 129
· Meals-and-lodging Provided for Convenience of Employer § 119
· Meals must be furnished on employer’s premises.
· Acceptance of lodging must be requirement for job.
· Benaglia (hotel manager got a suite)
· Cannot be cash allocated for meals (Kowalski)
6. [bookmark: _Toc229487665]Realization
· Taxation is triggered by taxable events. These events can be an exchange of goods, payment, or realization of gain from the disposition (voluntary or otherwise) of an asset.
· Can be taxed on the Value of Assets Received
· Rev. Rul. 79-24 – Lawyer and Painter exchange services, and IRS taxes both on value thereof.
· [bookmark: _Toc229487666]Basis (§1012 et. seq.)
· To determine the Realized Gain from a disposition, we have to first determine what portion of the asset’s value has already been taxed. 
· Generally, Basis = Amount Paid + Amounts Previously Included in Income – Deductions Taken.
· [bookmark: _Toc229487667]Realization Events
· Generally
· Realized Gain = Amount Realized – Basis (§1001(a))
· Boot = Any items (s.a. cash) coming out of a disposition that are not in-kind.
· Future Value (FV) = P (1+r)n
· Capital Disposition:
· Gain Recognized = Realized Gain
· [bookmark: _Toc229487668]Casualty (§165):
· [Lesser of] Loss OR Basis deductable if not compensated by insurance or otherwise.
· Basis is reduced by any untaxed recovery.
· [bookmark: _Toc229487669]Exchange of Property Held for Investment (§1031) or Involuntary Conversion (§1033)
· If strictly in-kind and for similar property, Gain Recognized = $0
· If mixed, Gain Recognized = [lesser of] Realized Gain OR Boot
· New Aggregate Basis = Old Basis – [Cash $ realized] – [debt relief received] + [debt assumed] + [amount of gain/loss recognized on exchange]
· Basis is first allocated to the boot, then to the in-kind asset.
· [bookmark: _Toc229487670]Recovery for Personal Injuries (§104)
· Recovery of medical expenses taxable only to the extent deducted under §213.
· Damages for injury or emotional distress are taxable.(§104(a)(2))
· Form is irrelevant, so annual payments rather than present value payment will result in larger post-tax benefit.
· Punitive damages are taxable.
· Annuities (§72)
· See Section 9 of this Outline.
· [bookmark: _Toc229487671]Losses and Carryovers:
· [bookmark: _Toc229487672]Net Operating Losses (§172)
· Carry back 2 years prior
· Carry forward 20 years subsequent.
· Amount = Deductions – Gross Income (§172(c))
· [bookmark: _Toc229487673]Income attributable to recovery of prior deductable loss taxable to the extent it reduced tax. (§111)
· Unexpired carryover deductions are treated as having decreased taxes.
· [bookmark: _Toc229487674]Capital Losses
· See Capital Gains/Losses below.
· [bookmark: _Toc229487675]Gambling Losses
· Deductable to the extent of gambling gains in same year (§165(d))
· No carryforward/back.
· [bookmark: _Toc229487676]Basis Upon Transfer of Property
· [bookmark: _Toc229487677]By Death/Bequest/Etc. (§1014)
· Basis = Fair Market Value at TOD.
· Executor can choose valuation date of Death or 6 months later.
· Exceptions:
· Annuities (§1014(b)(9)(A))
· Gifts made to decedent within 1 year of death (§1014(e))
· Basis = Decedent’s Basis.
· Income in Respect of a Decedent (§1014(c))
· E.g. a dead doctor’s outstanding accounts receivable.
· Phased out after 2009 (§1022)
· [bookmark: _Toc229487678]By Gift (§1015)
· Generally, no income tax on gifts.
· May have to pay gift/excise taxes.
· Split Basis Rule (§1015(a))
· Sell above Giftor’s basis: Basis is Giftor’s basis.
· Sell below FMV at time of transfer: Basis is lesser of Giftor’s basis and FMV at transfer.
· Sell between: Basis = Sale Price, so Realized Gain = 0
· This prevents people from effectively gifting a deductable loss.
· Exception: Under §72(e)(4)(C), annuities transferred by gift:
· Giftor pays tax on excess of FMV over Basis.
· Giftee’s basis becomes FMV.
· [bookmark: _Toc229487679]By Purchase
· Basis is purchase price/value of goods exchanged (§1001)
· Hypo:
· If a bond is willed to X for the duration of coupons, remainder to Y, assuming it was bought for face value, Y has no income under §1014, and each coupon is income for X under §1015 (X has no basis in the coupons).
· [bookmark: _Toc229487680]What is a Gift? (Notes p. 44)
· Gifts are generally something given out of “detatched and distintersted generosity,” and are usually an issue for the trier of fact. (Duberstein 171)
· Thus, if you get something in exchange for the “gift” (e.g. relinquishment of rights), it is not actually a gift. (Davis)
· [bookmark: _Toc229487681]No deduction for an expense whose recipient can deduct as a gift. (§274(b))
· Excludes de minimis gifts.
· Includibility for giftee ultimately turns on whether giftor takes a deduction.
· Does not apply to gifts by charitable organizations as they don’t take deductions.
· [bookmark: _Toc229487682]Income includes prizes and awards, except (§74):
· (b) awards in recognition of religious, charitable, scientific, education, etc. that are transferred to a charity.
· [bookmark: _Toc229487683]Transfers Related to Marriage/Dissolution Thereof/Children
· Transfers between spouses or incident to divorce treated as a gift; Transferee has transferor’s basis. (§1041)
· Does NOT incorporate split basis rule from §1015.
· Alimony taxed to recipient, not transferor (§71, 215)
· Child support taxable to transferor.
· [bookmark: _Toc229487684]Cancelation of Indebtedness
· Included in income under §61(a)(12)
· Except in the event of discharge due to bankruptcy or insolvency (§108)
· If you use this provision, you have to deduct the amount (as possible) from:
· Net Operating Loss Carry-forwards
· Capital Loss Carryovers
· Basis
· Except if Acquisition Indebtedness on Business Real Property (§108(a)(1)(D))
· Penalty under §108(c) being a reduction in the basis of depreciable property.
· Except: Purchase Price Reduction (108(e)(5)): debt of purchaser of property to the seller of same, which arose out of the purchase of same, when reduced by the seller under any circumstances it constitutes a purchase price reduction.
· Thereby “price paid” and basis retroactively reduced to the adjusted price.
· Consider Zarin where gambling debt reduction constituted purchase price adjustment.
· Except: Qualified Principal Residence Indebtedness Discharged Before 2010 (§108(a)(1)(E))
· Except: Student Loans Under Certain Circumstances (§108(f))
· Doesn’t take back the benefit.
· Except: If Cancelation of Debt would have given rise to a deduction (§108(e)(2))
· Applies irrespective of itemization status.
· E.g. Unpaid interest on a mortgage that is forgiven is not income.
· Claim of Right
· Income taxable in the year it has “a claim of right . . . without restriction” (N.A. Oil 307)
· If taxpayer restores a substantial amount held under claim of right (e.g. mistakenly large bonus), can take a deduction under the more beneficial applicable rate of (i) the year the claim of right was included or (ii) the year the money was returned. (§1341)
· Embezzlers must pay tax on their takings to the extent that they are not repaid to the victim, regardless of whether they actually retain such takings. (McKinney 320)
· [bookmark: _Toc229487685]Transfers Subject to Loans 
· If A transfers a property subject to a non-recourse loan (A is liable if B doesn’t pay), A has to include the amount of the loan in A’s amount realized.
· Basis of B is cost, which is amount of the loan plus other compensation from A.
· If B sells to C, B must include amount of loan in Amount Realized. (Crane)
· [bookmark: _Toc229487686]Capital Gain/Losses
· [bookmark: _Toc229487687]Capital Assets (§1221) (See Notes p. 63-64)
· Things held by the taxpayer for profit whose usefulness extend beyond the current year.
· Excludes things held in inventory.
· Stock in the hands of an investor is capital, but in the hands of a broker is inventory.
· As such, hinges on who owns it as much as what it is.
· Excludes assets in the hands of their creator (e.g. artist’s painting) and things transferred by gift from the artist to the taxpayer.
· [bookmark: _Toc229487688]Long-Term/Short-Term (§1222)
· L-T has been held for more than a year.
· S-T has been held for a year or less.
· [bookmark: _Toc229487689]Netting (§1222)
· Net S-T transactions with each other, and L-T transactions with each other to get Net S-T gain/loss and Net L-T gain/loss.
· Applies only to “sale or exchange,” so excludes other dispositions (as in §1001) such a redemption of a bond at maturity.
· [bookmark: _Toc229487690]Effect of Capital Losses (§1211, §1212, §165(f))
· Individuals can deduct up to the amount of any offsetting Capital Gain + $3,000.
· Any amounts not deducted have a perpetual carryforward under §1211
· [bookmark: _Toc229487691]Net Capital Gain (§1222(11))
· Net LT Gain – Net ST Loss
· Taxed at favorable rate (15% if marginal rate more than 28%, otherwise 5%)
· [bookmark: _Toc229487692]Basis
· [bookmark: _Toc229487693]If stock purchased in block, basis is spread evenly.
· [bookmark: _Toc229487694]If stock purchased at different times, can choose which purchase-block is being sold. (§1.1012)
· [bookmark: _Toc229487695]Tax Treatment:
· Is it a capital asset?
· Is it a gain or loss?
· Is it ST or LT?
	
	
	Net ST

	
	
	LOSS
	GAIN

	Net LT
	LOSS
	Deduct first $3,000 of loss (LTLoss + STLoss), then carry forward.
	STGain < LTLoss: Deduct first $3,000 of loss, carry remainder forward.
ST Gain > LTLoss: Excess gain is ordinary income.

	
	GAIN
	LTGain < STLoss: Deduct first $3,000, carry remainder forward.
LTGain > STLoss: Excess gain is Net Capital Gain (favorable taxation)
	STGain = Ordinary Income
LTGain = Net Capital Gain


· §1091: Wash Sale Rule: Take a date of sale. If you buy a stock/security substantially identical to a property sold at a loss within 30days on either side (61day window), loss is disallowed and basis is the loss that would have otherwise been realized plus the replacement cost.
· Does not turn on whether it is a capital asset.
· [bookmark: _Toc229487696]Treatment of Houses
· Purpose Irrelevant
· Can deduct real property taxes under §164
· Principal Residences
· Interest Deductable
· on mortgage debt up to $1M deductable (§163)
· Primary or Secondary home only.
· on home equity indebtedness up $100k deductable (§163)
· Any qualified residence
· Sale of principle residence (§121)
· Must have been principal residence for 2 of the last 5 years. (§121(a))
· Can only be used once every two years (§121(b)(3)(A))
· Gain recognized only to the extent that it exceeds $500k (married; $250k single).
· Loss not deductable for personal residences (Fails §165(c))
· Note §108(a)(1)(e) allowing financial distress reductions on home loans for principal residences.
· Rental Properties
· Expenses for maintaining a rental property deductable under §162/212.
· Expenses for purchasing such property are depreciable.
· Return on housing is principally in the form of ability to occupy it, and is excludable.
· There is a disadvantageous treatment of losses on housing (cannot deduct loss on sale or exchange of the house), however, gain on the sale of a principal residence is favorably taxed.
· Notes:
· Partial Dispositions: If unclear how much to apply to basis, defer taxation, applying everything to basis (and reducing same). Inaja

7. [bookmark: _Toc229487697]Taxation of Various Financial Instruments
· [bookmark: _Toc229487698]Capital & Stock Distributions
· Corporate Distributions (e.g. cash dividends) are taxable to the extent that they could be derived from corporate profit. (§301(c))
· Stock distributions are not taxable (§305; Eisner), but can be taxed on anything that disproportionately enriches some stockholders and not others, or is a distribution of corporate assets (e.g. sub’s stock).
· Basis spread evenly amongst.
· [bookmark: _Toc229487699]Interest Income
· Includable in the year it is received (§61(a)(4)) so long as the penalty for realization is not so high that it is not constructively received. (§1.451-2(a))
· Thus, interest in a CD is taxable when credited to the account.
· [bookmark: _Toc229487700]Annuities
· Transfers by Gift (§72(e)(4)(C)):
· Giftor pays tax on excess of FMV over Basis.
· Giftee’s basis becomes FMV.
· Annuitized Payments
· Proportion of payment excludable (E) = Investment in K (I) / Expected Return (R)
· E = I/R = Basis / (Payment Amount * Number of Payments)
· E is fixed at time of first calculation.
· Cumulative exclusion cannot exceed basis.
· In case of annuities for life, Number of Payment on Code p. 1048 (§72(e))
· Death benefits excludable under §101.
· Any portion of original investment not returned is deductable under §72(e)(3)
· Aperiodic Withdrawals
· Nothing included unless you withdraw.
· Disbursements due to death are untaxed (§101)
· Old §72(e) - §72(e)(5)
· Basis-first withdrawals.
· New §72(e) - §72(e)(2)
· If already annuitized, whole payment included in income.
· If not annuitized, gain-first withdrawals.
· Use New §72(e) unless:
· Received before Annutization (§72(e)(5)(A)(ii)) AND
· Contract entered into before August 14, 1982. (§72(e)(5)(B);
·  Any amount allocable to investment in the contract after August 13, 1982, shall be treated as from a contract entered into after such date.
· It is a Life Insurance or Endowment Contract (§72(e)(5)(C));
· It is a Trust (§72(e)(5)(D)); OR
· Withdrawal is all available funds from the contract. (§72(e)(5)(E))

· [bookmark: _Toc229487701]Life Insurance (§101)
· Endowment Policy – Pay face value at death, or to insured at end of term.
· Term Policy – Pay face value if death within term, otherwise pay nothing.
· Aperiodic withdrawals covered under Old §72(e) (Basis First Withdrawals)
· Provided some threshold amount of life insurance coverage met.
· Death Benefits non-taxable (§101(a))
· These count against otherwise unrecovered investment (72(e)(3)).
· [bookmark: _Toc229487702]Bonds
· Standard Bond (pay face value, collect interest over lifetime, redeem for face value)
· Interest taxable in full as paid.
· Once you strip a bond, basis is immediately allocated relative to FMV. (§1286)
· Zero-Coupon Bond (pay less than face value, collect no interest, redeem for face value; §1272)
· Future Value (FV) = P (1+r)n, where P is Present Value at start of period.
· Annual taxable increase in value equals P*r.
· Coupons (just the interest payments; no redemption)
· Portion of coupon not paid by Zero-Coupon bondholder is taxable.
· For purposes of present value & tax, each coupon is treated as a zero-coupon bond.
· [bookmark: _Toc229487703]Tax-Favored Instruments
· IAT = IPT (1-r)
· IAT = Interest After Tax; IPT = Interest Pre-Tax, r = tax rate.
· Traditional IRAs (§219; §408)
· Deduction for funds (up to $5,000) put into account.
· All withdrawals treated as taxable.
· Roth IRAs (§408A)
· All deposits are taxed.
· All withdrawals (including interest/other gain) are tax free.
· Roth & Traditional IRAs have the same redemption worth, assuming the same marginal rate.
· Thus, any benefit of one over the other is from arbitraging current and expected rates.
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